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Abstract

The concept of corporate governance has been recognised as one of the most important legal,
business and financial management concepts in recent times. Corporate governance is a tool
that aims to apply principles such as fairness between shareholders, punishing and preventing
wrongdoing, helping society and encouraging full disclosure of company information. This
will help to reinforce the stability in the financial market, restore the confidence of investors

and attract new and foreign investment.

The primary objective of this research is to determine whether the Saudi Arabia corporate
governance framework is in line with international standards and to examine if there are any
need and willingness for reform. The motivation for selecting the United Kingdom as a
benchmark for comparison was inspired by its reputation in upholding high corporate
governance standards. The research seeks to outline possible recommendations to add to the
Saudi corporate governance regulation, so it can achieve the highest possible standards of
corporate governance. A starting point would be the analysis of the UK Companies Act and
the UK Corporate Governance Code to determine what can be learned from the experience in
the UK to help advance the situation in Saudi Arabia. The research will focus on several key
issues, namely, directors’ duties, current boardroom practices and gender diversity in Saudi
corporate boards. The research will also take into account the possibility of implementing
any suggested reforms in adherence to Sharia principles.

The research found that the Saudi corporate governance reflects certain elements of good
international corporate governance standards. However, the research revealed major
shortcoming in Saudi directors’ duties and gender diversity and that these need reform to
attain international standards. Taken together, the research findings suggest that Saudi Arabia
will benefit from adopting some of the best practices from the UK to reinforce its

attractiveness to foreign investment.
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Chapter One



Introduction

Corporate governance aims at optimising and rationalising investment of its capabilities and
resources by creating a business environment based on responsibility, control, commitment and
transparency. Whether in defining the company's objectives and strategic business plans, or in
defining the rights and obligations of each of its entities, and in managing its relationship with
stakeholders. This environment interacts with the system of national legislation within which

the companies operate and integrate to achieve their objectives effectively and impartially.

The collapse of “role-model” entities, such as Enron Corporation in the USA, the Polly Peck
and Barings Bank in the UK and the financial crises experienced in the 1990s in Latin America,
Russia and East Asia have thrust the importance of corporate governance into the limelight.
These failures were attributed to the lack of transparency, disclosure of the financial accounting
data and the weak regulation of the financial markets.? It was then that countries started to
notice the need for optimal corporate governance regulations. These regulations have been the
most important tool in eliminating or at least mitigating the inherent flaws in the system and

regain the confidence and trust of investors.

In the case of Saudi Arabia, it was the collapse of the Saudi financial market in 2006 that
prompted Saudi Arabia to realise the importance of corporate governance. The financial crisis
highlighted the inherent flaws in financial reporting, transparency, accountability and
disclosure.® The Saudi regulation introduced in 2006 the country’s first corporate governance
regulations (CGR 2006) to ensure the protection of the securities market and its investors. The
CGR 2006 was viewed as the most important legal, financial and administrative regulations in

the country at that time.*

! Ahmad, S. and Omar, R. (2016). Basic corporate governance models: a systematic review. International
Journal of Law and Management, 58(1), p.77.

2 Alotaibi, M. (2015). The importance of corporate governance in Saudi Arabia economy. Journal of WEI
Business and Economics, 4(1), pp.14-16.

% Bahrawe, S., Haron, H. and Hasan, A. (2016). Corporate Governance and Auditor Independence in Saudi
Arabia: Literature Review and Proposed Conceptual Framework. International Business Research, 9(11), p.4.
* 1bid.



This research was conducted at a time of change in Saudi Arabia. Saudi Arabia is at the
beginning of a National Transformation Programme (Vision 2030) that aims to diversify its
oil-dependent economy and to attract foreign investment to the country. Additionally, the
publication of the new Companies law in 2015 and the Corporate Governance Regulation in
2017 are some of the changes that reflect the desire of the Saudi government to attain

international standards.

1.1 Research significance

To support corporate governance on a worldwide scale, it is imperative to develop a set of
principles of corporate governance which serves the dual goal of avoidance of risk and ensuring
the benefits of all stakeholder groups. These groups include shareholders, employees,
customers, lenders, environment and local communities and against mismanagement.®
Corporate governance provisions have outlined the importance of the link between
sharcholders’ and other stakeholder groups, the board of directors and top
management.8Aguilera et al” argued that developed and less developed countries have been
split into two groups regarding their opinions on corporate governance. Some follow the Anglo-
American shareholders’ model, whilst others in less developed countries tend to follow the

Continental European and Japanese stakeholders’ model.®

Corporate governance is a tool that can ensure principles such as fairness between shareholders,
punishing and preventing wrongdoing, helping society and encourages full disclosure of
company information. Additionally, effective provisions of corporate governance are not only
necessary for local corporations but also for attracting foreign investment to ensure a strong
economy and the quality of a country’s’ institutions of governance.® Thus the effectiveness of

corporate governance is significant when it comes to attracting foreign investors and ensuring

° Monks, R. and Minow, N. (2011). Corporate governance. Chichester, West Sussex, U.K.: John Wiley & Sons,
p.2.

& Solomon, J. and Solomon, A. (2004). Corporate governance and accountability. Chichester: Wiley, p.3

7 Aguilera, R., Williams, C., Conley, J. and Rupp, D. (2006). Corporate Governance and Social Responsibility: a
comparative analysis of the UK and the US. Corporate Governance: An International Review, 14(3), p.147.

8 1bid.

® El Khudery,M. (2005) Corporate Governance, Arabic edition, Arab Nile Group, Egypt., p. 10.
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the development of the country. This view is best expressed by Charles Oman,° whereby he
states that:

“Corporate governance matters not only because the health of a country’s corporate sector
matters for the country’s entire economy but because the quality of a country’s institutions of
governance matters greatly for national development. The ability to move from heavy
relationship based on predominantly rules-based institutions of corporate as well as public

governance is central to the success of the long-term development process in all countries.”**!

Moreover, in this day and age, it is hard to disregard the effect that globalisation has on
individual economies and the financial market. This effect was felt by Saudi Arabia and several
other countries. O’Sullivan’? explained that the process of globalisation and the global
integration of financial markets have arguably put pressure and encouraged the national

systems of corporate governance to converge.

An important factor that enhances the significance of the research is Saudi Arabia’s recent
implementation of the National Transformation Plan.*® Vision 2030 is a major turning point in
the history of Saudi Arabia that aims to have a significant impact in terms of economic
diversification, privatisation programme, increasing the role of the private sector and attracting

direct foreign investment.1*

Furthermore, the publication of a new Saudi Company Law in 2015 (CL 2015) and the
Corporate Governance Regulation 2017 that superseded the outdated Company Law issued
1965 and Corporate Governance Regulation 2006 had the intentions of meeting the modern-
day needs of the company sector and to establish a motivating environment where companies
can thrive and in order to increase their contribution to the Saudi economy. This research is

intended to be one of the earliest to examine the recent legal developments in Saudi, specifically

10 Buiter, W., Fries, S. and Oman, C. (2004). Corporate Governance in Developing, Transition and Emerging-
Market Economies. OECD Development, 10(1), p.8.

1 bid.

12 O'Sullivan, M. (2000). Corporate Governance and Globalization. Annals of the American Academy of
Political and Social Science, 570(1), p.154

13 Vision2030.gov.sa. (2018). vision 2030 Saudi Arabia. [online] Available at: https://vision2030.gov.sa
[Accessed 23 Jul. 2016].
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with regards to the board of directors and their duties in light of those in the United Kingdom

and international corporate governance standards.

Therefore, the search for the ideal corporate governance system has become an issue that must
be addressed in order to achieve the growth of Saudi Arabia’s economy and guarantee their
market efficiency and viability. This will support the country to receive and improve their

incoming investments and enhance its borrowing potential abroad.

1.2 Aims of Research

The aims of this research are (1) to critically assess whether the Saudi Arabian corporate
governance meets international standards by using the UK best practices as an exemplar and to
examine if there is a need for reform. This will be determined by analysing the Anglo-American
and other Continental models to see whether any lessons can be learned; (2) to outline possible
recommendations to amend or add to Saudi corporate governance provisions to achieve an
international standard of good corporate governance. A starting point for a possible
recommendation will be an analysis of the UK Companies Act 2006 and the UK Corporate
Governance Code. The research will also aim to investigate the current practices of Saudi
corporate governance and the religious and cultural hurdles that may be faced when attempting

to introduce changes to try to reform the framework.

The UK enjoys a respectable and prestigious reputation in terms of law development and is
considered at the forefront when it comes to laws regarding the operation of companies and the
development of corporate governance. The long cumulative experience of the UK has resulted
in the enactment Companies Act 2006 which codified directors’ duties, grant more rights to
shareholders and the administrative process required by companies.® Furthermore, the periodic
review and continuous development of the UK Corporate Governance makes the UK an ideal
benchmark to find some solutions to any insufficiencies apparent in the Saudi context.

The corporate governance model in Saudi Arabia is considered to be much closer to the Anglo-

American model. The Saudi model of corporate governance share resemblances to the Anglo-

15 |egislation.gov.uk. (2018). Companies Act 2006 - Explanatory Notes. [online] Available at:
http://www.legislation.gov.uk/ukpga/2006/46/notes [Accessed 18 Aug. 2016].
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American models in the UK as they both adopt a unitary board of directors without any form
of employee representation as well as its shareholder-oriented approach. Therefore, using the
UK Companies Act 2006 and Corporate Governance Code as exemplar will aid in the attempt

for reform in the Saudi context.

1.3 Research questions and problems

The research will seek to assess whether the current framework of corporate governance in
Saudi Arabia is in need of reform. The research will examine the Anglo-American and
International standards of corporate governance to select what reforms can be introduced and
would be more suited for Saudi Arabia. To address the main question, the following sub-

questions will be analysed in subsequent chapters.

=

How did the current Saudi corporate governance system develop?
2. How does the current Saudi corporate governance structure operate?

3. Whether the current practices in Saudi Arabia corporate governance attain international
corporate governance standards, by reference to the UK, particularly in relation to
directors’ duties, boardroom practices and gender diversity, or whether it is in need of

reform.

4. Whether internalised reform solution based on the principles derived from Shariah law
could, on its own, raise the profile and efficacy of the Saudi corporate governance to the
standard of any of the models examined? However, several problems were identified

whilst working on this thesis, including:

a) Evaluating the current practices of the Saudi corporate governance system and whether
there will be a real passion to reform;

b) How feasible will it be for Saudi corporate governance systems to incorporate any of
the reforms that may be suggested and still be in line with Islamic Law (Sharia Law);
and

c) The scarcity of literature on Saudi corporate governance systems.



1.4 Research methodology

The methods used in this research will be both critical analytical and comparative methods. A
critical analytical approach will involve reviewing a number of different bodies of literature,
laws and regulations as well as providing an overview of the Saudi Arabian corporate
governance framework in order to suggest possible reforms. The methodology includes
analysing the decisions that were issued by the Capital Market Authority and the Committees
for the Resolutions of Securities Disputes regarding the themes of corporate governance of
Saudi Arabia. It would be necessary to pay particular attention to the regulations of Saudi
Arabia, with specific attention to the official Capital Market Law and Implementing

Regulations.

The second approach will be comparative. This method will be used to achieve the aims of the
research. A comparison will be carried out between the Saudi corporate governance
preparations and those specified in the United Kingdom as well as OECD corporate governance
principles with regards to the development of corporate governance frameworks. The specific
aim will be to see what lessons could be learned from the UK model that could benefit the
Saudi Arabian framework. One of the possible advantages of a comparative approach is that it
identifies specific or novel legal issues that have been encountered in other jurisdictions and
how they have been resolved. A comparative approach plays a significant role when
transplanting laws and regulations from ‘industrialised nations’. Jonathan Hill!® states that the

main goal of a comparative approach is to improve the scope of laws.

1.5 Literature review on corporate governance

In modern corporations, corporate governance has risen in significance. This was due to the
separation of management and ownership. Corporate governance can be viewed from different
angles and it appears to have a number of different definitions. Brele and Means and Zingales
(1998) have defined corporate governance as:

“allocation of ownership, capital structure, managerial incentive schemes, takeovers, board of
directors, pressure from institutional investors, product market competition, labour market

competition, organisational structure, etc., can all be thought of as institutions that affect the

16 Hill, J. (1989). Comparative Law, Law Reform and Legal Theory. Oxford Journal of Legal Studies, 9(1),
p.102.
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process through which quasi-rents are distributed’’'’. Whereas Garvey and Swan'® state that
“governance determines how the firm’s top decision makers (executives) actually administer

such contracts’’.*°

Furthermore, the Organisation for Economic Cooperation in 1998 released a document
unifying the code on corporate governance. The definition was "Corporate governance is the
system by which business corporations are directed and controlled. The corporate governance
structure specifies the distribution of rights and responsibilities among different participants in
the corporation, such as, the board, managers, shareholders and other stakeholders, and spells
out the rules and procedures for making decisions on corporate affairs. By doing this, it also
provides the structure through which the company objectives are set and the means of attaining
those objectives and monitoring performance.”?’ The OECD, whose members include the UK,
USA, Germany, France and Canada asserts that “Corporate governance involves a set of
relationships between a company’s management, its board, its shareholders and other
stakeholders. Corporate governance also provides the structure through which the objectives of
the company are set, and the means of attaining those objectives and monitoring performance
are determined. Good corporate governance should provide proper incentives for the board and
management to pursue objectives that are in the interests of the company and its shareholders

and should facilitate effective monitoring”’%

The definition provided in the Cadbury Report is one of the most used definitions of corporate
governance. Sir Adrian Cadbury, the head of the committee on the financial aspects of
corporate governance in the UK, stated “Corporate governance is concerned with holding the
balance between economic and social goals and between individual and communal goals. The

governance framework is there to encourage the efficient use of resources and equally to require

17 Berle, A. and Means, G. (1932). The modern corporation and private property. 2nd ed. Transaction
Publishers,p.4.

1BGarvey, G. and Swan, P. (1994). The economics of corporate governance: Beyond the Marshallian firm. Journal
of Corporate Finance, 1(2), pp.139-174.

