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Abstract 
This article examines the derivative action as a minority shareholder 

protection remedy. The derivative action, as an important minority 

shareholders protection remedy, has developed at common law but the 

recent trend is codification of this remedy. The article discusses 

critically the common law derivative action and subsequent 

codification in the UK and its possible convergence in corporate laws 

of Pakistan. Globalization and competition has increased the 

convergence process at the corporate law. This led many jurisdictions 

to incorporate derivative action as a minority protection in their 

corporate laws. The derivative action is not recognized by the company 

law of Pakistan.  The nature of ownership structure in Pakistan 

suggests that the derivative action should be incorporated in corporate 

law of Pakistan. However, the efficient functioning of proposed 

statutory derivative action will be dependent upon two necessary 

preconditions: Firstly, codification of directors’ duties and secondly, 

enhancement of judicial efficiency in Pakistan.  

 

Keywords:  Corporate Governance; Corporate Law; Minority Shareholders; Derivative 

Action; Convergence; Pakistan. 

 

I. Introduction 
 A derivative action is a mechanism by which the shareholders can take action on 

behalf of the company for breaches of fiduciary duty. The action is called derivative 

action as this is derived from the company. The company is proper party to take action 

for wrongs done against it. However, under certain circumstances, when the directors or 

the majority shareholders failed or unwilling to take action against wrongs done to the 

company, then minority shareholders may proceed to act on behalf of the company to 

rectify wrongs done against it. This is minority protection remedy because the minority 

shareholders do not have enough votes to take direct action through general meeting of 

the shareholders. A derivative action is an effective remedy as it provides individual 

shareholder a right to act on behalf of the company even if such shareholder has just one 

share. The derivative action is a common law remedy established by the courts but now 

there is trend of making this remedy as a statutory remedy. Many jurisdictions including 

the UK have now codified this remedy in their commercial codes. Globalization and 

competition has forced convergence in corporate laws. There is converging trend in 

derivative action around the globe.  
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 Pakistan is an underdeveloped but an emerging market. Recently, there were some 

reforms but these did not dismantle the status quo. The ownership structure in Pakistan is 

highly concentrated with families, groups and state control the corporate sector. This 

dominance of controlling shareholders highlights the importance of minority protections 

in corporate sector of Pakistan. The minority shareholders are not protected properly in 

company law of Pakistan. The derivative action, an important minority protection, is 

missing from the company law of Pakistan.  

 

 This article will examine critically the common law and statutory derivative action 

in the Companies Act 2006 in the UK. In particular, this article will examine the 

possibility of convergence and effectiveness of derivative action in corporate law of 

Pakistan.   

 

II. Statutory Derivative Action in the UK 
 The Companies Act, 2006 has affectively excluded common law derivative action 

(the Companies Act 2006, ss260 & 265). The Act has made this action part of the Act 

with certain amendments. This codification has not only combined together scattered and 

variable common law derivative action, but has also removed ambiguities in certain 

areas.  

 

A. Scope of a Statutory Derivative Claim 

 The Act has extended the scope of the cause of action in derivative claims. It has 

replaced the common law requirement ‘fraud on minority’ with the extended scope of 

derivative action, which may include corporate claims involving negligence, default, 

breach of duty or breach of trust by a director (the Companies Act 2006, s260). The 

inclusion of negligence in the Act has avoided the complex common law distinction 

between negligence per se, which did not qualify as fraud (Pavlides v. Jensen (1956) Ch 

565), and negligence benefitting the wrongdoer, which qualified as fraud (Daniels v 

Daniels [1978] Ch 406). Therefore, a director can be held liable under the statutory 

derivative action if such director fails in his or her duty of care and skill unless ratified 

subject to s. 239 of the Act (Pettet, Lowry & Reisberg, 2009). The inclusion of pure 

negligence has made it easy for shareholders to pursue directors. The old common law 

contained complex terminology. Common law courts looked beyond simple negligence 

when directors carried out their duties. It looked like something additional to negligence 

such as a fraudulent act or enrichment. Under the Act it is simply enough to bring 

derivative action if directors are negligent. However, the negligence will not be used in a 

loose sense, as the court in Iesini v Westrip Holding Ltd held that where the directors 

made decision by taking professional advice it would not amount to negligence (Iesini v 

Westrip Holding Ltd [2009] EWHC 2526 (Ch)). 

