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ABSTRACT 
 

 Minority shareholders are put in a precarious position in Pakistan's predominantly 
family-owned/private sector companies. Controlling shareholders abuse their power and 
make self-serving decisions that harm the rights of both the company and minority 
shareholders. To that end, it is suggested that one of the legal procedures, derivative 
litigation, might be a useful regulatory mechanism in Pakistan. It has been debated in the 
process of analyzing the rights of minority shareholders under the Companies Act what 
are the challenges and possible remedies for minority shareholders. Unlike the United 
Kingdom and the United States, the companies act in Pakistan does not recognize 
derivative proceedings. It is crucial to consider codification of derivative action systems 
as a supplement to existing weak managerial disciplinary proceedings in addition to 
providing stronger enforcement authority to the minority. This article proposes a 
comprehensive structure for a statutory derivative action process in Pakistan, intending to 
strengthen the protection of shareholders' interests. To that aim, the statutory derivative 
litigation regimes of the United Kingdom and the United States have been considered for 
comparative analysis to identify what may be replicated and provide reform 
recommendations to allow a viable statutory structure for the same in Pakistan. 
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INTRODUCTION 
 

  Since Solomon v. Solomon, the concept of a company as a separate legal person has 
revolutionized business and commerce across the globe. Risks associated with every type 
of business have been transferred to the company itself and consequently, the 
shareholder’s liability has been limited to the extent of their investment in the company. 
However, shareholder’s investment conferred them voting weightage rights according to 
their share of investment in the company. Subsequently, a minority investor had always 
remained under the tyranny of majority investor(s) and had to abide by the decisions 
taken by a majority shareholder(s). This problem first arose in Foss v. Harbottle in which 
minority shareholder suffered financial losses due to unilateral decisions made by 
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majority shareholders of the company and were legally restricted to bring any action 
against their own company since then Honourable Courts had decided that company is 
proper plaintiff to bring any matter in the court of law. Although this principle settled in 
this case has attracted heavy criticism in the subsequent years by the Jurist and legal 
practitioners, therefore earlier in the UK and later in the USA, protection to the minority 
shareholder has been provided through statutory protection under their new amendments 
in the enactments.  
 

 In Pakistan, an aggrieved minority shareholder under section 286 of the Companies 
Act, 2017 can bring a derivative action against their own company or simply narrated in 
in other words against adverse decision taken by controlling shareholders. However, it is 
limited to the extent of those who hold 10% of the total shares in the company. In the 
current scenario, a number of reforms have been introduced for the documentation of the 
unregulated economy in Pakistan in a pursuit to discourage the untaxed and 
undocumented parallel economy. That can only be achieved through, registration of all 
types of business under the institution of the Security and Exchange Commission of 
Pakistan [“SECP”] in the form of company (or any other undertaking). Under such 
circumstances small investors even having less than 9.99% shares of the total shares of a 
company will always be excluded from running of the administration of the company and 
will always be forced to survive under the majority rule. If similar natures of reforms on 
the patterns of UK and USA are also incorporated through new amendments in the 
current enactments which can empower the minority shareholders who may have a 
greater role to play in the decision making in a company. Consequently, it can be 
assumed that after such reforms in the jurisdiction of company law, derivative actions 
will only be brought in severe cases. In this article, efforts have been made in this 
direction that the bar of share weightage for bringing derivative actions by aggrieved 
minority shareholders may be scrapped altogether as it is being practiced in major 
jurisdictions of the world. Such reforms will encourage all types of investors to 
participate in business and commerce along with minor investors, if statutory protection 
against majority shareholders is provided under a transparent and smooth statutory 
procedure. 
 

 Since minority shareholders face a number of problems in asserting their position, 
following three viable proposals can well demonstrate how an empirical framework of 
codified derivative action can operate effectively and if it is streamlined with easy 
accessibility to shareholders having also an adequate ability to monitor managers and 
directorial decisions. Firstly, to create a practical legal framework for derivative actions; 
secondly, to render the Derivative Action mechanism more simple and procedural; and 
finally, derivative actions should be made more accessible.  