19 1bid p.139.

20 the OECD Principles of Corporate Governance. (1999). Organisation for Economic Co-Operation and
Development, p.6.

2l the OECD Principles of Corporate Governance. (2004). Organisation for Economic Co-Operation and
Development, p.11.
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accountability for the stewardship of those resources. The aim is to align as nearly as possible
the interests of individuals, corporations and society.’’%

The focus of the Cadbury Report was to introduce the principle of ‘comply or explain’. The
Report was not intended to be obligatory in law. This means that companies and their governing
bodies should apply the recommendations of the report or explain why they do not implement
the recommendation. Pettet et al*® commented that:

“The Cadbury Report was not a report which produced a long list of recommended changes to
the law and which thereby postponed the resultant hoped-for improvements until some remote
future date after the legislature had acted on the recommendations. The Cadbury report took
effect swiftly and without reliance on the law. Sometime after the report was issued by the
London Stock Exchange added force to the recommendations of the report by amending the
Listing Rules so as to require listed companies to make a statement about their level of
compliance with the Cadbury Code of Best Practice and give reasons for non-compliance”’.?*

Following the Cadbury Report came the Greenbury Report in 1995 which focused on the
director’s remuneration and the procedure for remuneration committees. 2>This report paid
attention to the compensation packages for the executive, non-executive and independent

board.?®

An advanced definition was made by Shleifer and Vishny?’ where they focused more on the
provision of finance, considering the protection of outside investors against the expropriation
of their financial resources by the companies. They stated that “Corporate governance deals
with the ways in which suppliers of finance to corporations assure themselves of getting a return
on their investment. How do they make sure that managers do not steal the capital they supply

or invest it in bad projects? How do suppliers of finance control managers?’’28

22 Cadbury,A. (1992) Report of the Committee on the Financial Aspects of Corporate Governance, Gee
Publishing, London,p.9.

23 Pettet, B., Lowry, J. and Reisberg, A. (2009). Pettet's Company Law: Company and Capital Markets Law. 3rd
ed. New York: Pearson Education Ltd,pp.193-194.

24 |bid.

%5 Greenbury, R. (1995). Directors' remuneration: report of a study group chaired. London: Gee Publishing,p.9.
26 |bid p.9.

27 Shleifer, A. and Vishny, R. (1997). A Survey of Corporate Governance. The Journal of Finance, 52(2), pp.737-
783

28 |bid.



The Turbull Report was published in 2003 and it focused amongst other things, on the internal
controls and risk management system. It asserted that the board was fully responsible for
making sure that the internal control policy should be put in place and required corporations to
report on the controls and risk management system. In addition, The Higgs Committee in 2003
made a number of recommendations relating to the roles non-executive directors and that
corporations must produce annual financial reports with the number of the board meetings held
and the self-evaluation of the performance of the board. This task must be completed at least

once a year.?

Moreover, The Smith Report was also published in 2003, and it was established to scrutinise
the internal audit committee role and the methods used to ensure that financial reporting and
internal controls should be in the interest of the shareholders.**A Combined Code was
published in 2008 and it consolidated all the past committee reports and produced a common
corporate system for the UK listed or quoted joint stock companies. A number of areas were
covered in the combined code, such as the link between shareholders and institutional
shareholders.®! It also required that at least a third of any board members to be non-executive
or at least half board to be independent and that no power should be held by one or two
members. For example, the Chairman of the board and the CEO should not be the same
person.®2

Plessis (2009) defined corporate governance as “The process of regulating and overseeing
corporate conduct and of balancing the interests of all internal stakeholders and other
parties....who can be affected by the corporation’s conduct in order to ensure responsible
behaviour by corporations and to achieve the maximum level of efficiency and profitability for
a corporation’’.® This definition was viewed as a method of “checks and balances” and
ensuring the interests of all corporate participants as well as all concerned stakeholders.

Corporate governance has been the subject of extensive research in the UK. For example

29 Higgs, D. (2003). Review of the Role and Effectiveness of Non-Executive Directors. The Stationery Office
p.21.

30 Smith, R. (2003). Audit Committees Combined Code Guidance. the Financial Reporting Council,pp.3-17.

31 The Combined Code on Corporate Governance,. (2006). Financial Reporting Council, p.5.

32 |bid p. 8.

33 Plessis, J. (2009). Corporate Law and Corporate Governance Lessons from the Past: Ebbs and Flows, but Far
from “The End of History” Part1. Company lawyer, 30(2), p.44.

9



Demirage 1998%, Ezzamel and Willmott 1993% and Vinten 2001.%6 In 2000 Vinten3’ compared
corporate governance practices between the UK and the US. In 1994 Charkham® compared
corporate governance practices in 5 countries: UK, USA, Japan, France and Germany and he
found significant differences in each jurisdiction. This will be discussed later as the research
progresses. However, research carried out to investigate corporate governance in developing
countries is quite limited and even more so in Saudi Arabia. Al-Motairy examined the corporate
governance practices in Saudi Arabia and he faced a number of obstacles in terms of the
availability of resources. 3 He analysed the regulation of business practices and focus on Saudi
Company Law, Capital Market Law and foreign investment law. He pointed out that there is
an urgent need to review these regulations to bring them it in line with those in more developed
countries. Another study was carried out by Oyelere and Mohamed “° in 2008 on the current
corporate governance practices in the neighbouring country of Oman. The study investigated
how corporate governance is being communicated to Stakeholders and recommended
tightening the regulations and communication of the Omani stock market in order to be in line

with international standards and developments.**

The Centre for International Private Enterprise institution, CIPE, carried out research in 2003
examining four Middle Eastern countries namely: Egypt, Lebanon, Morocco and Jordan. It
analysed corporate governance practices in those countries and concluded that there are several
disparities. It pointed out that each country adopted a different approach depending on the
complexity of their financial market. It set out several recommendations to improve corporate

governance practices in these Islamic states.*?

34 Demirage, I. (1998) Short termism, financial systems, and corporate governance, in corporate governance,
accountability, pressures to perform; an international study, JAI Press,pp. 7-24.

35 Ezzamel, M. and Willmott, H. (1993). Corporate Governance and Financial Accountability: Recent Reforms
in the UK Public Sector. Accounting, Auditing & Accountability Journal, 6(3), pp. 109-132.

% Vinten, G. (2001). Corporate Governance and the Sons of Cadury. Corporate Governance: The international
journal of business in society, 1(4), pp.4-8.

37 Vinten, G. (2000). Corporate governance: the need to know. Industrial and Commercial Training, 32(5),
pp.173-178.

38 Charkham, J. (1994) Keeping Good Company: A Study of Corporate Governance in Five Countries, Oxford
Press, Oxford.

39 Al-Motairy, O. (2003) Implementing corporate governance in Saudi Arabia, Arab Journal of Administrative
Sciences, 10(3), pp. 281-305

40 Mohamed, E., Oyelere, P. and Al-Busaidi, M. (2005) A survey of internet financial reporting in

Oman. International Journal of Emerging Markets, 4(1), p.9.

1 Ibid.

42 The Centre for International Private Enterprise (CIPE). 2003. Regional corporate governance: Recommendation
corporate governance. Working group of Middle East and North Africa, http://www.cipe-arabia.org/search.asap
Last Accessed 22 December 2016.
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Therefore, it is evident that the middle east as a whole needs better corporate governance in
order to add more fairness, transparency and act as a form of “checks and balances”, which will
strengthen investors’ confidence in their financial markets and in particular the Saudi Arabian

market.

1.7 Comparative Law and Legal Transplantation

This section is going to discuss corporate governance in relation to listed companies in Saudi
Arabia. The Saudi Arabia stock market operates in a manner which aims at maximizing value
and receiving more liquidity. This is done by targeting foreign investors investments in the
country. Consequently, interpreting other worldwide successful experiences and assessing
the compatibility of Saudi Legislation with other prosperous global regimes in relation to this
manner, will influence the development and improvement of corporate governance and the

stock market of Saudi Arabia.

To achieve the prime merits of comparative law, it is essential that the nature of law and
sources of legal development are understood. This allows for a fuller insight into the different
facts which are considered to shape legal rules. In addition, it affects legal reform in a

positive way, as it improves the academic and practical fields in this field.*?

Individuals may be divided into advocates or resistors of state legal change using
international and transnational law. Regardless of their position, it is essential that the factors
and implications which may complement or hinder those legal changes are recognised. In
addition, it is ‘important to consider the dynamic interaction between transnational law and its
opportunities, limits and impacts in light of their particular contexts and local institutions and

national law’**

“3\Watson, A. (1974). Legal transplants: An Approach to Comparative Law (15t ed.) Edinburgh: Scottish Academic
Press, at 16,17.

4 Gregory, S. (2012). Transnational Legal Process and State Change. Law and Social Inquiry: Journal of the
American Bar Foundation, 37, at 45. Available at SSRN: http://ssrn.com/abstract=1901952, accessed on
20/3/2016.
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Moreover, comparative law provides essential benefits to those concerned with legal reform.
It allows them to have a decision on the methods of borrowing from other systems. In
addition to this, advocates of legal change will be able to evaluate the accuracy and gravity of
foreign solutions as well as deciding the extent to which they require modifications. 4
Therefore, for the people concerned with law reform to get the optimum of comparative law,
it is crucial that they are able to distinguish and isolate the reasons for success in a society. It
is essential that they take into consideration the circumstances which hamper or aid legal

development in the reviewed societies. 48

1.7.1 The Concept of ‘Legal Transplantation’

It is regarded the legal transfers played and continue to play an important role in the
development of legal systems around the world.*” Alan Watson created the term ‘legal
transplant’ in the 1970s. He defined it as “the moving of a rule or a system of law from one

country to another or from one people to another”.*

In particular, Watson insists that legislation is regarded as “the fruit of human experience”
just like technology which is created and developed in a specific region, and then spread out
to the rest of the world based on its relevant value and need to those areas.*® Therefore, it is
concluded that less developed and advanced countries are those who are more likely to adopt
foreign legal rules. This statement is supported by historical evidence two of which relate to
Germany in the fifth century and the Wild West. *° Furthermore, Transnational legal rules
play a role in assisting legislators in perceiving and shaping the most relevant enactments and
institutional arrangements which are unique to each country. This guarantees an accurate

application and enforcement of the laws enacted. Hence Comparative law and legal

“S\Watson, A. (1974). Legal transplants: An Approach to Comparative Law (1S ed.). Edinburgh: Scottish
Academic Press, p. 16.

%6 Ibid.

47 Gillespie, J. (2006). Transplanting Commercial Law Reform: Developing a 'rule of Law' in Vietnam. Aldershot:
Ashgate Publishing, Ltd., at 3.

“8 Watson, A. (1974). Legal transplants: An Approach to Comparative Law (1! ed.). Edinburgh: Scottish
Academic Press, p. 21.

49 Ibid, .p 95, 100.

%0 Ibid, p, 99.
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transplantation are crucial in developing societies, by benefitting from successful experiences

of other states in relation to legal norms, processes and institutional organisations. >

1.7.2 Causes and Forms of Legal Transplantation

Valderrama proposes the main aspects that certify laws for legal transplant: "(i) authority, (ii)
prestige and imposition, (iii) chance and necessity, (iv) expected efficacy of the law, and (v)
political, economic and reputational incentives from the countries and third parties".>2
Moreover, the methods of legal transplant can be divided, into two major forms externally

imposed and internally voluntary which will be discussed below.>

First, externally imposed transplants are compulsory. They come to effect with colonization
and military expansion. It is considered as the main form which superpowers used to legally
transplant into an ideal number of host developing countries. >* It is falsely inferred that
compulsory transplantation ends with the end of the colonial era. However, this is not the
case, it is argued that legal transplant was used as a weapon in the ‘Cold War’ between the
USSR and the United States.>®> Moreover, it is insisted that forced legal transfers continue to

exist through certain agreements and international legal harmonization projects. %

Second, voluntary legal transplants are ones which are regarded as positive legal transfer.
This is the method which is adapted today and plays a great role in legal transfers that are
governed by internationalisation and globalisation. It is the most logical form, especially in

relation to commercial and economic sectors. These two fields have an increasing demand for

51 Gregory, S. (2012). Transnational Legal Process and State Change. Law and Social Inquiry: Journal of the
American Bar Foundation, 37, p.15. Available at SSRN: http://ssrn.com/abstract=1901952, [accessed on
20/6/2018.]