 

 The extended cause of action allows taking action against a director or third party 

or both (the Companies Act 2006, s260). As a director may conspire with a third party in 

the appropriation of company assets, the Act has extended the scope of cause of action. 

Justice requires bringing the director or third party or both within the ambit of derivative 

action (Pettet, Lowry & Reisberg, 2009). 
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B. Enhanced role of the court in new statutory derivative action 

 Under the old common law, the role of the court was limited in the sense that the 

plaintiff had to show certain conditions such as fraud on the minority, wrongdoer control 

and disinterested majority but in the new derivative action the role of the court has been 

enhanced. The discretion is with the court to decide whether or not a derivative action can 

be taken.  

 

Avoiding frivolous and excessive litigation 

 To avoid excessive and frivolous litigation, the Act requires that the member who 

intends to proceed with a derivative claim obtains the court’s permission. Therefore, in 

practice, there is two-phased litigation in derivative claims. In the first phase, an ex parte 

decision is made and the company is not a party at this stage. The court looks at the facts 

and circumstances of the case and decides whether there is a prime facie case. Once it is 

satisfied, it may grant the leave. In phase two there is detailed consideration of the merits 

of the case. At this stage an inter partes decision is made. The company is also a party at 

this stage. The objective behind two-phased litigation is to avoid frivolous and excessive 

litigation in the early stages. If the court goes straight into the merits of the case, it may 

cause disruption in the affairs of the company’s business (Birds, 2010). 

 

Grant of leave 

 The Act requires that the litigating member obtains the permission of the court 

before proceeding with a derivative claim. There may be two situations where the 

permission of the court is required: (1) permission is required where action is to be taken 

by the member as an original claim, and (2) where action has already been taken by the 

company and the shareholder asks the court to continue with the claim as a derivative 

action. This may happen in circumstances where the member considers that the action by 

the company may amount to abuse of process, or the company fails to prosecute 

diligently or it is appropriate for the member to continue with the claim as a derivative 

action (the Companies Act 2006, ss261 & 262). 

 

 The court must refuse a derivative claim in three situations. First, it must refuse 

where it is satisfied that allowing a member to bring or continuing derivative action does 

not prioritize the interest of the company in terms of s. 172 (i.e., the duty to promote the 

success of the company); (the Companies Act 2006, s263) in other words, if the member 

is not acting in the best interest of the company, the court will refuse the action. Although 

the member has no duty under s. 172 but is acting on behalf of the company, he or she 

must prioritize the interest of the company. In this role the member will be duty-bound to 

promote the success of the company as if such member was a director of the company. 

Second, where the cause of action arises from an act or omission that is yet to occur and 

such act or omission has been authorized by the company, the court will refuse the action. 

Third, where the cause of action arises from an act or omission that has already occurred 

and it was authorized by the company before it occurred or has been ratified by the 

company since it occurred (the Companies Act 2006, s263). In the last two situations it 

will be regarded as if the directors had not wronged the company and the court must 

refuse permission in these situations (Davies, 2008). 

 

 The Act also provides the courts with the discretion to grant the litigating member 

intending to take derivative action permission to do so. The Act provides six 
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circumstances that the court must take into account in deciding whether to give 

permission to continue with a derivative claim. First, the court must consider the good 

faith of the litigating member. The court may refuse derivative action if it is satisfied that 

the member is not acting in good faith. Second, the court must consider the success of the 

company as a whole. The court may refuse permission to a litigating member if it is 

satisfied that a person acting under s. 172, under similar circumstances, would not 

continue to take action (the Companies Act 2006, s263).  

 

 Third, the court must consider the possibility and fact of authorization, and 

possibility and fact of ratification. The court must consider the fact that if the cause of 

action arises from an act or omission that is yet to occur and whether the act or omission 

could be and, in the circumstances, would be likely to be authorized before it occurs or 

ratified after it has occurred. Fourth, the court must consider the fact that if the cause of 

action arises from an act or omission that has already occurred and whether the act or 

omission could be and, in the circumstances, would be likely to be ratified by the 

company (the Companies Act 2006, s263). However, it is difficult for the court to 

determine the possibility of authorization and ratification as the court has to observe 

shareholders’ behavior as regards the breach of directors’ duties. Nevertheless, the courts 

have been given wide discretion in granting leave to proceed but, at the same time, this 

discretion is not unconstrained (Davies, 2008).  