 

1.1 Legal Framework for Derivative Action 
  Pakistan falls in common law jurisdiction; it could be asserted that the common law 
principles on derivative actions can be applied by Pakistani courts to empower minority 
shareholders to prosecute offenders. Many common law countries have codified 
derivative action systems in their regulatory regime in response to challenges, providing 
investor remedies more reasonable and acceptable under modern conditions. In the era of 
rising globalization of investment, the English Law Commission proposed substituting 
the common law derivative action structure with a statutory derivative action framework 
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in the UK to attain better accountability and transparency, (The UK Law Commission). 
With the enacting of the Company Act 2006, the UK launched a new regulatory system 
of derivative proceedings in line with the recommendations of the UK Law Commission, 
(The UK Companies Act 2006). As a result of this new statutory system, the causes of 
action and the variety of petitioners have been expanded. The Courts have been given 
broad authority and flexibility to assess whether a derivative action is in the best interests 
of a company and, if so, whether it should be allowed to proceed. 
 

 A number of observers have also argued that codifying the derivative action model is 
necessary. According to Reisberg, common law rules on derivative actions are confusing 
and frustrating, therefore there is a need to the establishment of more adaptable, 
modernized, and easily obtainable principles for allowing derivative actions to continue, 
(Reisberg, 2005) Another analyst believes that if derivative action is to be a significant 
component in avoiding breaches of directors' obligations, it must be streamlined and 
modernized for shareholders to use it (Keay, 2016). 
 

 Furthermore, Nyombi and Kibandama have critiqued the common law position on 
derivative actions, highlighting three major flaws as the basic restricting obstacles for 
shareholders to commence lawsuits, which the status has to be addressed via a codified 
derivative action structure, (Nyombi & Kibandama, 2014). Because of the difficulties at 
common law, a codified derivative action framework should be developed in Pakistan to 
provide transparency about shareholders' right to initiate derivative proceedings. A 
codified law, as opposed to the common law, which is dispersed, obsolete, and compels 
courts to adopt ancient case law, provides numerous benefits defined hereunder:  
 

 Firstly, explicit legislative principles would eliminate all common law difficulties and 
give clarity on the procedural approach for shareholders' derivative lawsuit entitlements. 
Secondly, courts will take an impartial stance in determining the outcome of derivative 
cases in the companies' best interests. Thirdly, statutory provisions will allow courts to 
exercise their discretion to impose legal fees, which would motivate shareholders to 
move forth and pursue transgressors. Lastly, it’s also worth noting that ratification would 
not serve as a bar to derivative action because it's not always obvious when ratification 
will be functional and it may, in certain cases, lead to unfair results. In this regard, certain 
rules are suggested for courts in Pakistan to apply their jurisdiction while recognizing the 
ratification of wrongs by the transgressors. 
 

 It is argued that courts ought not to consider defendants' affirmation of their 
wrongdoings as grounds for dismissing derivative action. Ratification should be 
disregarded by the courts when it is done by offenders who have significant influence 
over the company's actions. Furthermore, the courts will take into account the standard of 
information available to investors at the time the wrongdoing was ratified. Where crucial 
information is not provided to investors, resulting in a sick decision by the investors to 
ratify the wrongdoing, the courts will reject this ratification. In addition, judges will 
consider the kinds of companies while deciding whether to approve or disapprove of the 
ratification. In public and widely-held companies, for instance, ratification of wrongdoing 
ought to be begrudgingly accepted. This is because investors in such companies are 
apathetic and disengaged in company matters. 
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2. DERIVATIVE ACTION MECHANISM 
 

2.1 Derivative Claimants  
 As previously indicated, Pakistan's Company Law does not recognize derivative 
proceedings. Similarly, the Pakistani courts haven’t developed jurisprudence regarding 
standing requirements and the scope of derivative actions. Unlike Pakistan, the UK 
Company Law allows a wide range of claimants to initiate derivative claims, as well as a 
wide range of activities that can also be subject to derivative litigation, (The UK 
Companies Act 2006). It stipulates that an individual shareholder, irrespective of voting 
rights, has locus standi (right) to file a lawsuit over erroneous directors and management.  
 

 The authority to initiate a derivative claim is also provided to stakeholders who 
become stakeholders by the operation of the law, (The UK Companies Act 2006). The 
expression "through the operation of law" involves the transfer of a party's right or 
responsibility to that party via the application of legal rules without the party's knowledge 
or permission. There is no requirement for a specific number of shares to launch 
derivative litigation under the Act. To put it another way, a shareholder who holds only a 
single share could initiate a derivative lawsuit. Nevertheless, standing principles such as 
‘Contemporary Stock Ownership,' ‘Continuous Ownership Requirement,' and the rule of 
‘Adequate Representation of Companies' and other Shareholders' Rights,' are not 
recognized by the British Company Law. 
 