52 Valderrama, I. (2004). Legal Transplants and Comparative Law. International Law Journal, 1(2), p.265.
Available at SSRN: http://ssrn.com/abstract=2017940, accessed on [20/6/2018]

%3 Berkowitz, D., Pistor, K., and Richard, J. (2003). Economic Development, Legality, and the Transplant Effect.
European Economic Review, 47(1), p. 174.

54 Gillespie, J. (2006). Transplanting Commercial Law Reform: Developing a 'rule of Law' in Vietnam. Aldershot:
Ashgate Publishing, Ltd., p. 3.

% bid.

% bid.
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this method because of the presence of international trade and investments in addition to

‘global economic integration and the standardization of global models.®’

Furthermore, transferring legal norms in a voluntary manner is accomplished through specific
individuals and institutions. These include business representatives, public bodies,
independent activists, and professionals.®® Importantly, these individuals are supported by
‘transnational organisations and networks, as well as international treaties and global,

multilateral, regional and bilateral norms that are approved by their country’.>®

1.7.3 Standards for Legal Borrowing

It is crucial to point out that legal transplant may not be separated from its cultural, political,
social and economic contexts. Moreover, it is not a simple remove and adds process. It may
be beneficial to a certain area but does not have the same performance when applied
elsewhere. The final consumers should be analysed before adopting a foreign rule.
Consequently, it is essential that Law Makers are able to distinguish and become familiar
with legal borrowing, and its effectiveness in relation to the targeted local legal culture. This
consideration will allow for the rules to be legitimate, enforceable and effective in relation to

the development that is needed.

This can be accomplished by considering the legal environment in the recipient country.
Valderma points out that "the transplantation process may vary based on social, legal
economic, fiscal, financial and technical circumstances prevailing in each country’s “legal
culture” and legal system".®* What works for one society, may be disastrous for another.
Therefore, failure to consider these important factors before the transplantation takes place

may result in a negative effect.®2

57 Spamann, H. (2009). Contemporary Legal Transplants: Legal Families and the Diffusion of (Corporate) Law.
Brigham Young University Law Review, (6), at 1876. Available at SSRN: http://ssrn.com/abstract=1411704,
[accessed on 20/3/2017]
%8 Gregory, S. (2012). Transnational Legal Process and State Change. Law and Social Inquiry: Journal of the
American Bar Foundation, 37, at 11. Available at SSRN: http://ssrn.com/abstract=1901952, accessed on 20/3/201.
% Ibid
80Berkowitz, D., Pistor, K., and Richard, J. (2003). Economic Development, Legality, and the Transplant Effect.
European Economic Review, 47(1), p. 192.
61 Valderrama, 1. (2004). Legal transplants and Comparative Law. International Law Journal, 1(2), at 274.
Available at SSRN: http://ssrn.com/abstract=2017940, [accessed on 20/3/2018]
82 |bid, p. 272- 273.
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Moreover, another factor which must be addressed before legal transplantation takes place is
enforceability. The process of enforcing law involves a number of participants. Some of
which are judges, lawyers, legal academics and corporate legal officers. Hence, it is argued
that the imposition of newly adapted foreign legal rules is based on the extent of cooperation
between these legal actors. The effectiveness of improving the quality of national laws lies in
the cooperation of these actors, and their ability to overlook their agendas and interests when
it comes to lawmaking.5® This is not easily achieved, and examples of this are seen in corrupt

governments.

1.7.4 Legal Transplants in Saudi Arabia

It must be noted that Saudi Arabia is a territory which has never been occupied by a foreign
country. Therefore, it has not experienced an imposition of foreign laws. Saudi Arabia has a
unique legislation which relies on Islamic law. This form of law applies to a number of
spheres but is most specific to personal status law and the civil judicial system. Also, Saudi
Arabia is a country which is currently growing fast and is creating strong connections with
powerful international organisations and countries. These facts inspired Saudi Arabian-Law
Makers to become more open in relation to borrowing and transferring legislation from other
countries. Furthermore, Saudi Arabia is currently transferring laws that were seen in the past
as ‘too liberal’ and in opposition to social norms. Consequently, The Country has identified
the need for development and global expansion. Hence, after taking into consideration the
needs of their people it has developed its commercial, banking, economic and company law

sectors, through the voluntary adaption of transnational legal rules.

Moreover, the explanatory note of the initial Saudi Law of Companies 1965 provides an
illustration of this. It points out, that alongside the rapid growth of trade projects came to a
great amount of companies. Therefore, a lack of appropriate regulations which deal with
unique needs and complications faced from this growth was felt. National laws were

insufficient at the time; hence it was essential that rules were borrowed from other successful

63 Watson, A. (1974). Legal transplants: An Approach to Comparative Law (15t ed.). Edinburgh: Scottish
Academic Press, p. 99.
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countries which have more experience in these matters.5 Another example of Saudi Arabia
transmitting foreign law is seen in Saudi Commercial Law 1931. This law was derived from

the Ottoman Trade Act and The French commercial code.®

Therefore, it is essential that countries like Saudi Arabia consider the factors addressed
above. A mere process of cloning successful experiences of other countries may not result in
the aimed purpose. It may actually create further obstacles for the corporate sector. Ideally, a
balance between useful experiences of legislation in other countries and the national
legistlative framework should be made. This important consideration of the overall socio-
economic effects of the proposed legislative framework will help in achieving the targeted

aim of developing national laws through other successful experiences.

1.8 Conclusion

In order for one to effectively review and consider the corporate governance system in Saudi
Arabia, it is essential to address the internal corporate structure of a company. The board of
directors play a crucial role in governing the internal matters of a company. Due to the fact
that a company is a separate legal person but not an animate, it is the directors who take the
role of the mind and body. They make the corporate institution that represents shareholders
and coordinates their interaction. In addition, directors are usually empowered to exercise
powers of the company. which allow them to manage the business. Therefore, analysing the
composition, roles and key interactions of the board is essential to an effective review of the

corporate governance legislation.

In order for the Saudi to develop and meet global standards of global governance, it is
essential that its legislation is compared and measured against global experience in this
context; English law. This could be achieved by having those concerned with legal reform

assess the nature of law and the sources of legal development. Consequently, the authenticity

84 See the official website of the Bureau of Experts at the Council of Ministers, the explanatory note of the law
of companies is available at: https://www.boe.gov.sa/printsystem.aspx?lang=1&systemid=236&versionid=48,
accessed on [8/9/2018]

8 Ibid.
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and validity of foreign solutions should be evaluated. This will allow for the extent of
required modification to be concluded.
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Chapter Two

Definitions and theories of corporate governance
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2.1 Introduction

This chapter critically reviews the available literature on corporate governance, with two
specific objectives: to define corporate governance from the perspectives of various scholars
and organisations, then to review writings on the related theories of corporate governance so
that these theories may be compared. The chapter will also examine the principles of Sharia

and corporate governance

2.2 Definitions of corporate governance

Diverse meanings have been assigned to the term ‘corporate governance’ by the very many
scholars in the field, whose angles of enquiry into the establishment and operation of companies
are so varied that their perspectives on corporate governance must necessarily vary
accordingly.®® One definition of corporate governance is that of a mechanism for limiting the
risk that the owners of a firm, its shareholders, are subject to.%” Alternatively, it can be defined
as the body of principles, such as its financial strategy, that controls the organisation’s
practices.®® A broader and more detailed definition states that corporate governance is “‘a set
of processes, customs, policies, laws and institutions’” which determine how the enterprise is
“‘directed, administered or controlled’’, in order either directly or indirectly to affect the way
that it behaves towards its stakeholders.®® The Cadbury Committee offers the simple phrase
‘the system by which companies are directed and controlled’,’® on which it elaborates a
Follows: “Corporate governance is concerned with holding the balance between economic and
social goals and between individual and communal goals. The governance framework is

there to encourage the efficient use of resources and equally to require accountability for the

% Turnbull, S. (1997). Corporate Governance: Its scope, concerns and theories. Corporate Governance, 5(4),
pp.184-185.

67 Schneider, A. and Georg Scherer, A. (2013). Corporate Governance in a Risk Society. Journal of Business
Ethics, 126(The 2), pp.310-320.

8 Al-Suhaibani, M. and Naifar, N. (2013). Islamic Corporate Governance: Risk-Sharing and Islamic Preferred
Shares. Journal of Business Ethics, 124(4), pp.623-632.

% Dignam, A. and Lowry, J. (2018). Company law, Core Text Series. 10th ed. UK: Oxford University
Press,pp.350-370.

70 Cadbury,A. (1992) Report of the Committee on the Financial Aspects of Corporate Governance, Gee
Publishing, London.p.2.5.
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stewardship of those resources. The aim is to align as nearly as possible the interests of

individuals, corporations and society.”’*

Corporate governance, in the words of Donaldson, is *‘the structure whereby managers at the
organisational apex are controlled through the board of directors, its associated structures,
executive incentive, and other schemes of monitoring and bonding’*.”2 It can also be seen as
representing the relationships among diverse interest groups, namely the shareholders, whether
controlling or minority, the board, the management and indeed all other stakeholders, as the
OECD Principles of Corporate Governance explain:

“Corporate governance involves a set of relationships between a company’s management, its
board, its shareholders and other stakeholders. Corporate governance also provides the
structure through which the objectives of the company are set, and the means of attaining

those objectives and monitoring performance are determined.””®

The Principles further define good corporate governance as providing directors and managers
with the appropriate incentives so that the objectives which they pursue are sure to serve the
company’s interests, which by definition are those of its shareholders, while also ensuring that
monitoring is effectively conducted. These principles are not binding, however, is intended as
guide comprising a set of objectives and recommendations for implementation, to which
policymakers should refer and which they should then adapt to suit the legal, social, cultural and
economic context in which particular regulations are to operate. A functional definition of
corporate governance is that when it is done well, it makes corporate structures and operations
more transparent while protecting the dealings among stakeholders, managers and governments

from undue political interference.’

Some scholars distinguish between narrow and broad definitions of corporate governance, the

former being limited in scope to shareholders’ protection, management control and other

"1 Cadbury,A. (1992) Report of the Committee on the Financial Aspects of Corporate Governance, Gee
Publishing, London,pp.2.5.

2 Donaldson, L. (1990). The Ethereal Hand: Organizational Economics and Management Theory. The Academy
of Management Review, 15(3), p.375.

73 the OECD Principles of Corporate Governance. (1999). Organisation for Economic Co-Operation and
Development, p.6.

" Working Group 5 ‘Hawkamah Institute for Corporate Governance: Task Force on Corporate Governance of
State-Owned Enterprises’.
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aspects of the agency problem.” Corporate governance thus defined is concerned with the
separation of ownership and control and the conflicts of interest between shareholders and
managers that arise as a consequence in large corporations.’® Its purpose is to guarantee the

rights of shareholders and to balance their interests with those of the management.”

The contrasting broad definitions of corporate governance reflect the concerns of
stakeholders’ theory,’® according to which its correct focus is the regulation of relationships
that the enterprise has not only with shareholders but also with many other stakeholder groups
in the corporation and beyond it in society at large, including employees, customers,
bondholders, creditors, suppliers and the general public.”® Corporate governance is seen from
this perspective as a set of laws, regulations and practices governing the relationships among
owners, managers and stakeholders of all kinds.8° Shleifer and Vishny defend this view of

corporate governance as ensuring

“fairness, transparency, accountability, sustainable financial performance, increased
shareholder confidence, access to external finance and foreign investment, fair treatment of
the stakeholders in a company, maximisation of shareholders’ value and the enhanced

reputation of a company, nation and economy.”8!

S Olayiwola, W. (2010). Practice and Standard of Corporate Governance in the Nigerian Banking

Industry. International Journal of Economics and Finance, 2(4), p.176.

8 Tricker, R. and Tricker, B. (2015). Corporate governance : principles, policies, and practices. 3rd ed. Oxford,
United Kingdom: Oxford University Press, p.28.

" Majeed, H., Johansson, E. and Nasim, Q. (2009). International Corporate Governance Comparison: Pakistan
and Sweden. Lund University.

8 Lin, P., Li, B. and Bu, D. (2015). The relationship between corporate governance and community
engagement: Evidence from the Australian mining companies. Resources Policy, 43, pp.28-30

" Tirole, J. (2001). Corporate Governance. Econometrica, 69(1), pp.1-5.

8 Becht, M., Bolton, P. and Réell, A. (2002). Corporate Governance and Control. ECGI Working Paper Series
in Finance. P.19[online] Available at: https://papers.ssrn.com/sol3/papers.cfm?abstract_id=343461

8 ghleifer, A. and Vishny, R. (1997). A Survey of Corporate Governance. The Journal of Finance, 52(2),
pp.737-783.
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This broader definition of corporate governance necessitates the incorporation of a definition
of ‘stakeholder’, which for Freeman denotes ‘any group or individual who can affect or is
affected by the achievement of the organisation’s objectives’.8? To regulate the relationships
that the corporation has with its various stakeholders, the corporate governance mechanism

must effectively monitor the policies and actions of the executive management.