 

 Another interesting aspect of authorization prescribed in the Act is that the 

members can authorize a breach of duty before it takes place (the Companies Act 2006, 

s263). The court must refuse appeal or permission in these circumstances (the Companies 

Act 2006, s263). This is possible in certain circumstances, for example, where members 

envisage possible breach of duty and authorizes it ex ante or where there is a conflict of 

interest between a director and the company, and members authorize the director to 

continue as a director. The outcome of this authorization may be to authorize the director 

to take the corporate opportunity out of the company and pursue it for his or her personal 

interest. This may be more problematic in situations where the quantum of conflict of 

interest is not foreseen by the members. 

 

 Fifth, the court must consider the fact that the company has decided not to take 

action (the Companies Act 2006, s263). Sixth, the court must also take into account the 

fact that the member could pursue a personal claim, such as the unfair prejudice remedy, 

instead of acting on behalf of the company (the Companies Act 2006, s263). As 

derivative action is a last resort, the court will have due regard to circumstances where 

the petitioner might obtain relief through a personal claim rather than acting on behalf of 

the company. Therefore, the court may refuse leave in circumstances where an alternative 

remedy is available. In Franbar Holdings Ltd v Patel and Others, the court refused an 

application for permission to continue with a derivative action on the grounds that the 

alternative remedy in the form of the unfair prejudice remedy in terms of s. 994 was 

available to the petitioner. The petitioner also conceded that there was no aspect of 

derivative claim that could not be compensated through s. 994. The court said that in 

those cases where the directors who were involved in breach of duty were also major 

shareholders, the best option was to pursue the unfair prejudice remedy (Franbar 

Holdings Ltd v Patel and Others [2008] EWHC 1534 (Ch)). The court took into account 

the fact that the controlling shareholders may ratify the wrongdoing of their colleague 
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and, therefore, held to take the unfair prejudice remedy instead of a derivative claim. 

However, the leave was granted in Wishart v Castlecroft Securities Ltd [2009] CSIH 65. 

In this case, the director breached his fiduciary duty and transferred a corporate 

opportunity to another company with the connivance of a third party. The court held that 

allegations might form the basis of a petition under s. 994 but that it was an indirect 

means of achieving something that could have been achieved directly through derivative 

action. The court also allowed involving a third party for the sake of a remedy against 

such party.  

 

C. Preservation of non-ratifiable acts of common law 

 The common law distinction between ratifiable and non-ratifiable breaches 

established in Cook v Deeks is still significant in the new statutory derivative action (the 

Companies Act 2006, s239 and Franbar Holdings Ltd v Patel and Others [2008] EWHC 

1534 (Ch)). This does not, however, require wrongdoer control as was required under the 

old common law.
 
The common law requirement of wrongdoer control is replaced with 

judicial discretion to grant leave under the Act (Birds, 2007).
 
 

 

 The Act provides safeguards to prevent invalid ratification. S. 239 provides limits 

on the ratification by the general meeting by excluding the votes of the director involved, 

if that director is a member of the company as well, and all the members connected to 

such director. In refusing permission in Franbar Holdings, the court also discussed 

different factors of ratifications (Franbar Holdings Ltd v Patel and Others [2008] EWHC 

1534 (Ch)).
 
The court said that leave may be granted where the purported ratification had 

improperly prevented the petitioner from taking derivative action. This decision shows 

that the ratification procedure provided in s. 239 was not a simple route by which the 

majority shareholders and directors could collude with each other to protect their 

colleague. The court would look at all the circumstances of the case and would not allow 

ratification of breach of duty where ratification was not obtained through fair or proper 

means or was fraudulent or oppressive to the minority shareholders (Weeks, 2008).  

 

D. Approval of an independent organ of the company 

 The Act provides that the court has to have particular regard to the views of 

members with no personal interest; (the Companies Act 2006, s263) a common law 

principle established in Smith v Croft (No. 2). The objective of bringing this principle in 

statutory derivative action may be to consider the broader interest of shareholders as a 

whole instead of persons bringing derivative action. The idea is to look into the 

willingness of the court to listen to the independent shareholders view instead of just 

looking at the views of the shareholders bringing action. This provision of the Act is 

different from the common law in the sense that the court may still allow derivative 

action in circumstances where some shareholders are willing to take action and some are 

not, depending upon the circumstances of the case.  