 In the context of Pakistan, these standing principles are essential to provide better 
clarification on the standing requirements of derivative applicants. In this article, it is 
proposed that these principles be taken into consideration in future legislative reforms to 
the Pakistani company law.  

 

2.1.1 Contemporary Stock Ownership 
 A shareholder claimant must be the holder of shares at the time of a purported 
fiduciary violation, according to the rule of "contemporary stock ownership", (Delaware 
General Corporation Law). A shareholder who buys stock after the claimed violation is 
barred from prosecuting erroneous wrongdoers under this principle. There is no such 
prohibition underneath the UK Company Law when it comes to starting derivative 
actions (The UK Companies Act 2006). Conversely, in the case of Pakistan, the 
"contemporaneous ownership requirement" is required to avoid frivolous lawsuits and to 
deter hostile purchases of shares only for filing cases (AlaBy Prods. Corp v Cede & Co, 
1995). It is possible that an investor would acquire shares with the intent to initiate an 
action for derivative claims with unscrupulous motivations in mind if there's no 
"contemporary ownership requirement" (Wells, 2004). 
 

 In Pakistan, the contemporary stock ownership requirement is important for 
preventing the purchase of lawsuits. For instance, if there is no "contemporary stock 
ownership requirement," a claims market is likely to develop. Some corrupt stakeholders 
may purchase shares in a company wherein improper managerial behavior has been 
revealed to file a lawsuit with unscrupulous motivations. Unjustified lawsuits prompted 
by personal animosity, family confrontations, or other ulterior reasons like "gold-
digging" could be such inadequate objectives, delivering no benefit to the company but 
wasting its fund (Gevurtz, 1984). To put it another way, companies may benefit 
financially by acquiring shares, but in the long run, they potentially create a market for 
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claims that are, of course, ethically unjustifiable. In Pakistan, where the community is 
litigious, the growth of a claimed market will also be adverse to the development of the 
financial markets (Hamdani). The already litigious culture may see an increase in 
frivolous lawsuits as a consequence of the lack of a "contemporary stock ownership 
condition." As a corollary, it will be preferable to include the "contemporary stock 
ownership criterion" in Pakistan's legislative framework for derivative proceedings. 

 

2.1.2 Continuous Ownership Requirement 
 A shareholder petitioner must keep his position as a shareholder until the derivative 
lawsuit is resolved underneath the ‘Continuous ownership criterion’ (Oliver v. Boston 
Univ, 2006). A shareholder petitioner who sells his assets before the case is finally 
resolved is no longer the proper petitioner. The purpose of the "continuous ownership 
criterion" is to avoid frivolous and unjustified lawsuits (Eaton, Feldman & Chiang, 2010). 
For instance, before the finalization of the litigation, a previous shareholder who has left 
the company might be persuaded to receive bribery to separate from the lawsuit. As a 
result, he may be prepared to accept an unsuitable compensation because he is no more 
has any economic share in the company. 
 

 The UK company law regulations on the standing requirements of derivative 
proceedings are quiet on the ‘Continuous Ownership Condition’ (The UK Companies 
Act, 2006). However, it is proposed that when it comes to the standing criteria of 
derivative proceedings in Pakistan, the concept of "continuous ownership" should be 
recognized. That is because a previous stakeholder who left the company may not act 
truthfully or effectively defend the company's interests. After all, he or she no more has a 
monetary interest in it. 

 

2.1.3 Adequate Representation of the Interests of the Companies  

as well as other Stockholders 
 In Pakistan, a further long-standing criterion for derivative claims, which include 
"appropriate representation of the company" and also the rights of other shareholders, 
must be addressed. Because derivative actions are brought by shareholders to seek 
compensation for corporate transgressions, an appropriate representation of the 
company's interests must be taken into account. The following criteria must be considered 
by courts regarding achieving appropriate representation of the company' as well as other 
shareholders' interests.  
 