The diversity in the definitions above reflects the multiplicity of ways in which corporate
governance is conceived. Al Zahrani attributes this variety to the different countries concerned,
to the functional contexts, to policies on trade, commerce and business, and to the scholars and

practitioners involved.

This thesis takes as working definitions those offered by the Cadbury Report®® and the OECD
Principles,3* as cited above because they are very widely accepted by corporate governance
scholars and practitioners alike. The Cadbury Report was well received at home and abroad
when published in the UK in 1992, being admired as the first comprehensive set of widely
applicable corporate governance standards and guidelines on shareholders’ rights, directors’
duties and responsibilities and the functioning of board subcommittees. The OECD Principles
of Corporate Governance were first issued in 1999 and have since been globally recognised
as setting the standard for first-rate corporate governance. They are concerned with upholding
shareholders’ rights, including those of minority shareholders, with the need for disclosure and
transparency, by treating all stakeholders equitably and with ensuring that the directors fulfil
their duties. Indeed, the World Bank has a procedure in place that encourages the transparent
gathering of country information in relation to corporate governance practices. Thus,
information gathered is used to develop corporate governance regulations and practices in
each country by improving work plans, academic conferences and the levels of practical

support required by each country.

82 Freeman, R. E. (2010) Strategic Management: A Stakeholder Approach. Cambridge: Cambridge University
Press,p.46. and Arora, P. and Dharwadkar, R. (2011). Corporate Governance and Corporate Social
Responsibility (CSR): The Moderating Roles of Attainment Discrepancy and Organization Slack. Corporate
Governance: An International Review, 19(2), pp.136-152.

8 Cadbury,A. (1992) Report of the Committee on the Financial Aspects of Corporate Governance, Gee

Publishing, London,p.2.5.

84 Oecd.org. (2004). OECD Principles of Corporate Governance,p3. [online] Available at:
http://www.oecd.org/corporate/ca/corporategovernanceprinciples/31557724.pdf [Accessed 23 May 2016].
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2.3 Corporate Governance Theories

The study of corporate governance is of interest to scholars in disciplines as diverse as
economics, finance, law, management, politics and organisational behaviour,®® so no single
theory can be relied on comprehensively by those who seek to analyse and interpret the
practices and behaviour associated with the concept.®® It is particularly germane to seek
alternatives to agency theory as a theoretical framework for such studies.®” The following
subsections critically review in turn a number of theoretical stances which have been
prominent in economics, law, finance and organisational behaviour studies of corporate
governance. The theories in question are agency theory, stakeholder theory, resource
dependence theory, the myopic market model and corporate governance from a Sharia

perspective.

2.3.1 Agency Theory

Agency theory, which takes a shareholder-oriented approach, is arguably the most dominant
model of corporate governance. It arose as a fundamental response to the problems potentially
associated with the mutually inimical interests of the owners and controllers of businesses.®
Shareholders, for example, might be rightly concerned that the company’s managers would use
its funds to serve their own interests, instead of maximizing the value of the company and that
of the shares. From this perspective, corporate governance is a necessary set of controls to
ensure that managers exercise their fiduciary duties properly. Agency theory puts the interests
of employees (including managers) below those of the shareholders, whose benefit should be
the company’s principal concern.®® The shareholders own the company, so their interests are
paramount, while those of the employees are secondary or indeed insignificant, as indeed is

any perceived moral responsibility of the managers or directors to act in anyone else’s

8 Bebchuk, L. and Weisbach, M. (2010). The State of Corporate Governance Research. The Review of
Financial Studies,, 23(3), pp.939-996.

8 Sharma, N. (2013). Theoretical Framework for Corporate Disclosure Research. Asian Journal of Finance &
Accounting, 5(1), pp.183-196.

87 Judge, W., Zattoni, A. and Douglas, T. (2013). Developing Corporate Governance Theory through Qualitative
Research. Corporate Governance: An International Review, 21(2), pp.119-122.

8 Schneider, A. and Georg Scherer, A. (2013). Corporate Governance in a Risk Society. Journal of Business
Ethics, 126(The 2), pp.310-320.

8 Kim, D. and Kim, D. (2014). The impact of corporate governance on employment relations in South Korea:
the shareholder versus stakeholder perspectives. The International Journal of Human Resource Management,
26(3), pp-338-360.
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interest.®® This implies that it is virtually inevitable that the interests of employees, customers,
suppliers and any other stakeholders in the wider community will be poorly served or even
seriously damaged.®® It is particularly in the US, the UK, Australia, Canada and other common
law jurisdictions that corporate governance mechanisms originally developed to benefit
shareholders rather than anyone else. Under this model, corporate governance serves to
guarantee the achievement of whatever objectives the owners have chosen to set.®? Agency
theory assumes that shareholders and managers are unlikely to share common interests and that
they will behave opportunistically in their own conflicting interests.®® The governments of the
1980s in the USA and UK promoted the shareholder approach to corporate governance, a
regime under which many corporations strove to maximise shareholder value. The US stock
market and the economy thrived at this time, persuading companies in Germany, Japan, France,

and other major economies to adopt this approach.®

Agency theory is particularly concerned with principal-agent conflicts, which are generated by
the separation of ownership and management.® These may result in managers (who act as
agents of the owners) serving their own interests while neglecting those of the owners (the
principals); alternatively, they may create information asymmetry, with consequent agency
costs to the corporation.®® Berle and Means, in a well-known study, offer a key account of the
contractual principal-agent relationship, explaining that the ownership of enterprises became
separated from their control in countries whose industrial activity and markets were
expanding.®” Shareholders may well expect managers to make decisions and perform their

functions in the best interests of the owners themselves, but this does not necessarily happen,

% Thomsen, S. and Conyon, M. (2012). Corporate Governance: Mechanisms and Systems’. UK: McGraw Hill
Higher Education,pp.338-360.

91 Kim, D. and Kim, D. (2014). The impact of corporate governance on employment relations in South Korea:
the shareholder versus stakeholder perspectives. The International Journal of Human Resource Management,
26(3), pp.338-360.

2 Mulili, B. and Wong, P. (2011). Corporate Governance Practices in Developing Countries: The Case for
Kenya. International Journal of Business Administration, 2(1), pp.14-27.

% Chambers, N., Harvey, G., Mannion, R., Bond, J. and Marshall, J. (2013). Towards a framework for
enhancing the performance of NHS boards: a synthesis of the evidence about board governance, board
effectiveness and board development. Health Services and Delivery Research, 1(6), p.3.

% Lazonick, W. and O'Sullivan, M. (2000). Maximizing shareholder value: a new ideology for corporate
governance. Economy and Society, 29(1), pp.13-35.

% Mustapha, M. and Che Ahmad, A. (2011). Agency theory and managerial ownership: evidence from
Malaysia. Managerial Auditing Journal, 26(5), pp.419-436.

% Ugurlu, M. (2000). Agency costs and corporate control devices in the Turkish manufacturing

industry. Journal of Economic Studies, 27(6), pp.566-599 and Farrer, J. and Ramsay, 1. (1998). Director Share
Ownership and Corporate Performance - Evidence from Australia. Corporate Governance: An International
Review, 6(4), pp.233-248.

9 Mizruchi, M. (2004). Berle and Means revisited: The governance and power of large U.S.

corporations. Theory and Society, 33(5), p.591.
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because the managers will be motivated to maximise their own salaries and remunerations,

rather than boosting corporate cash flow and profits.*

One way to address the agency conflict arising from the separation of ownership and control is
to invoke the convergence of interest model,®® which predicts that agency cost will be zero
when the owners of the company manage it themselves.!® This ideal condition can be
approximated by incentivising managers to partake of the shareholders’ risk, such as by
offering them stock options as remuneration or tying their bonuses to the performance of the
firm.1%* Devices of this kind will also align to a greater or lesser extent the interests of the internal
and external stakeholders. In Malaysia, Mustapha and Ahmad analysed data from 235
companies in various sectors and found that as predicted by agency theory, managerial
ownership was inversely related to total monitoring costs.?? Their findings challenge an earlier
study, in which Deutsch found that the composition of the board, in particular, the proportion of
outside directors, appeared to have little effect on critical decisions in matters such as executive
compensation and risk control, involving the potential for conflict between the interests of

shareholders and of managers.1%

It follows from agency theory that reducing the number of executive directors may make the
board more independent,'®which in turn would help shareholders to hold the directors to
account.’® It also follows that establishing good corporate governance in respect of board
structure and composition will limit monitoring and bonding costs, thus improving governance

practices, voluntary disclosure and financial performance.% The application of agency theory

% |bid.

9 Jensen, M. and Meckling, W. (1976). Theory of the Firm: Managerial Behavior, Agency Costs and
Ownership Structure. Journal of Financial Economics, 3(4), pp.305-360.

100 3 Farrer, J. and Ramsay, 1. (1998). Director Share Ownership and Corporate Performance - Evidence from
Australia. An International Review:Corporate Governance, 6(4), pp.233-248.

101 Thomsen, S. and Conyon, M. (2012). Corporate Governance: Mechanisms and Systems’. UK: McGraw Hill
Higher Education, pp.173-175.

102 M Mustapha, M. and Che Ahmad, A. (2011). Agency theory and managerial ownership: evidence from
Malaysia. Managerial Auditing Journal, 26(5), pp.419-436.

103 Deutsch, Y. (2005). The Impact of Board Composition on Firms’ Critical Decisions: A Meta-Analytic
Review. Journal of Management, 31(3), pp.424-444.

104 Al-Janadi, Y., Rahman, R. and Omar, N. (2013). Corporate Governance Mechanisms and Voluntary
Disclosure in Saudi Arabia. Research Journal of Finance and Accounting, 4(4), pp.25-35.

105 Bebchuk, L. and Weishach, M. (2010). The State of Corporate Governance Research. The Review of
Financial Studies,, 23(3), pp.939-961.
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Cost: Evidence from Large KSE Listed Firms. European Journal of Business and Management, 5(23), pp.103-
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also entails the establishment of board subcommittees to oversee the firm’s audit, nomination

and remuneration functions and to monitor these vital areas of managerial activity.’

An evident weakness of agency theory and the subject of much criticism has been that it is
heavily concerned with shareholders, which it treats as the sole claimants while paying little
attention to stakeholders of multiple other kinds, thus failing to represent the crucial
relationships among them that actually exist within and beyond the firm.1%® Satisfying such
stakeholders is essential for corporations to achieve their commercial objectives in the complex
and competitive modern global environment, a consideration which has become ever more
evident.1® This has prompted Schneider and Scherer to argue that agency theory ignores the
risks attendant on the dynamic nature of the said environment, failing to deal adequately with
the consequent threats to the legitimacy of commercial enterprises.’'® The following
subsection therefore, examines a widely discussed alternative to agency theory, namely

stakeholder theory.

2.3.2 Stakeholder theory

Stakeholder theory, which may be seen as fundamentally challenging agency theory, emerged
as a response to the claim that the exclusive concern of agency theory with the interests of
shareholders does not in practice serve the ends of either corporate performance or
accountability.*'? Critics saw increasingly clear that far from simply producing goods or
services, companies must be seen as comprising a set of different but intertwined systems, each
one demanding the application of consideration and strategy.'!? This theory was developed
by Freeman and supported by Blair.!'® The former defines stakeholders as ‘any group or
individual who can affect, or is affected by, the achievement of a firm’s purpose’.*'* This
covers employees, customers, suppliers, creditors, society at large and even the firm’s

competitors. Stakeholder theory thus involves social responsibility and is concerned with the

107 Allegrini, M. and Greco, G. (2013). Corporate boards, audit committees and voluntary disclosure: evidence
from Italian Listed Companies. Journal of Management & Governance, 17(1), pp.187-216.

108 | bid.

109 Robertson, C., Diyab, A. and Al-Kahtani, A. (2013). A cross-national analysis of perceptions of corporate
governance principles. International Business Review, 22(1), pp.315-325.

1105chneider, A. and Georg Scherer, A. (2013). Corporate Governance in a Risk Society. Journal of Business
Ethics, 126(The 2), pp.310-320.
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112 pande, S. and Ansari, V. (2014). A Theoretical Framework for Corporate Governance. Indian Journal of
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113 Freeman, R. E. (2010) Strategic Management: A Stakeholder Approach. Cambridge: Cambridge University
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interests not just of shareholders but of all these other parties.!® It holds that the company must
facilitate democratic participation in corporate decision-making and should seek to maximise
social wealth,''® not merely the benefit of shareholders, which is the objective of management

according to agency theory.!*’

Stakeholder theory holds that the genesis of corporate governance problems is the too-narrow
definition of corporate objectives in terms of shareholder value, so they should be much more
broadly expressed to include the interests of all stakeholder groups as enumerated above, going
so far as to embrace a responsibility to society at large. Indeed, an essential component of
stakeholder theory is the recognition of corporate social responsibility (CSR) and of all
stakeholders’ interests, even to the detriment of the profitability of the company. Researchers
have found that in France, Germany and other civil law jurisdictions, corporate governance
frameworks have developed with just such a focus on balancing the interests of all

stakeholders. 18

It follows from the above distinction in focus that sources of profitability are perceived very
differently under the two models. Agency theory considers all non-shareholders merely to
serve the ends of profitability, whereas stakeholder theory also views the interests of many
non-shareholders as ends in themselves.'*® A parallel fundamental distinction concerns the
corporation’s objective, which for agency theory is the maximisation of shareholder value,

while stakeholder theory takes it to be serving commercially a wider set of societal interests.