 

E. Disregard for interested directors’ vote 

 Under the common law, the director was permitted to vote for a resolution to ratify 

his or her own breach of fiduciary duty. In the cases where a director, in the capacity as a 

member of the company, had voted to ratify his or her own breach of duty, the courts 

held that the director in such cases acted in two different capacities: (1) such director had 

acted as a director by virtue of his or her office and (2) such director had acted in the 
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capacity of a shareholder. When a director voted as a shareholder, he or she was using his 

or her property right. Therefore, a director was allowed to exercise his or her voting 

power even to ratify his or her own breach of fiduciary duty. However, the courts 

disallowed ratification when fraud against the minority was perpetrated (Cook v Deeks 

[1916] UKPC 10). 

 

 In North West Transportation Ltd v Beatty, J. H. Beatty, director and majority 

shareholder of the company, sold his steamship to the company and obtained the 

necessary approval for the contract by way of a general meeting using his dominant 

voting power. Henry Beatty brought a case against the company and J. H. Beatty to ratify 

the contract on the basis that the director concerned was a majority shareholder who had 

disregarded the objections of the minority shareholders. The Supreme Court of Canada 

did not allow the approval of the transaction but the Privy Council held that J. H. Beatty 

was entitled to vote as a shareholder in a general meeting to ratify the contract (North-

West Transportation Co. Ltd v Beatty (1887) 12 App Cas 589 (P.C.)). There have been 

discussions among commentators and the legislature over the decision of the Privy 

Council regarding the role of an interested director-cum-shareholder in voting to ratifying 

a transaction in which such director-cum-shareholder had an interest (Smith, 2011). The 

Companies Act, 2006 has modified the rule established in North-West Transportation Ltd 

v Beatty. S. 239 disallows the voting of an interested director in any resolution of a 

general meeting to ratify the act of such director, provided such director is also a member 

of the company.  

 

 In principle, an ordinary resolution is enough to ratify a breach of duty (the 

Companies Act 2006, s239) but an interested director, who is also a shareholder and other 

members connected to such director, are barred from voting to pass a resolution to ratify 

his or her own breach of duty. However, such director and members are not excluded 

from taking part in the proceeding and counting towards the quorum of the meeting (the 

Companies Act 2006, s239). They can take an active part in the meeting that is to 

consider and pass a resolution to ratify the breach of duty of such conflicted director. This 

process may be defective in the sense that the interested director may persuade other 

shareholders to favor such resolution or discussion and voting. The proper procedure may 

be to exclude the interested director and connected persons, who are also shareholders, 

from taking part in the meeting. Nevertheless, the exclusion of the interested director 

from voting has solved, to some extent, problems of wrongdoer control. 

 

III. Derivative Action in Pakistan 
 In Pakistan derivative action suits are not recognized by law and there is no 

evidence of the acceptance of derivative suits in the courts. However, the courts have not 

ruled them out. In Sakina v S.S. Nazir, the honorable Sindh High Court highlighted 

certain principles of a derivative suit (Mst. Sakina Khatoon and others Vs. S.S. Nazir 

Ahsan and others, 2010 CLD 963).
 
The case was not a derivative claim but the court 

observed the possibility of derivative action in certain circumstances. The court said that 

shareholders could bring a derivative action under certain circumstances: (1) the 

company must be under the control of the majority shareholders who are abusing their 

position; (2) the abuse of power by the majority must be to defraud the company; (3) the 

company must be unable to bring action because of the control of the majority; and (4) 

the company must be impleaded in such a suit. The court did not elaborate and discuss 
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these rules because the original case was not a derivative action.
 
These principles appear 

to be mimicking the old common law developed in the UK. 