 Firstly, ensure that the complainant investor's self-interests do not overwhelm the 
company and that the lawsuit will not work against the company’s rights. Secondly, 
courts must guarantee that the case is aggressively litigated and thoroughly executed. The 
requirements needed for "appropriate representation of the companies" and other 
shareholders' rights are not specifically established in the British Companies Act (Geis, 
2014). It is worthwhile noting that within Pakistan, effective representation of a 
company's and other shareholders' rights cannot be ignored for the following cause: 
Pakistani society is very litigious, and the possibility of frivolous lawsuits is always there. 
Due to this before allowing permission for a derivative action, courts should assure that 
the interests of the company and other shareholders are adequately represented. 
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 As a corollary, it is recommended in this paper that the need for "appropriate 
representation" of a company's interests is considered to minimize investor manipulations 
in derivative litigation. 
 

2.2 Actionable Wrong  
 This section focuses on defining the corporate cause of action and determining who 
will be subjected to derivative litigation. Only directors can be held liable for violating 
their fiduciary responsibilities under the Company Act. Underneath the Act, corporate 
activities that are not reliant on the decisions of directors are not punishable. The 
Companies Act exempts dominant shareholders from their fiduciary duties since it does 
not govern shareholders with a majority voting right. 
 

 Fiduciary responsibility entails two types of liabilities: the first is a duty of care, and 
the second is a duty of fidelity (The UK Companies Act, 2006). The responsibility of care 
obligates dominant shareholders to behave in the company's best interests by adhering to 
appropriate care standards. In terms of duty of fidelity, dominant stakeholders are 
required to put their interests aside to protect the company's interests (Davies & 
Worthington, 2011). The Company Law does not specifically prevent dominating 
stakeholders from breaching conflict-of-interest rules, which they could do by voting at 
shareholders' general meetings. 

 

2.2.1 Regulating Majority Voting Power 
 The companies act, according to this paper, legislates majority voting power. It's 
because a distinctive aspect of Pakistan's corporate market is a group of companies 
owned by dominant shareholders. Controlling stockholders appoint family, friends, and 
trustworthy individuals on executive posts; as an outcome, the executive priorities the 
interests of the dominant shareholders over those of the company and its minority 
Shareholders. 
 

 The dilemma occurs when individuals operate in several roles, such as shareholders 
and directors. They may directly dictate board decisions as board members, and they may 
indirectly affect board decisions as dominant shareholders (Hafeez, 2015). Minorities are 
in danger of majority abuse because of the dominance of controlling shareholders and 
minimal legal protection, as dominating owners are not constrained by conflict-of-interest 
rules under the company act. Exploitation by majority shareholders, as a result of their 
dominating positions, creates major agency challenges, which results in maltreatment of 
minority shareholders. 
 

 The misuse of majority voting power to endorse a transgression of directors' duties 
must be avoided. The beneficiary can pardon a breach of fiduciary duties, which is a 
fundamental principle of fiduciary law (Davies & Gower, 1997). In the perspective of a 
company, though, adoption of this principle could entail that a dominant shareholder may 
confirm a breach of directors' responsibility by adopting an ordinary motion in a 
shareholders' general meeting. Directors might violate their fiduciary responsibilities to 
benefit dominant shareholders, and dominating shareholders may relieve the erroneous 
directors of responsibility by approving an ordinary resolution approving the violation. 
Dominant shareholders will not use their voting weight to defraud minor shareholders or 
approve a breach of directors' duties that is harmful to the company's interests. 
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 As a result, dominating shareholder regulation is inextricably linked to director 
regulation. There are two methods for controlling shareholders to be regulated. Firstly, 
they could be identified as “shadow directors” (Bainbridge, 2002; Kraakman et al., 2004) 
and therefore be held accountable for fiduciary responsibilities committed by directors. 
Secondly, directors may be held responsible for the actions of dominant shareholders 
who act against the benefit of the company and other shareholders. 

 

2.2.2 Corporate Cause of Action  
 In Pakistan, only directors are held liable for breaches of fiduciary obligations under 
the existing laws. The Companies Act 2006, in contrast to the scenario in Pakistan, has 
enlarged the corporate cause of action in the United Kingdom. In actuality, rather than 
abolishing common law principles on the cause of action, this legislation has broadened 
the scope of the corporate cause of action (The Companies Act, 2006). It states that the 
cause of action begins when the directors commit an act or omission that involves 
carelessness, abuse of trust, or breach of duty. 
 

  The Legislation keeps the common law notion of directors' fiduciary responsibilities 
(duty of care and duty of loyalty) but broadens the scope of the cause of action to include 
directors' breaches of fiduciary duties. The Act also covers negligent actions brought in 
the context of a corporate cause of action despite requiring proof that the respondent 
directors benefited personally. Underneath the exemptions to the Foss v Harbottle Rule, 
negligent complaints were not previously considered as corporate causes of action. 
 