When Kim and Kim studied 214 Korean firms, contrasting the effects on employment relations
of the stakeholder and shareholder perspectives on corporate governance, they found support
for stakeholder theory.'?® According to their results, an orientation of corporate governance
policies and practice towards the interests of multiple stakeholders, rather than shareholders
only, was associated with higher spending on education and training, longer average employee

tenure, a favourable climate of industrial relations and fewer strikes. The authors conclude that

115 Kim, D. and Kim, D. (2014). The impact of corporate governance on employment relations in South Korea:
the shareholder versus stakeholder perspectives. The International Journal of Human Resource Management,
26(3), pp.338-360.
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a stakeholder-orientated corporate governance policy benefits employees and improves labour
relations by comparison with a shareholder-orientated approach.

Chan et al in a study analysis of the annual reports of 222 listed companies found that those
providing more CSR information were larger, more highly leveraged and in more high-profile
industries, as well as having higher corporate governance ratings.*?* An earlier study of media
companies found a positive association between a stakeholder orientation and performance:

“Stakeholder-oriented governance mechanisms, including reduced institutional ownership,
increased insider ownership, enlarged board representativeness, increased board interlocks, a
fixed compensation for CEOs and directors, and certain takeover controls like dual class shares

and poison pills, were positively associated with media firms’ performance.”*??

Werder addresses the exercising of opportunism, arguing that this is not limited to the
management of a company since all of its stakeholders are likely at some time to be in a
position to behave opportunistically; conversely, every stakeholder is at risk of being the object

of some other stakeholder’s opportunism.'?

Kansal and Joshi also took a stakeholder approach to their survey of shareholders and brokers
regarding their perceptions of Indian firms’ CSR initiatives. Respondents in both groups of
stakeholders expressed the view that investor confidence was stronger in CSR-oriented
companies, boosting their stock prices and enhancing both corporate goodwill and their
reputation.?* The researchers conclude that CSR initiatives were being implemented by Indian
companies, whose stakeholders had a strong interest in these policies. > Ayuso et al. similarly
found evidence of a positive association between CSR responsibility on the board and
indicators for dealing with primary and secondary stakeholders.'?® They also studied how
stakeholder engagement affected financial performance and found that it improved the

profitability of firms in the United Kingdom, Canada and South Africa, while for those in the

121 Chan, M., Watson, J. and Woodliff, D. (2013). Corporate Governance Quality and CSR Disclosures. Journal
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United States, Australia and Hong Kong, it was board responsibility for CSR which was
positively associated with financial performance.'?” On the other hand, when Hillman et al.
surveyed 250 firms and more than 3000 directors, they found that organisational performance
was unrelated to the presence of stakeholder directors on the board.!?® Chambers et al. report

two other major criticisms:

“‘Despite the fact that stakeholder governance models are deeply embedded in some countries
in Europe, notably Germany, and in Japan, and that claims for these countries’ industrial and
social success are often based on this model, the empirical evidence for stakeholder theory is
weak. The theory is further criticised for encouraging risk-averse, inoffensive but bland and

lowest common denominator decision-making’’.12®

While stakeholder theory does emphasise the importance of CSR, it does not show how the
decision-makers in a firm should or indeed could adjudicate among the varied and conflicting
interests of the stakeholder groups. Furthermore, managing the diverse and unclear
expectations of stakeholders might prompt trade-offs among stakeholder interests which is
highly complex and that managers can only really effectively focus on the simple bottom

line. 130

2.3.3 Resource dependence theory

Resource dependence theory (RDT) is a strategic contingency theory with origins in sociology
and economics,*3! which is concerned with the distribution of corporate power and which sees
board members as a human capital resource whose main role is to use their skills, powers and
knowledge to give the enterprise’s managers the best possible advice.'3? Pfeffer and Salancik
identify four benefits that the directors can bring to the firm, being advice, legitimacy and
access to information and to resources.*® Neville elaborates on this last element, noting that
“boards, and especially outside board members, can bridge the gap between the firm and its

environment and serve as a mechanism for attracting resources and thereby add to the value
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creation of the firm”.** The resource-based view illuminates the positive contribution to
strategy and thence to performance jointly provided by the directors’ experience and expertise,
i.e. their human and relational capital, and the quality of top management.t*

The overall concern of resource dependence theory is with ways of minimising the uncertainty
emanating from the external environment and dependence on other organisations.'*® Adding to
this, Hilman, Withers and Collins, found evidence of a general acceptance that companies can
both influence and be influenced by their environment.™®” It has also been argued that RDT will
be valid and insightful so long as there is a part for power to play in the life of organisations.'%
Drees and Heugens recently conducted a meta-analysis of 157 tests of RDT which supported

its main contentions:

“Organisations respond to resource dependencies by forming inter-organizational
arrangements like interlocks, alliances, joint ventures, in-sourcing arrangements, and mergers
and acquisitions. In turn, these arrangements make them more autonomous and more

legitimate”.139

However, the narrow focus of RDT on external factors, might diminish the role of the board
in determining the future of the enterprise by determining strategy and by overseeing the

functioning of internal management and the performance of managers. 14

2.3.4 The myopic market model

In common with agency theory, the myopic market model suggests that the firm exists solely
to serve its shareholders’ interests, but it differs insofar as it rejects the ‘competitive myopia’
of agency theory,'* which its supporters see as resulting from an obsession with short-term
market value as measured by returns, profits and stock prices, and from a reliance on measures

of performance affected by inefficient market forces.'*? The myopic market model holds that
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corporate governance fails when the existing institutional arrangements encourage
management to pursue short-term performance, rather than seeking to maximise shareholder
wealth and the company’s competitiveness over the long term.**® It contends that corporate
governance should be reformed to produce an environment that encourages and enables the
sharing by managers and shareholders (especially large and institutional ones) of long-term
performance horizons.'** It also makes the following recommendations for the improvement
of corporate governance: (a) shareholders’ loyalty and voice should be strengthened, (b)
shareholders’ exit should be reduced, (c) ‘relationship investing’ should be encouraged, to
lock financial institutions into long-term positions, while the takeover process and voting rights
for short-term shareholders should be restricted, and (d) employees, suppliers and others
having long-term relationships with the enterprise should be empowered.'*°

2.3.5 Some comparisons

This subsection considers some of the differences and similarities among the various theories
and models of corporate governance, beginning with their contrasting assumptions regarding
the associated problems and their solutions. Agency theory sees corporate governance failures
as caused by the separation of ownership and management functions; to address this agency
conflict, it recommends more robust incentive systems and less restricted markets. Stakeholder
theory, by contrast, locates the root of poor corporate governance in a failure to fully engage
stakeholders, which should be resolved by broadening the corporate objectives so that they
address wider societal interests rather than the crude creation of economic value for
shareholders. Finally, the myopic market model blames corporate governance failures on the
inefficiency of market forces and holds that the remedies are to strengthen shareholders’

loyalty and voice, reduce their propensity to exit and encourage relationship investing.

Whatever these general and specific distinctions among the various corporate governance
theories, there is some sharing of assumptions. Thus, agency theory shares with the myopic
market model the assumption that maximising shareholders’ wealth should be the principal
goal of the enterprise, while the stakeholder and stewardship theories both take account of a

wider set of stakeholders in setting and pursuing corporate objectives
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2.4 Corporate Governance and Sharia principles

There has been observed a heightened interest in corporate governance from the Islamic
perspective, which scholars have studied in order to assess the effectiveness of religious means
of addressing human corruption and misconduct. Such transgressions are seen as the main

factors behind corporate scandals affecting national and international markets. 4

This interest has arisen due to the recent rapid expansion of the economy of Islamic countries
in recent times, by some estimates it has researched a size of over 4 trillion dollars.*" It is
estimated that only 19% of trade is conducted amongst Islamic countries and 79% of their
trade is conducted with non-Islamic countries.*® Therefore, it can be argued that to neglect
the influence of Islam as a religion on the lives of Muslims would alienate large percentage
of potential investors, partners, and customers and create obstacles in the understanding of
the cultural environment in which these companies operate, which is highly significant given
how diverse the global markets are today.4°

Muslim thinkers have thus adopted Islam as the basis for delimiting corporate governance
practices,*>® with the aim that new legistlation will comply with the needs of Saudi Arabia’s
contemporary Islamic society. Abdul Rahman states that not only Islamic financial institutions
but even global corporations would benefit if the principles and values of Islam were

incorporated into habitual business practice.!

It is acknowledged that corporate governance, whether from an Islamic or Western outlook,
covers important tasks, thus aligning with the goals of both corporations and market
participants. It is considered that because the Islamic perspective incorporates Islamic
objectives for which there are no direct equivalents in Western corporate governance it would

include values additional to those of corporate governance practices.®?
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The aims of corporate governance from the Islamic perception are to improve corporate legal
regimes by imposing Islamic objectives and values on the day-to-day business and corporate
transactions to encourage Muslims, whether individuals or corporations, to conduct themselves

in accordance with Islamic principles.

Islamic values are not inconsistent or inimical to global principles of corporate governance and
code of practice established over the last decades. While these corporate governance and codes
have, in the main, focused on profit maximisation and economic efficiency, their aim has been
to ensure that corporations act in accordance with appropriate ethical standards and to benefit
the society. Islamic values are significantly determined by the principles and objectives of
Sharia, which are directed toward the regulation of human behaviour and the assurance of
public welfare. Muslims must extend the general application of these values to all areas of their
lives, including their financial activities. More particularly, Islamic values can counteract
negative human traits such as greed and selfishness which might otherwise lead to irregularities
and corruption in financial and business affairs.'® For instance, Hassan and Salleh rightly note
that human beings are involved in managing the business of the company in pursuit of the
principal goal of “maximising the wealth of its owners. The codes of upholding trust,
maintaining integrity, exercising transparency and accountability would remain [unfulfilled] if

the issues of man, his values, ethics and moral conduct are not tackled in the first instance.”*>*

Furthermore, critics of the Anglo-American model highlight the issues that are inherent in
principal-agent relationships. However, the Islamic corporation may wish to adopt a novel way
of governance or a modified vision of the stakeholder centred approach as an alternative. The
Islamic model of governance will be on the principles of consultation (Shura) in which all

stakeholders have a shared goal of Tawheed (the oneness of Allah).**

In the Islamic context, the protection of stakeholder’s interests goes beyond profit
maximisation and requires a certain element of ethic and the Islamic principle of Tawheed.
Tawheed is the foundation of the Islamic faith as such it would be the basis for the Islamic
corporate governance framework. Allah states in the Holy Quran: “Men who celebrate the
praises of Allah standing, sitting, and lying down on their sides, and contemplate the wonders
of creation in the heavens and the earth, (with the thought): "Our Lord! Not for naught Hast
Thou created all this! Glory to Thee! Give us Salvation from the penalty of the Fire”**
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This provides that the fundamental principle of governance in which Allah has created
everything on the earth for a purpose and he has placed humans as the viceregents. Therefore,
Allah monitors every aspect of human activity and he is aware and knowing of everything at
all times. Allah states: ‘O my son! If it be (anything) equal to the weight of a grain of mustard
seed, and though it be in a rock, or in the heavens or on the earth, Allah will bring it forth.
Verily, Allah is Subtle, Well-Aware".*®" This provides that all of mankind is answerable to
Allah, which affirms that Tawheed is the foundation of Islamic corporate governance. the
principle of Tawheed derives two important concepts; viceregency and justice. In the context
of corporate governance, the stakeholder as viceregents of Allah has a fiduciary duty to
maintain the principle of distributive justice through the Shura process.'®® It was noted by
Charpra that the practice of Shura is considered as an obligation rather than an option.** The
process of Shura would ensure a wide participation of stakeholders either through

representatives or directly.

This process of corporate governance is based on two key elements; Sharia boards and the
Shura participants i.e. all the stakeholders. The Sharia board would consist of Islamic jurists
(Fageeh) who play a crucial role to advise and supervise the operation so as ensure that all the
activities carried out by the corporation adhere to Sharia principles. In addition, the
shareholders will play an active role as participants and stakeholders in the decision-making
process by considering the interests of all direct and indirect stakeholders without solely

focusing on profit maximisation.

Furthermore, Islamic constellation of values include a number of significant ethical principles
which can be seen as applicable to corporate governance from the Islamic perspective. The
second of these principles is Islamic accountability, represented by the Arabic term ‘hesab’,
which denotes God’s full accountability towards humans, who in turn have liabilities towards
God. In The Quran Allah asks:

“Did you think that | had created you in play [without any purpose], and that you would

not be brought back to me?”**6°

The Islamic tradition can be seen as anticipating Islamic accountability, in the sense that

Muslims in the early Islamic empire initially practised something approximating the modern
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conception of accountability. Pilgrimage was said to be an occasion when employees and those
who manage the affairs of the caliphate can be called by the Caliph himself and by the public
at large to account for their part in the affairs of the empire. 6!