 

 Pakistan is a common law country and a former colony of the Britain, therefore, 

the courts can take advantage of the common law derivative action developed in other 

common law countries especially of the United Kingdom and statutory derivative action 

codified in the Companies Act 2006.  Derivative actions are potentially important in the 

Pakistani context due to nature of ownership structure, prevailed bad corporate 

governance, inefficient judiciary and other supporting institutions. The ownership 

structure is highly concentrated with families, groups and state dominant in the corporate 

structure. These families appoint the family members or persons of their confidence on 

the board and therefore control the board. Similarly, the state appoints political affiliated 

persons on the board and thereby controls the board. They also have sufficient voting 

shares to control even the listed companies. The small and minority shareholders do not 

have enough voting shares to resolve the issues at the meeting of board of directors or the 

general meetings of the shareholders.  

 

 In the cases where any wrong is committed against the company, the shareholders 

have two options to make good of the wrong committed. Firstly, they can resolve it at the 

shareholder meetings but the small and minority shareholders do not have enough 

shareholdings to take action against the directors at the meeting of shareholders. 

Secondly, they can approach the court of law for taking action against the directors. The 

problem with this forum is that the court has to rely on common law derivative actions. 

The common law derivative actions are scattered and change with passage of time. This 

variable common law is problematic especially for a judiciary such as Pakistan which is 

not efficient. The nature of common law is that it is not codified.  On the other hand, 

codified law can present clear picture of the law. Therefore, most of jurisdictions 

including the United Kingdom have codified the common law derivative action in order 

to remove ambiguities in the law. Pakistani courts could provide corporate remedy to the 

minority shareholders more effectively provided the derivative action is facilitated by 

codifying the company law.  The Corporate Law Review Commission
1
 has discussed the 

introduction of derivative action in Pakistan due to nature of corporate sector and 

international trend of codification of derivative actions in corporate laws by many 

countries including the UK and other major regional jurisdictions. In its preliminary 

report submitted to SECP, CLRC has recommended to discuss further before introducing 

the statutory derivative actions in the company law of Pakistan (CLRC Report, 2005, 

p18). However, it has not yet submitted its final report to SECP to date. 

 

 There is a convergence trend to derivative suits. Most of the jurisdictions have 

introduced this remedy or at least recommended that it be included in their legislation. 

This remedy is available in the UK, the US, Australia and New Zealand (CLRC Report, 

2005, p17-18). At the regional level, Malaysia introduced derivative suits in 2007, Hong 

Kong in 2009 and China in 2005. Thailand has also introduced derivative suits but with 

                                                           
1 The SECP established the Corporate Law Review Commission (CLRC) in November 2005 to review the 

company law in Pakistan and to give its recommendations for overhauling the Ordinance or to draft a new law 

for the regulation of the corporate sector. The CLRC issued a concept paper with its recommendations. This 
commission has not as yet given its final recommendations or formulated any new law. 
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the restriction that shareholders must have at least 5% shares to file a derivative suit 

(OECD, 2011). Derivative suits are also recognized by the courts in India (Irani Report, 

2005, chapter VI (Minority Interests, cl.10.1). 

 

 The acceptance of derivative actions by both advanced and developing 

jurisdictions highlights the importance of derivative actions. The recent trend has been to 

bring derivative suits within the ambit of the statutory form. The corporate sector in 

Pakistan is concentrated in which directors are normally from among family members, 

relatives or persons who are in their confidence. In this scenario it is not expected that the 

controlling shareholders will bring an action against such directors for breach of duty. It 

is also difficult for the minority shareholders to pass a resolution in a general meeting in 

order to get a remedy. The nature of the corporate sector in Pakistan suggests that 

derivative suits must be introduced through statutory form. The UK statutory derivative 

action can be helpful for the legislature to introduce in the Pakistani corporate arena.  

 

 However, two issues are important with reference to the introduction of statutory 

derivative action in Pakistan. First, the statutory derivative action can work properly if 

directors’ duties are also codified. There is a need to define the extent of directors’ 

fiduciary duty, which is not properly defined in Pakistan (CLRC Report, 2005). Two 

common law approaches to directors’ duties are relevant in this context. The case law in 

the UK established this fiduciary duty and provides two tests: (1) the objective standard 

and (2) the higher subjective standard. In the objective standard test, the requirement 

from a director is to provide the care that a reasonable person will apply. In the subjective 

standard test the requirement from a director is to apply particular care, where such 

director has a particular skill or expertise (D’Jan of London [1994] 1 BCLC 561). The 

UK has codified detailed duties of directors, established through common law, in the 

Companies Act, 2006. These duties include, but are not limited to, the duty to act within 

the powers provided in the constitution of the company (the Companies Act 2006, s171); 

to promote the success of the company (the Companies Act 2006, s172); to exercise 

independent judgment (the Companies Act 2006, s173); to exercise reasonable care, skill 

and diligence (the Companies Act 2006, s174); to avoid conflict of interest (the 

Companies Act 2006, s175); not to accept benefits from third parties (the Companies Act 

2006, s176); and to declare any personal interest in the proposed transaction or 

arrangement (the Companies Act 2006, s177).  