 As a result, it is suggested that substantial consideration be given to this area of the 
company. All sorts of directorial violations, such as unfair transactions, manipulation of 
corporate resources, exorbitant pay to managers, tunneling of company assets, and other 
mismanagements, should be accountable. The directors' obligations should be explicitly 
stated in the company law. 

 

2.2.3 International Corruption and Derivative Litigation 
 In the combat against bribes, illicit payments, and the squandering of corporate assets, 
derivative litigation is crucial. The right to sue in a derivative procedure must be 
expanded to cases involving dubious payments made by corporations. Such corrupted 
transactions could be used to further the businesses' objectives; nevertheless, shareholders 
have the power to question such payments based on squandering of company assets and 
violation of the directors' fiduciary responsibility to the shareholders. Regarding 
derivative litigation, this aspect of the cause of action is accepted in the United States. In 
Auerbach v Bennet (1979), for instance, a shareholder used a derivative action to 
challenge improper reimbursements and bribes received by the business. The cause of 
action including acts of bribes and illicit transactions was allowed to be prosecuted by the 
court. 
 

 In the British, foreign corruption was acknowledged in the case of Konamaneni 
(2002) and others v. Rolls Royce Industrial Power (India) Ltd and others in a derivative 
action, and it became a cause of action in derivative litigation as an exemption to the Foss 
v Harbottle decision. In this case, minority owners of an Indian firm called Spectrum 
Power Generation Ltd accused British companies of paying the Indian company's 
managing director in exchange for commercial contracts related to the building of power 
plants in India. The complainant investors asked the court for authority to prosecute 
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Spectrum Power Generation Ltd in the United Kingdom. The complainants were granted 
permission to file a derivative lawsuit. The claimants argued that the concern of fraud 
towards minorities came under one of the Foss rule's exemptions. The court ruled in the 
complainants' favor, accepting the petition and verdict that English courts had 
competence over derivative actions involving foreign companies. 
 

 The lawsuit shed fresh light on how to view minority fraud as one of the Foss Rule's 
exceptions. Bribery and unlawful transactions are now also enforceable underneath the 
statutory derivative action framework given by Company Act 2006. 
 

 Foreign corruption is a topic that has to be addressed in Pakistan. As a corollary, it is 
suggested in this article that lawmakers in Pakistan examine the expansion of cause of 
action in derivative proceedings to foreign corruption in the upcoming company laws. 

 

2.3 Assessment of Derivative Action 
 In the United Kingdom, like other common law countries where the derivative lawsuit 
is permitted by the law, courts have a paternalistic position in assessing derivative claims. 
The purpose of assessing derivative claims is to evaluate if the litigation is in the 
company's best interests and whether it ought to be allowed to proceed or rejected. The 
‘court method' to assessing derivative proceedings, on the other hand, is not used in all 
countries. In the United States, for illustration, the board of directors is responsible for 
assessing derivative actions. This section of the debate compares and contrasts both 
strategies to determine if using the judicial system will result in better corporate 
responsibility in Pakistan. 

 

2.3.1 Board's procedure to Assessing Derivative Action  
 The key component of the US legislative structure for derivative proceedings is the 
"Board Approach." For this approach, the board of directors has formed a special 
litigation panel (composed of independent and impartial members) to evaluate derivative 
cases (Seebach, 1990). For the board of directors to initiate measures regarding 
transgressors, a shareholder should first report the matter to the board of directors (Scalisi 
v. Fund Asset Mgmtt., L.P., 2004). In cases wherein the board unfairly rejects the claim or 
if the directors are the transgressors themselves, the board is reluctant to initiate action 
towards itself (Abramowitz v. Posner, 1982). 
 

 In this regard, a notion of a separate litigation committee (chosen by the board) was 
proposed to prevent issues that could develop in obtaining board permission for a lawsuit. 
The special litigation panel is responsible for evaluating derivative claims, and the panel's 
appraisal is subjected to judicial review. The US courts have established several 
requirements for evaluating the validity of panel evaluations regarding their approval. For 
illustration, in Aronson v. Lewis (2010), the court established twin requirements: the 
business judgment principal and the committees' autonomy whilst assessing derivative 
proceedings. In another pertinent judgment, Zapata Corp. v. Maldonado (1981), the court 
stipulated that derivative proceeding evaluations be conducted by impartial bodies in 
good intention. 
 