The principle of Islamic accountability applies to corporate governance to the extent that it
requires Muslims to be aware that they will be accountable to God for all of their actions,
including their financial and commercial conduct, until the day of judgement. This means that
each company executive is accountable to the board of directors and the shareholders as
fiduciary; that the directors, as fiduciaries, are in turn accountable to the shareholders; the
auditors are independently answerable to all shareholders; that the majority shareholders are
accountable to the minority shareholders; and that the company itself is accountable to the
government and society as a whole.2%2 Thus, Islamic accountability incorporates the principle
of accountability as stated by the OECD:

“The corporate governance framework should ensure the strategic guidance of the
company, the effective monitoring of management by the board, and the board’s

accountability to the company and the shareholders.”*162

The third essential Islamic value is that of justice (Adalah), which promises the equitable

circulation of wealth and forbids segregation and monopoly. Its Quranic source is this:

“O you who believe, stand out firmly for justice, as witnesses to Allah, even though it
be against yourselves, or your parents, or your Kin, be he rich or poor, Allah is a better
protector to both [than you]. So, follow not the lusts [of your hearts], lest you avoid
justice; and if you distort your witness or refuse to give it, verily, Allah is ever well-

acquainted with what you do.!64

It can thus be stated that Islamic justice is an important element of corporate governance from
an Islamic perspective, which corporations must apply when considering their shareholders’

needs, to ensure that they avoid unfairness in their business dealings.

In regard to the Islamic framework of corporate governance, board members and top executives

should respect the value of truthfulness in all of their business dealings, with respect to
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information, policies, transactions and the annual financial statement issued by the board, so
that all corporate stakeholders have accurate facts on which to base the taking of reasoned

decisions.

The fourth and crucial Islamic value is sincerity of intention (Ikhlas al niyyah), referring to a
distinction made in the Islamic view of individual morality between intentional and non-
intentional acts. The obligation to act with sincerity is signalled in the Prophet Muhammad’s

Sunnah as follows:

“The [reward of] deeds depends upon the intentions and every person will get the
reward according to what he has intended. So, whoever emigrated for the sake of Allah
and his apostle, then his emigration will be considered to be for Allah and his apostle,
and whoever emigrated for the sake of worldly gain or for a woman to marry, then his

emigration will be considered to be for what he emigrated for.”>16°

Fifthly, the Islamic value of consultation (Shura) is a central value and in simples terms,
means conducting mutual consultations to achieve a general consensus. The concept of Shura
can be found in the Holy Quran. Allah states that:

“Those who respond to the Lord, and establish regular prayer, who (conduct) their affairs by
mutual consultation; who spend out of what We bestow on them for sustenance.”*® This
would require consulting with representatives in the formulation of policies and when taking
decisions. As decisions were reached with due deliberation after taking into account the
views and concerns of the affected parties this tends to underpin aspects of justice and
equality. Thus, prevent the unjust act by one person or a group of individuals of alienating
and overriding the rights of others. As Islamic corporate governance is rooted in the values of
fairness and justice it is required that upon taking a decision that individual must uphold an
ethical standard and ensure the participation of those who the decision will affect. Therefore,
the inherent openness and transparency in the process of Shura in dealings with members,
shareholders and stakeholders raise the effectiveness of corporate governance. ¢/

Finally, the concept of trustworthiness (Amanah) is a necessary value and the concept is

found in the Holy Quran. Allah narrates:
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“O ye who believe! Betray not the trust of Allah and the Messenger, nor misappropriate
knowingly things entrusted to you.”®® And “O ye who believe! When you deal with each
other, in transactions involving future obligations in a fixed period of time, reduce them to
writing. Let a scribe write down faithfully as between the parties: let not the scribe refuse to
write: as Allah has taught him; so let him write. Let him who incurs the liability dictate, but

let him fear Allah his Lord and not diminish aught of what he owes”.1%°

The concept of trustworthiness is a highly regarded virtue in Islam that every individual is
required to conduct themselves ethically whether in an organisation or in their personal life. It
is argued that when moral norms are not reflected in legislation or when these laws are not
implemented effectively by individuals and businesses it could lead highly unethical and
morally objectionable behaviour such as fraud and dishonesty. Examples of this can be seen

when mighty corporations such as Enron and Lehman Brothers crumbled."

The effectiveness of a religious theory can be assessed in terms of its ability to promote
desirable corporate governance practices. In other words, recognising a connection between
corporate governance from the Islamic perspective on one hand and the various references in
sacred texts to the Islamic objective of wealth and the Islamic constellation of values on the
other. Researchers have debated whether the Islamic interpretation of corporate governance
competes with the models accepted in the West, such as the Anglo-American shareholders’
model and the Continental European stakeholders’ model of corporate governance. There are
two fundamental distinctions between these models and the Islamic one. First, the ethical basis
of Western business morality is largely a set of derived secular values. Secondly, the
fundamental beliefs and values of Western corporate governance theories tend to emphasise
individual self-interest, although there is an inclination towards amending some principles in

favour of the interests of society.

Nonetheless, critics among corporate governance academics have often questioned why
corporations which operate in the Islamic world find this model so attractive. Hasan observes

that many Islamic corporations have approved and adopted the Anglo-American shareholder
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model, as in its core it promotes the maximization of the shareholder wealth. 1'* A study
conducted by Lim P.K on Malaysian corporate governance reforms found that the
overwhelming majority of Malaysian corporations preferred to adopt the Anglo-American

model. This significant as Malaysia is considered the leading countries in Islamic finance. 172

Miles and Goulding identify the desire to contribute to global command and occupations as a
driver of the adoption of the Anglo-American model by the Islamic world’s capital markets
and corporations.” In the meantime, most Islamic countries are found to fall short of the full
implementation of global corporate governance principles, for a number of reasons. First, the
Islamic world is affected by many conflicts in multiple domains: legal, social, economic and
political.

Islamic countries must cope with high levels of illiteracy, fraudulent governing elites,
radicalisation and the failings of human rights, including the rights of women. Undoubtedly,
these factors affect the attractiveness of Islamic countries as destinations for open foreign
investment in relation to the general conduct of business and the implementation of the best
corporate governance practices.!’* Although one cannot ignore the poor records on corruption
in Islamic countries, one must nevertheless accept that corporate governance from the Islamic
perspective may provide an ethical and value-led framework. Indeed, many commentators who
support the Islamic perspective argue that significant Islamic values stand in effective
challenge to corporate governance principles since past international financial collapses had

resulted from a lack of morality in the actions of auditing and accounting firms.1"

2.5 The most common model of corporate governance used worldwide

The perpetual financial crises that have led to the collapse of major corporations in many
countries in the past few decades have highlighted the need to implement a strong corporate
governance model. Notwithstanding these crises, the search and implementation a good
corporate governance practice have surged in recent years. This is due to the development of

capital markets and the need to minimise barriers between international capital markets as
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well as increasing investors’ confidence to enter such markets. It can be noted that there is a
global consensus about the importance of certain core principles of corporate governance.
This can be seen in the well-known set of principles that were introduced by the Organisation

for the Economic Co-operation and Development.

However, there are several corporate governance systems that have been established in
different economic and legal environments. These systems were also subject to various
political and cultural contexts. Therefore, it can be said corporate governance models depend
on a number of factors such as the development of the capital market, the ownership
structure, the legal and economic systems adopted by each state. Moreover, the difference in
"corporate governance systems around the world stem from the differences in the nature of
legal obligations that managers have to the financiers, as well as in the differences in how
courts interpret and enforce these obligations".1® These factors play a significant role in the
formation and practice of corporate governance systems. The following section will address
two of the most known models of corporate governance, namely, the Anglo-American and

the Continental European Model.

2.5.1 The Anglo-American model

The Anglo-American model of corporate governance is the model used in the United
Kingdom (UK) and the United States of America (US). The Anglo-American model has been
built on a common law system that tended to be more focused on Shareholders and the
protection of their rights and interest. Moreover, the ownership structure on these countries
tends to be more dispersed with a large number of outside investors. This is in contrast with

civil law countries in which ownership structure is tended to be more concentrated.!’’

The Anglo-American model of corporate governance has three main features. It is
Shareholder-focused, outsider dominated and market-oriented.'’® This model rests its premise
that market for capital, managerial labour and the corporate control delivers effective controls

on managerial discretion. This system of corporate governance assumes that due to the
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advanced nature of capital markets and the legal infrastructure, there is no conflict between
the separation of ownership and control and the protection of minority shareholders.’
Furthermore, capital markets should adhere to a strict set of regulation to ensure the integrity
of disclosed information and prevents insider trading with a framework based on the
fiduciary relationship between the shareholder and the managers motivated by profit. 18

The most distinctive feature of the Anglo-American model is the structure of corporate
ownership in which ownership is not concentrated but widely dispersed, such as the case in the
US, whereby more than 50% of shares are held by individuals.8! Although the UK belongs to
the Anglo-American system of corporate governance and shares many of the stated features
above, the UK system differs in some aspects specifically in the protection of stakeholders. It
has been argued the some of these divergences was a result of the UK membership at that time

with the European Union and its member states.

The following section will highlight some differences between the UK and US systems of
corporate governance. Unlike the case in the UK, the US system is based on rules whereas the
UK is based on principles, such as ‘‘comply or explain’’ principle which gives listed companies
the chance to report on the level of compliance with the UK corporate governance code and
explain, in the case of non-compliance, the reasons for not doing so. This can might be viewed
as giving companies the chance to not comply with certain principles if they can explain their
reason. The code also gives the shareholders a pivotal role in the appointment of directions and
voting on their remuneration, as well as replacing CEO and the chairman.®2 Unlike the system
in the UK, the US system permits the CEO to accumulate the considerable level of power and
permits them to chair and sit on any subcommittees. Furthermore, in the US, the CEO is
permitted to combine the role of CEO and chairman. In the UK the share ownership structure
in more concentrated in the hands of institutional investors which gives them more power and
allows them to play a greater role in corporate governance.in contrast to the case in the US.
There’s also several disparities in financial reporting, the accountability of auditors. As a result,
the UK legislation regarding corporate governance is much closer to its European neighbours
than the US.
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2.5.2 The continental European model.

The corporate governance system in continental European countries was built on civil law and
is considered quite distinct from the Anglo-American system of the corporate governance these
continental European countries tend to be more focused on certain stakeholder groups offering
their interests and rights wider legal protection than to shareholders.'® In other words, the
stakeholder theory is the underlying principle in the continental European system. In this
system, particularly in Germany, companies raise most of their finance through banks therefore
as banks have a significant role in financing venture capitalists and often have a close long-
term relationship with those corporations and often granting bank reperceives a seat on the
supervisory board. In contrast to the one-tier structure found in the Anglo-American model,
continental European countries opted for two-tier board: the board of directors and the
supervisory board. The two-tier system can be found in all German and Austrian companies
over a certain size and is also popular in the Netherlands, Poland, Denmark and Switzerland.
The main features of this model can be described as being bank focused, insider-dominated
and stakeholder oriented.'® Moreover, in this system banks and other dominant ownerships
might be able to get their representatives a seat on the supervisory board, thus exercising a
degree of control.'® For instance over 50% of share ownership in Germany belongs in the
hands of banks and insurance companies, therefore, strong relationships, long-term
commitments and business interdependencies are established.’®® The continental European
model highlights and promotes the labour related aspects and employee involvement and
participation, it also allows them to contribute to the strategic management decision.®’
Examples of this can be seen in Germany, Austria and Denmark whereby employees of
companies of a certain size have the right to elect their representatives on the supervisory board.
This gives the labour sector much greater influence in the European model when compared to

the limited role of trade unions in the Anglo-American model.
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2.5.3 Theory and model of corporate governance adopted in Saudi Arabia.

It is evident that Saudi Arabian legislation seeks to adopt rules and standers to ensure adherence
of listed companies with the best governances’ practices in order to ensure the protection of
shareholders and stakeholders rights.® The Saudi Arabian corporate governance system is
considered to be much closer to the Anglo-American model of corporate governance and more
in line with its general theory which aims to generate a fair return to shareholders. Saudi
legislation and corporate governance regulations adopt similar features in which it adopts a
unitary board of directors and does not permit the establishment of a two-tier model.
Furthermore, the Saudi corporate governance system is not bank orientated nor does it support
any other long-term ownership. Similar to the Anglo-American model Saudi corporations are
not legally required to provide any form of employee participation the management decision-
making process nor does it support any form of employee representation. Saudi legislation
contains certain articles that aim to protect the rights and interest of stakeholder’s groups, the
rights and interest of minority shareholders and sets limitation in the powers of the CEO.8° For
instance, the Saudi company’s law prevents chairman from combining any other roles in the
company.**® Moreover, Saudi government dominates most financial, business and labour
sectors this also extends to the Saudi stock market where the ownership structure of several
large listed companies has been occupied by state concentrated ownership, therefore, this

environment increases the role and control of the state over the corporate sector.