 

 In addition, to avoid disruption in the functioning of the company, the rule 

established in Smith v Fawcett,
2
 which requires that directors act with bona fides in the 

best interest of the company and also provides strong presumptions in favor of directors 

from possible liability for their decisions, must also be introduced in Pakistan. In Smith v 

Fawcett, a private company, namely Smith and Fawcett Ltd, had issued capital of 8,002 

ordinary shares with two directors J.F and N.S having 4,001 shares each. The articles of 

association of the company provided that ‘the directors may at any time in their absolute 

and uncontrolled discretion refuse to register any transfer of shares and clause 19 of 

Table A shall be modified accordingly’. J. F died and his son, as executor, applied to the 

company to register shares in his name but N.S refused to register the shares in his name. 

                                                           
2 The rule established in Re Smith & Fawcett (U.K.) is functionally equivalent to the business judgment rule 
developed in the U.S.  
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N.S, instead, offered to register 2,001 and to buy 2,000 shares at a fixed price. The 

executor applied to the court to rectify register of the company and entering shares in his 

name. The court held that ‘the powers given in the articles are of a fiduciary nature and 

must be exercised in the interest of the company and there is nothing to show that they 

had been otherwise exercised’. The executor appealed the judgment. The court of appeal 

upheld the decision of the trial court and said ‘the directors must exercise their discretion 

bona fide in what they consider – not what a court may consider – is in the interests of 

the company’ (Re Smith & Fawcett Ltd [1942] Ch 304). 

 

 Second, it is also important to enhance judicial capacity and efficiency for the 

effective application of derivative actions through the courts.
3
 

 

IV. Conclusion 
 The derivative action is an effective minority shareholders remedy. Though, it is 

not a favorable remedy due to number of reasons, such as cost and extensive requirement, 

but its utility as minority protection remedy is well established. In Pakistan, the derivative 

suits are not recognized in law and there is no evidence of acceptance of derivative suits 

in the courts. There is recent trend of bringing derivative suits within ambit of legislative 

arena. This convergence trend may also affect Pakistan due to globalization and 

competition. The nature of ownership structure in Pakistan suggests that the derivative 

actions must be introduced in corporate law of Pakistan.   

 

 There are strong reasons for bringing derivative action into statutory form in 

Pakistan. As Pakistan is a common law country, therefore, courts may not reject any 

derivative suits but this may be problematic for minority shareholders and the courts. 

Firstly, the foreign common law decisions can only have persuasive authority for courts 

in Pakistan. Secondly, the common law is scattered and may be problematic for courts to 

interpret this scattered law. Thirdly, there is recent trend of bringing derivative suits into 

statutory forms in order to remove uncertainty in derivative suits due to scattered 

common law. It is, therefore, advisable to introduce derivative action through statutory 

form. This will help the courts to provide effective remedy to minority shareholders.  

 

 However, two important issues must also be resolved before introduction of 

statutory derivative action in Pakistan. Firstly, the statutory derivative action can work 

properly if the directors’ duties are codified. There is need to define the extent of 

fiduciary duty of directors which is not properly defined in Pakistan. Secondly, it is also 

important to enhance judicial efficiency and capacity for effective application of 

derivative actions through courts in Pakistan.  

 

 The old common law and statutory derivative action in UK can provide guidelines 

for the courts in general and policy makers in particular for providing remedy to the 

                                                           
3 The author has discussed this issue somewhere else. 
Note: This article is a revised version of a part of the author’s PhD thesis entitled ‘Adaptation and Convergence 

in Corporate Governance to International Norms in Pakistan’. It was written while the author was a PhD student 

at the School of Law, the University of Glasgow, United Kingdom. 
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minority shareholders. Pakistani legislative body can take advantage of statutory 

derivative action introduced in the UK. 
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