 But, when it comes to the courts' approach regarding following the norms laid forth in 
the Zapata case, they simply adopt the committees' findings on a "rubber stamp" basis. 
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They don't usually use their assessments on the validity of the committees' investigations 
into derivative lawsuits to allow them (Zhong, 2012). 
 

 Whenever the term "Board Approach" is used, it refers to a "special litigation panel" 
appointed by the board to evaluate derivative actions (Klein, Partnoy & Coffee Jr). In that 
respect, it is maintained that, because a corporation is an autonomous body (Salomon v. 
Salomon & Co Ltd, 1896), derivative proceedings would be decided by insiders in the 
same way that other company decisions are made. This is because both business and legal 
outcomes have an impact on the company. As a result, the board of directors, working in 
the best interests of the corporation, would make decisions on the granting of approval to 
pursue derivative proceedings. 

 

2.3.2 Court's Approach to the Appraisal of Derivative Action 
 Courts in the United Kingdom use a paternalistic approach to evaluating derivative 
proceedings. The British Company Act has a two-stage process for filing derivative 
actions. Before proceeding to the usual proceeding, the courts must firstly demonstrate a 
prima facie case (The UK Companies Act 2006). Well before the case is taken up for a 
normal trial, the courts are responsible for conducting preliminary investigations and 
ensuring that there are adequate grounds to prosecute the claim. Prosecuting shareholders 
must submit a petition with the courts to get derivative proceedings approved. 
 

 The petition must be decided by the courts in line with the filtering procedure outlined 
in section 263(2) of the Act. In a scenario in which a member obligated to act in the 
company's best interests will not want to pursue the suit, the courts will deny derivative 
proceedings, according to Section 263(2) of the Act. Furthermore, the provision mandates 
courts to dismiss lawsuits if the company has previously made good or allowed the issue 
in question. 
 

 But, in the United Kingdom, judges have broad discretion in deciding whether 
derivative actions are admissible. For illustration, even if a claim violates the "good faith" 
requirement, courts are not required to dismiss it, (The UK Companies Act 2006). Courts 
also have judicial review powers. It indicates that the choice of a company to discontinue 
a lawsuit is not binding on the courts. Nonetheless, they have the authority to allow 
derivatives. In the UK, this provides courts a significant authority in determining the 
merits of derivative cases. 
 

 Given the preponderance of dominant shareholders in Pakistani companies, it might 
be more suitable for Pakistan to take a parallel "court approach" to evaluating derivative 
claim petitions. This is because courts are free of internal pressure in establishing the 
prima facie case and then hearing the case in its entirety. Even when a petitioner failed to 
make a strong case at the outset, the court is required under British company law to 
dismiss the matter, (The UK Companies Act 2006). The ‘Court Method' to derivatives 
evaluations is intended to circumvent issues with the board approach, which has been 
critiqued for missing impartiality and failed to conduct a good conscience examination 
(Kenneth & Davis, 2004).  

 

3. IMPROVE ACCESSIBILITY TO THE DERIVATIVE ACTION 
 

 Litigation is not desired by majority litigants, and it may be costly and effort-
consuming at times. Upon doing an expense assessment, a petitioner decides whether or 
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not to pursue the lawsuit. This is especially significant in derivative actions, because 
shareholders may be hesitant to sue offenders on account of the company for a lot of 
concerns. 
 

 They may not see a large monetary gain in devoting time and resources to derivative 
lawsuits because revenues from winning derivative lawsuits would go to the company. 
The litigious stakeholders are only eligible to a part of the profits from winning derivative 
proceedings following their shareholding. Furthermore, stockholders may not initiate 
derivative action with the expectation that it would be accomplished by other 
stakeholders. They could also believe that non-derivative applicant stockholders are free-
riders, so why do they bear all the hazards when the rewards of winning cases are to be 
distributed indirectly by everybody (Cassim, 2006). 
 

 Under this situation, stakeholders may opt to exit the company by trading their stock 
rather than suffer the expenses of the lawsuit. If stakeholders opt to sue the transgressors, 
they must bear the expenses of prosecution, which may include lawyer expenses, court 
charges, and, in some cases, the expenditures of the respondent if the complainant lost the 
case. Because of the high expenses of lawsuits and the indirect advantages of derivative 
proceedings, complainants have little interest to file lawsuits over transgressors. To 
promote and reward stakeholders, many common law regimes, such as the United 
Kingdom, have attempted to solve the financial challenge by indemnifying derivative 
claims for the costs paid in the derivative action (Reisberg, 2004). 
 