Notwithstanding the similarities that the Saudi governance system shares with either model, it
is contended that no system of corporate governance can exist in isolation from the
consequences of the company’s action on the various groups of stakeholders. Consequently,
certain features of the continental European system may be beneficial in reforming corporate
governance in Saudi Arabia. Features such as the engagement and participation of employees
on certain matters as well as facilitating some methods for employee representation. This would
be beneficial as there is no form of protection by trade unions or civil institutions in Saudi
Arabia. It is concluded that there is no perfect model of corporate governance and certainly no
model should be imitated blindly. Each system of governance explored has its merits and must
be viewed in the light of local and legal settings, the characteristics of the capital market and

the ownership structure.®

188 Saudi Arabia Corporate governance regulations 2017. Article 2A.

189 This will be further discussed in chapter 7 .

190 Saudi Arabia Companies Law 2015, Article 81.

191 Mallin, C. (2013). Corporate Governance. 4th ed. Oxford: Oxford University Press, p.22.
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2.6 Conclusion

This chapter began by reviewing various definitions of corporate governance, reflecting a wide
variety of backgrounds, experiences, policies and standards among the scholars and countries
concerned. Next, the chapter reviewed five specific theories and models of corporate
governance, namely agency theory, stakeholder theory, resource dependence theory, the

myopic market model and corporate governance and Sharia principles.

This chapter explored the various definitions and theories in corporate governance. This
chapter had two specific objectives: Firstly, to define corporate governance from the
perspective of various scholars to extend our understanding of the concept. Secondly, to review
the literature on the related theories of corporate governance so these theories so that these
theories may be compared. The chapter also aimed to shed light on an alternative theory,
namely; the theory of corporate governance from the Sharia perspective. The review of the

theories is also intended to serve to re-evaluate in the Saudi context in the following chapter.

The first section noted that the term ‘corporate governance’ has been defined by numerous
scholars in the field. Some scholars distinguish between narrow and broad definitions of
corporate governance, where the former limited the scope of the definition to shareholder’s
protection and management control and other aspects of the agency problem. The broader
definitions tend to reflect the concerns of the stakeholder theory, where it focuses more on the
regulation of the relationship of the company has not only with its shareholders but also with
other stakeholder groups, including employees, customers, creditors, suppliers and the general
public. The author decided to take as working definition those offered by Sir Adrian Cadbury
in his well-known report and the OECD principle, as they are widely accepted by scholars and
practitioners alike. The theories of corporate governance were considered in the next section,
namely agency theory, stakeholder theory, resource dependency theory, the myopic market
theory and the theory of corporate governance from Sharia. The agency theory was shown to
be the most dominant model of corporate governance. The approach of the agency theory was
shown to be more shareholder-orientated. The rise of the agency theory was in response to the
problems associated with the mutually inimical interest of the owners on one hand, and the
management on the other hand. From this perspective, corporate governance is seen as a
necessary tool of control to ensure that the management does not negate from their fiduciary

duty. The agency theory puts the interest of the shareholders paramount to the interest of other
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group, including the management. Therefore, it was inevitable that the interest of the
employees, customers, suppliers and any other stakeholder in the wider community will be
poorly served. It was shown that it was particular in the UK, US and other common law
jurisdictions that corporate governance mechanisms were developed to serve the interest of the
shareholder rather than any other party. Principle-agent conflicts are the primary concern of
agency theory which are generated by the separation of ownership and management. Therefore,
aligning the interest of the management with the interest of the shareholder by linking bonuses
and remuneration to the performance of the company was an attempt to mitigate the principle-
agent conflict. The application of the agency theory entails the reduction of the number of
executive directors in the board and increasing the number of independent directors who help
shareholders to hold directors to account. The application of agency theory also entails the
establishment of board subcommittees to oversee the company’s audit, nomination and

remuneration functions.

Stakeholder theory was investigated in the next section. It was shown that the emergence of
the stakeholder theory fundamentally challenges the principles of agency theory. Stakeholder
theory advocates respond to the claims of the agency theory and point out that the exclusive
concern with the interest of shareholder does not, in practice, enhance accountability or the
performance of the company. It posited that the company’s role goes beyond from simply
offering services or producing goods, but involves social responsibility and the interest of other

groups beyond shareholders.

Stakeholder theory proposes that directors should act in the interest of all stakeholder including
customers, creditors suppliers, employees and society as a whole. the stakeholder governance
model was largely implemented in continental Europe and other civil law jurisdictions. An
essential component of stakeholder theory was viewed in the recognition of CRS. The
fundamental distinction was noted between agency theory and stakeholder; where agency
theory advocates that the company’s objective is the maximisation of shareholder value,
stakeholder theory takes it to be serving commercially a wider societal interest. The next
section examined the resource dependency theory and the myopic market model. Resource
dependence theory (RTD) was described as a strategic contingency theory which is concerned
with the distribution of corporate power and which sees board members as a human capital
resource whose main role is to use their skills, powers and knowledge to give the enterprise’s
managers the best possible advice. In common with agency theory, the myopic market model

suggests that the firm exists solely to serve its shareholders’ interests, but it differs insofar as
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it rejects the ‘competitive myopia’ of agency theory. The myopic market model holds that
corporate governance fails when the existing institutional arrangements encourage
management to pursue short-term performance, rather than seeking to maximise shareholder
wealth and the company’s competitiveness over the long term. The next sections aimed to
explore an alternative religious theory, corporate governance from sharia perspective.
Islamic values of Tawheed, accountability, justice, sincerity and other values were
investigated in order to ascertain to what extent the Sharia principles could moderate and

enhance corporate governance principles and practices.
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Chapter Three
The Background and The Legal Structure of Saudi Arabia
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3.1 Introduction

This chapter will provide general background information on Saudi Arabia and its legal
structure. The ‘constitutional law’ of Saudi Arabia will be examined. The chapter will end with
a review of the current court system in Saudi Arabia. These facts will aid in understanding and

clarifying several key matters which are crucial to the upcoming chapters.

3.2 Background information of Saudi Arabia

Saudi Arabia commands significant religious status amongst other Islamic countries as it is
the birthplace of Islam where the two holiest cities of Islam, Makkah and Al- Medina are
located. More than 2 billion Muslims directing their daily prayers towards Makkah. The
second holiest city is Al- Medina which houses the Mosque and grave of Prophet Mohammed
peace be upon him (PBUH).

The importance of the religion of Islam in Saudi Arabia is evident, and it has an extensive
impact on all aspects of daily life in Saudi Arabia. The Basic Law of Governance 1992, affirms
the central role of the religion, whereby it provides that ‘¢ the State shall protect where it where
it where it where it where it where it where it where it the Islamic creed, apply its Shari’a,
encourage the good and prohibits the evil, and carry out the duty of calling for God.”’*%
Menoret noted that “‘Islam is inseparable from Saudi consciousness and national pride, not
only because Saudi Arabia houses the holy places of Makkah and Medina but also because it
was the centre of the first indigenous Arab-Muslim resistance to foreign domination. Even for
the youngest Saudis, therefore, Islam is the key to their self-perception and their affirmation of

national sentiments”.1%

3.3 Saudi Arabia legal structure

An understanding of corporate governance in Saudi Arabia depends critically on understanding

the legal system and its underlying structure. As explained above, Saudi Arabia is an Islamic

192 Saudi Arabia Basic Law of Governance, 1992, Article 23.

193 Ménoret, P. (2005). The Saudi enigma. 1st ed. London: Zed Books, p.100.
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country that derives its legal system from Sharia and its sources. Other valid sources of law
include statute, custom and regulations if they do not conflict with Sharia. Sharia, which
regulates all aspects of life and commerce, is derived from five primary sources: the Quran, the
Sunnah, ijma, giyas and al-masalih al-mursalah. The Quran and Sunnah are seen to embody
divine rulings; they, therefore, form the basis of the other three main sources. Each of the five

is now considered briefly, in turn:

The First source of Sharia is the absolute provisions that are found in the text of the Holy Quran.
The Quran is the holy book which Muslims believe to have been revealed to the prophet
Mohammad (peace be upon him). It contains divine commands that must be followed. The
second source of Shariah is the Sunnah, a series of books in which the acts and the correct
sayings (Hadiths) of prophet Muhammad (PBUH) that have been attained by reliable narrators
and are recognised by the majority if not all of the Islamic scholars. The importance of
following the Sunnah of the prophet Muhammed is mentioned frequently in the Quran, Allah
states that ‘‘He, who obeys the messenger (Muhammed), he indeed obeyed Allah’’.** The Ijma
is considered a secondary source of Islamic law. Ijma is the recorded consensus of Muslim
jurists at a certain period on any question of law that has arisen since the death of the prophet
Muhammad. Prophet Muhammed (PBUH) was to be a strong advocate of Ijma, and has
encouraged Muslims to be when he stated that ‘‘My Ummah will never upon an error’’.**® The
significance of Ijma is evident in Islam, and even more so in today’s climate where Muslim
scholars are expected to handle complex laws and as well as satisfy the needs of Muslim

societies.

The Qiyas (analogical deduction) is an additional secondary source of Islamic law which
requires taking the ruling in a case set out in either the Quran or the Sunnah and applying it to
another case considered analogous because the two cases share the same reasoning.%® An
additional secondary source is Al-masalih al-mursalah which refers to the rulings adopted by
the ruler of an Islamic country in the best interest of that country, on a matter which is subject
to neither prescription nor prohibition in the Quran or Sunnah. Its exercise must not contradict
shariah. Given the flexibility of shariah, several matters in Saudi Arabia are subject to
legislation or regulation are based on al-masalih al-mursalah, which allows the adoption of

rules which are necessary for public welfare.

19 Holy Quaran, Sura 59, Ayah 7.

19 This hadith was narrated by ibn Majah, hadith no. 9107, see lbn Majah, M. and Ansari, M. (2007). Sunan
ibn-i-Majah. riyadh: Darusallam, pp.1993-1996.
19 Abdar-Rahman, D. (2008). Shariah: Islamic Law. London: Publishers Ltd, p.70.
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3.3.1 The role of Sharia

The pivotal role Sharia can be seen in numerous articles in different laws in Saudi Arabia. For
all legislation enacted in Saudi Arabia, the Basic Law of Governance 1992 stipulates that Sharia
is the final point of reference and all laws must be formulated in accordance with the principles
of Sharia and must not depart from them.®” Nevertheless, despite the emphasis on the role of
Sharia in the Saudi legislation, there are several rules that do in fact conflict with Sharia,

particularly in the banking and insurance sectors.'%

The imposition of these rules can be attributed to the needs of civil society in the modern state,
however, these rules have been merely borrowed from transnational law without taking into
account the local environment nor attempting to find a local solution.*®® Moreover, the process
of passing laws and their codification proved to be a contentious issue in Saudi Arabia and
remains the subject of disagreements between Sharia scholars and politicians. The
disagreements have even affected the usage of certain terms such as ‘‘quanon’’, the Arabic
term for “‘law”’, and tashri' (legislation) were deliberately evaded in favour of marsom (decree)

and nizam (ordinance).?®

To gain an understanding of the situation in Saudi Arabia, one must acknowledge that Sharia
is not just a body of laws but is a religion with rules that covers all aspects of human life
including worship, personal relationships and commercial activities. The Islamic doctrine is an
integral part of the Saudi culture, particularly as 100% of Saudi citizens Muslims, 2 thus there

is a strong desire by Saudis to protect and stand by their Islamic beliefs.

As stated earlier, the absolute provisions that are contained in the Holy Quran and the
authenticated Hadith of the Prophet Muhammad are the main sources of Sharia. These

provisions may include either certain rules or general principles that cover issues such as

197 Article 46 of Basic Law of Governance 1992,and Article 2 of Law of the Shura Council 1992 in the
Kingdom of Saudi Arabia.

198 Sfeir, G. (1988). The Saudi Approach to Law Reform. The American Journal of Comparative Law, 36(4), at
734-736.

199 [pid, p. 735.

200 |pid, p. 734

201 See the report of percentage of Muslims in each country, Cia.gov. (2018). The World Factbook — Central
Intelligence Agency. [online] Available at: https://www.cia.gov/library/publications/the-world-
factbook/fields/2122.html [Accessed 22 Apr. 2016].
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Islamic penalties for specific crimes, divorce settlements, inheritance and dealing in usury
(whether paying or receiving interest). There are several general rules and principles in Sharia
that regulates what is considered Halal (permissible) or Haram (prohibited). These may be
derived from Islamic text, instructions and provisions. For instance, the protection of human

rights and the principle of justice and harm etc.