 In the Wallersteiner v. Moir (1975) case, the principle for indemnity of derivative 
claims was developed. In this suit, Wallersteiner, the company's director, effectively 
prosecuted the suit for almost ten years, whereas Moir, the complainant, was 
unsuccessful in collecting the company's damages. Because the advantages of the suit 
would be ordered in favor of the minority shareholder who serves as an agent of the 
aggrieved company in good conscience, Lord Denning established the principle for 
indemnification of complainants toward expenses arising in the course of the agency, 
asserting that a minority shareholder who serves as an agent of the aggrieved company in 
good conscience will be protected toward expenses incurred. Furthermore, the court ruled 
that derivative applicants are liable to indemnify cost orders during the process of gaining 
authorization to pursue their derivative case. 
 

 Walton J, on the other hand, considered the criterion for expense indemnity in Smith 
v. Croft (2010) was unjust to the corporations. He outlined the financial necessity 
criterion that stockholders must meet to be reimbursed for expenditures paid in the 
derivative litigation. He noted that shareholders will only be subjected to a cost 
indemnification relief if the derivative complainant was in actual economic distress. In 
numerous other decisions, courts used a similarly restricted stance (Paul, 2010). 

 

3.1 Contingency Fee Arrangements 
 Apart from Pakistan, a lot of jurisdictions recognized contingency fee schemes to 
assist legitimate litigants who lack the financial capacity to pursue transgressors of their 
rights to trial. A complainant is not supposed to pay attorneys' costs if the lawsuit is 
dismissed underneath the contingency fee structure. If the applicant won the lawsuit, 
though, the attorney is eligible for a fee. As a result, contingency fee settlements are built 
on the concept of "no wins, no fee." Attorneys might be enticed to assist applicants by 
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providing them a share of the settlement proceeds or by determining their fees based on 
the amount of time they invested on the case, standard hourly rates, and the value of their 
performance (Mills v. Electric Auto-Lite Co, 1970). This could act to the advantage of 
derivative applicants who lack the money and incentive to file lawsuits against corporate 
offenders. 

 

3.2 Why the Contingency fee Approach is Suitable for Pakistan? 
 On the other hand, as previously indicated, contingency fee rules are built on a 
contract between a complainant and an attorney to initiate a suit. Irrespective of the result 
of the case, the complainant is not responsible for litigation expenses, notably attorney 
fees, under this scheme. In exchange for the services given in prosecuting the case, the 
attorney is compensated by sharing a portion of the overall earnings or by being 
compensated on the grounds of the "loadstar principle." 
 

 As a result, the attorney undertakes liability for the legal fees allegedly spent 
throughout the case. However, the derivative applicants get away with litigation fees, 
while on the other side, they get to partake in the rewards of winning litigation. At least, 
they have nothing to lose if they use contingency fee frameworks to take derivative 
lawsuits. This strategy is likely to work well in Pakistan, providing genuine incentives for 
investors to come forward and file lawsuits over transgressors. 
 

 In this regard, the indemnity fee orders are unlikely to incentivize shareholders to 
have a proactive rule in Pakistan's corporate world, given the indifference of stakeholders 
created by the predominance of business dynasties and the State in the business sector. 
Families maintain influence and authority in family-controlled businesses, which 
comprise a large percentage of Pakistan's corporate sector. Understandably, challenging 
the control of such powerful authorities entails the danger of getting less and lost much. 
 

 Because of such factors, even though Pakistani culture is litigious, business activities 
cannot be anticipated unless particular incentives, such as recognizing contingency fee 
structures. The United States' practice in this area might advise Pakistan that derivatives 
could not be used without contingency fee agreements. Furthermore, in Japan, reduced 
legal expenses operate as a substantial incentive for shareholders to pursue derivative 
cases, resulting in considerable growth in derivative litigation. 
 

 Lord Denning stated in Wallersteiner v. Moir that the contingency fee method used in 
the United States and Canada must be examined for a derivative action. He believes there 
are significant grounds for contingency fee agreements in derivative procedures to be 
acknowledged by public policy. He believed that lacking contingency fee schemes in 
derivative procedures, corporate transgressors might be able to get away with it. As a 
result, the contingency fee method will be preferable to indemnification costs orders in 
Pakistan for improving shareholder availability to derivative proceedings, allowing them 
to pursue offenders and enforce the corporate right. 
 

CONCLUSION AND RECOMMENDATIONS 
 

 Since the establishment of ‘Company’ as a legal person that is entirely separate from 
its owners, steady but constant growth in the incorporation of the company has been 
witnessed in Pakistan. Needless to reiterate again, a company is established by the 
business investors and beyond any doubt, the one who has invested a lion share in the 
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company and has majority shares shall have more power in the decision making of the 
company than from the investor who has the fewer shares. This can be dubbed as the 
tyranny of the majority in the affairs of the company.  
 

 Historically in Pakistan, a private limited company has always remained a family-
oriented business or has remained as family business enterprise. However, very recently 
sole propertiership and association of person [“AOP”] have been reformed and have 
reinvented themselves by registering themselves in the SECP as private limited 
companies since the Government of Pakistan has promised to provide a number incentive 
to the companies and has warned to place restrictions on the unregulated business 
activities. This is the reason that a number of small investors have started to establish 
their business adventure under the legal framework of a company with intent of receiving 
government benefits which may include tax benefits or ease of business in the national 
and international market. During all these years, a sharp increase in the number of 
registered companies in the SECP over the years has been witnessed. Mainly because the 
Government of Pakistan has designed a policy that every transaction whether big or small 
must be documented and there must not be any unregulated transactions in the country 
since all such unregulated businesses are severely harming the country’s economy. It is, 
therefore, there has been multiple increases in the incorporation of small business 
companies in Pakistan therefore the role of SECP as policing agency for monitoring the 
Company's affairs has also increased. 
 

 In Pakistan, the institution of “a private company” when shifted its nature from 
family-oriented businesses to investors friendly mainly either due to shortage of capital or 
for the want of expansion of business activities, invited small business investors to 
participate in the growth of business. Consequently, new investors became part of the 
ownership of the company and subsequently became actively involved in the decision-
making process. In the management of the Company, shareholders are ought to take 
proper and prudent decisions, whereas, in a sole propertiership, the sole owner undertakes 
all the decisions and receives all the profits or losses too in the case of bad decisions are 
taken. The affairs of the company are administered entirely different from the 
administration of the sole propertiership, since the shareholders take decisions through 
voting in the Company. The one who either single-handedly or cumulatively holds the 
majority shares may dominate the decision-making process whereas minority 
shareholders are left at the mercy of the decision taken by the majority shareholder and 
have to bear the wrath of the majority at all cost. Although, under the common laws and 
Companies Act, 2017, several mechanisms have been invented to circumvent the 
decision taken by majority shareholder of the company, if any decision is detrimental to 
the interest of minority shareholder mainly through a derivative action that to be brought 
in the Court of Law against the decision of majority shareholder. However, the 
Companies Act, 2017 has defined the minority shareholder(s) and has limited the 
quantum of minority shareholders only up to 10%. It clearly means that a shareholder(s) 
having less than 10% shall be barred from bringing any derivative action against its own 
company in the court of law.  
 

 Whether a derivative action is a useful and effective tool or otherwise, this discussion 
cannot be answered in an absolute black and white manner. However, the discussion 
around the protection of minority shareholders has always remained a hot debate among 
the company's legal practitioners. The question raised by all the quarters in the business 
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community, if even the minority shareholders who bring frivolous derivation action with 
clandestine intentions for halting the affairs of business to a position of a standstill, then 
permitting such derivative actions brought by deviant minority holder, whether having 
01% or 11% shares of the total shares should be allowed or will it be an adverse idea? 
There may not be an absolute answer to this question. Nevertheless, there is number of 
ways to minimize frivolous derivative action, an empirical and trusted method is 
introducing a pre-action protocol under which the aggrieved minority shareholder(s) may 
negotiate with majority shareholder over contentious points before bringing a derivative 
action in the Court of Law. It may solve the grievances at the initial stage or may 
streamline the nature of disputes between the majority and minority shareholder if the 
issues are not resolved by negotiation and assailed before the Court of Law 
 

 The whole discussion may sum up in few lines that the capital of small investors must 
be secured from the decision of majority shareholders under the effective and meaningful 
statutory provision of derivative action.  
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