Furthermore, there is a general principle that any action is permissible as long as it does not
contradict the objective of Sharia. The principle of Asol Al-Figh (Islamic jurisprudence) and
Masqgsaid Al-Sharia (the objectives of Sharia) focus in the use of a limited number of Islamic
text, whether in the Holy Quran or the Hadith and to regulate novel events and permits
adjustments in the law in order to accommodate social change. This enables Sharia to be
creative, innovative and flexible to accept good international practices.?’> Thus, it can be
argued that Sharia is equipped to admit any new rule regardless of its origins as long as it does
not Islamic of objectives of justice, human rights and the interests of people.?®® This confirms
the acknowledgement of Sharia of the role human and social experiences in developing
legislation. It was through this flexible approach Islamic civilisation has played a major role in
the regulation of people’s affairs and was ready to provide solutions for perceived or existing
problems. This benefit was not limited to the Islamic civilisation but also improved non-Islamic
civilisations that it has been in contact with. For instance, the noteworthy efforts of Ibn Kaldoon
and Ibn Rushd in the fields of sociology and philosophy and Islamic scholars preservation and

the interpretation of the work of Aristotle and Socrates.?%*

3.4 The Basic Law of Governance 1992

The Basic Law of Governance 1992 was issued under the reign of King Fahad AL Saud, the
fifth King of Saudi Arabia. In 1992, King Fahad decreed the issuance of four significant laws,
specifically: The Basic Law of Governance, the Consultative Council Law, the Law of Regions
and finally the Law of the Council of Ministers.?®® The Basic Law of Governance is the most
significant piece of legislation of the aforementioned laws and is comprised of nine sections

with eighty-three articles and encompasses several principles.

202 Kamali, M. (2002). Principles of Islamic jurisprudence. 3rd ed. The Islamic Texts Society, pp.7-9.
203 hid.

204 Perry, M. (2008). Western civilization: Ideas, Politics, and Society. 9th ed. Boston: Wadsworth Cengage
Learning, pp.261-262.

205 Basic Law of Governance, Royal Order, No. A-90, dated 1 March 1992. The Consultative Council Law, Royal
Order, No. A-91, dated 1 March 1992. The Regional Law, Royal Order, No. A-92, dated 1 March 1992. The
Council of Ministers Law, Royal Order, No. A-13, dated 20 August 1993
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While it is claimed that there is no constitutional law in Saudi Arabia since the legal structure
is based on the Holy Quran and Sunnah (traditions of the Prophet Mohammed PBUP),
effectively, the Basic Law of Governance can arguably be considered as the equivalent of the
country’s constitutional law. This is affirmed by Article 1 of the Basic Law of Governance
(BLG 1992), Article 1 states: ‘““The Kingdom of Saudi Arabia is a fully sovereign Arab state.
Its religion shall be Islam and its constitution shall be the book of God and the Sunnah
(traditions) of his messenger.”’2%® Under the Law of Governance, introduced in 1992, which
serves as Saudi Arabia’s constitution, the King stands at the head of the political system and
has the official title of the ‘Custodian of the Two Holy Mosques.” Beneath him, three legislative
bodies are authorised to initiate and approve laws: The Council of Ministers, the Consultative

Shura Council and Individual ministers.

The first part of the Basic Law of Governance covers the general principles such as the
construction and condition of the country, its religion and its official language.?°” The second
part explains the system of governance and the mechanisms and specifies that only the sons
and grandson of the Founder of Saudi Arabia may inherit the throne.2%® The third section of the
Basic Law of Governance addresses the foundations of the Saudi society emphasising the
importance of religion, family and education in the everyday life of every individual to ensure

the sound basis of the Saudi society. 2%

The economic affairs of Saudi Arabia are covered in the fourth section of the Basic Law of
Governance, where it maintains that the government owns all natural resources.?'° The Basic
Law of Governance provides that all public agencies shall be continuously supervised
financially and administratively.?!! The Basic Law of Governance stressed that the governance
of the country must be basic on justice, Sharia and equality in accordance to Sharia Law and
maintains that the state must protect human rights and civil liberties in accordance to Sharia
law and provide security and civil liberties to all citizens and residents so that no citizen or

resident may be detained or imprisoned without any legal justification.?*? The Basic Law of

206 Basic Law of Governance, 1992, Article 1.

207 Basic Law of Governance 1992, Article, 1, 2, 3 and 4.
208 |hid, Article 5 (b)

209 1hid, Article 9 and 10

210 1hid, Article 14.

211 1bid, Article 80.

212 1hjd, Article 26 and 36
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Governance 1992 also provides that the state must facilitate job opportunity for every able

individual and enact laws for their protection.?:®

3.5 The Saudi court system

The Saudi judicial authority comprises the General Courts (Sharia Court), the Administrative
Judicial Body (Board of Grievances) and the quasi-judicial committees. The Sharia court
system operates across several types of courts and the Law of Judiciary 2007 provides that the
following hierarchal structure for Sharia courts; the Supreme Court, the Court of Appeal and
the Courts of the First instance which are: General Courts, Penal Courts, Family Courts,
Commercial Courts, and Labour courts.?!* Each court is different in terms of hierarchical
structure, and they have limited jurisdiction on the cases brought before them in accordance
with the Law of the Judiciary, the Law of Criminal Procedures and the Law of Procedure before
Sharia courts.?*> The Law of judiciary 2007 provides that the Supreme Judicial Council be
responsible for directing Sharia courts and tasked with the supervision of the work of the courts

and its judges.?®

3.5.1 The Board of Grievances

The Board of Grievances also known as Daiwan al Mazalm, was first established in 1955 and
was reorganised and restructured in 1982 to serves as an independent administrative, judicial
body reporting directly to the King.?” Originally the Board of Grievances had limited
jurisdiction and could only adjudicate claims against the government and its institutions.?'8
However, with the passage of time, it has inherited wider jurisdiction and began to deal with
Commercial disputes.?!® Indeed, the Board of Grievances was encouraged to handle
commercial disputes by the government, for instance, the Royal Decree No. M/63 provided
that most commercial disputes including company law dispute to be referred to the Board of
Grievances.??° In 2000, Saudi Arabia began a series of legislative reforms which cultivated in

the restructuration of the BOG for the second time since 1955 and the passing of the Law of

213 | bid, Article 28.

214 Law of Judiciary 2007 pursuant to Royal Order M/78 dated 1/10/2007, Article 9.

215 Faraj, M. (2014). Toward new corporate governance standards in the Kingdom of Saudi Arabia. SABIC
Chair for IFMS.P.35

216 |_aw of the Judiciary 2007, Article6.

217 The Board of Grievances created pursuant to Royal Decree M-51 dated 1982.

218 Gould, N. (2009). The Saudi Board of Grievances. International Quarterly, (11), p.1.

219 1hid.

220 Royal Decree No. M/51 dated 14/09/1982.

52



The Board of Grievances in 2007 and restricted its jurisdiction to adjudicate over the
following:?%

(a) ““Cases relating to rights provided for in civil service, military service and retirement laws
for employees of the Government and entities with independent corporate personality or their
heirs and their other beneficiaries.

(b) Cases for revoke of final administrative decisions issued by persons concerned when the
appeal is based on grounds of lack of jurisdiction, defect in form or cause,violation of laws and
regulations, error in application or interpretation thereof, abuse of power, including disciplinary
decisions and decisions issued by quasi-judicial committees and disciplinary boards as well as
decisions issued by public benefit associations — and the like — relating to their activities. The
administrative authority’s refusal or denial to make a decision required to be made by it in
accordance with the laws and regulations shall be deemed an administrative decision.

(c) Tort cases initiated by the persons concerned against the administrative authority’s
decisions or actions.

(d) Cases related to contracts to which the administrative authority is a party.

(e) Disciplinary cases filed by the competent authority.

(f) Other administrative disputes.

(9) Requests for execution of foreign judgments and arbitral awards.”’

This returned the Board back to its roots as an administrative judicial body and transferred the
jurisdiction over of commercial disputes to the commercial branch of the Sharia courts.
However, it is worthy to note that the commercial branch of the Sharia courts has not been
established yet due to the decline of Sharia court judges to adjudicate over certain commercial
disputes that they considered to be non-compliant with Sharia law, such as Banking legislation
and Insurance contracts. In order to bypass this predicament, the government created the

various quasi-judicial committees that to fill in the gaps within the judiciary.

Under the previous Law of Board of Grievances, the Board did not have authority to review
decisions of the quasi-judicial committees. However, the 2007 Law grants the Board of
Grievance jurisdiction to review decisions imposed by the quasi-judicial committee.???> The
Board of Grievances is not authorised to review any decisions issued by three committees,

namely, the Banking Disputes Committee, the Customs Disputes Committee and the

221The Law of the Board of Grievances 2007, Article 13.
222 The Law of Board of Grievances 2007, Article 13 (b).
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Committee for the Resolution of Securities Disputes. The decisions of these committees are
deemed final and are not subject to any kind of judicial review. 22

3.5.2 Quasi-judicial Committees

The Saudi legal system comprises of various quasi-judicial committees that enjoy full judicial
powers and adjudicate over several essential issues. The quasi-judicial committees were
established to address a wide variety of disputes including administrative, civil, criminal and
commercial.??* The quasi-judicial Committees enjoy full independence from Sharia courts and
depend on written rules and regulations rather than specific provisions of Sharia Law.?% The
development of the quasi-juridical committees was seen as an alternative court that deals with
the determination of disputes including administrative and commercial that is considered to be
beyond the jurisdiction of Sharia courts. Furthermore, there have been concerns over the
application of civil law principles on issues which, as it was viewed as non-Islamic. It has been
argued that ‘‘the expansion of civil jurisdiction would only come at the expense of Sharia
courts.”’??® Codification is considered one of the most significant justifications for the creation
of these quasi-judicial committees in the Saudi context. In other words, these committees are
governed by provisions that have been codified in each relevant field and adjudicated
accordingly. The Sharia scholars, who control the judiciary, strongly oppose any suggestion of
codification of Sharia rules into a unitary civil code as it is seen to dispossess Sharia from its

role in the judiciary.??’

The underlying objective of the for the establishment such committees can be traced back to
1932 when Islamic scholars objected to the creation of commercial courts. This continued to
the present day even with the establishment of commercial courts, Sharia judges continuously
rejected to enforce certain laws and regulations in cases presented before them. Specifically,

Sharia courts decline to enforce laws and regulations governing non-Islamic activities in

223 The Explanatory notes of the Law of Board of Grievances state that decision of the quasi-judicial committee
is considered final according their established laws and that any decisions by these committees are not subject to
judicial review by the Board of Grievance.

224 Al-Jarbou, A. (2011). Audicial Review of Administrative Actions Under the Saudi Law. Riyadh, p.113.
225 |hid.

226 Al-Ghamdi, M. (2012). The Dispute Resolution Review: Saudi Arabia. Law Business Research, p.665.
227 Sfeir, G. (1988). The Saudi Approach to Law Reform. The American Journal of Comparative Law, 36(4),pp,

733.
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banking and insurance agreements.??® The necessity to fill in the gaps in the judiciary promoted
the Saudi government to establish by Royal Decree numerous quasi-judicial committee,
including the Labour Disputes Committee, the Banking Dispute Committee, the Committee for
the Resolution of Securities Disputes and the Customs Disputes Committee. Notwithstanding,
these committees are established by Royal Decree, they ultimately belong to a specific ministry
rather than to the judiciary. Therefore, the minister has broad authority over the committee and
can, at his discretion, appoint the member of the committee, dismiss them and can even dissolve
the committee.???Arguably, the exercise of such control can affect the decisions and the
independence of the members of these committees. There are currently over one hundred quasi-
judicial committees in Saudi Arabia, a large number of these committees can be viewed as
having a negative influence on the independence of the judiciary. 23° The committee is
empowered by the royal decree to adjudicate over certain matters, including securities dispute.
However, they are not granted the necessary protection and independence afforded to judges.
The independence of the judiciary is considered an essential element under the Law of the
Judiciary as it is affirmed in the First article that:

“‘Judges are independent, and in the administration of justice, they shall be subject to no
authority other than the provisions of Sharia and laws in force. No one may interfere with the
judiciary.”*3!

The current dilemma in Islamic legislation is not about the incapability of Sharia to admit new
rules but rather it is the incapability of Sharia scholars and lawmakers to resolve their conflicts.

It is evident that there is a strong correlation between the development of law and the
development of civilisation, culture and economy. Advanced countries in these areas were able
to introduce and develop laws. As a consequence of the decline of Islamic countries over the
past few centuries, the role of Sharia scholars shifted from producing and developing rules to
harmonizing western laws with Sharia. Given the strong correlation between law and culture,
western laws were met with some pessimism by Sharia scholars as it was seen to have been
built on the principles of capitalism that generally aims at maximizing profits. This can be
contrasted with the objectives of social welfare and justice inherent in Sharia teachings. This
created an atmosphere of reluctance and resistance by the Sharia scholars to adopt any legal
rules, particularly when those rules deviate from objectives of Sharia. In the past few centuries,

the colonisation by European countries of several Muslim countries impacted the development

228 |pid, p. 119.

229 |bid.

230A] koly, O. (2013). No constraints on the work of quasi-judicial committee. [online] Okaz. Available at:
https://www.okaz.com.sa/article/625036/ [Accessed 20 Sep. 2016].

231 |Law of Judiciary 2007, Article 1.
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of Islamic civilisation. Faced with the dominance of western nations in the fields of military,
industry and economy forced Islamic civilisation to an almost halt, including the provisions
derived that may be derived from Sharia. This created resistance by the Sharia scholars to
towards any foreign legislation.?®? This is most visible in the context of Saudi Arabia
particularly as Saudi Arabia is the birthplace of Islam and contains the two holiest sites of
Muslims and considered by many Muslims as the model Islamic country.

Taking all the above-mentioned factors, a visible conflict has arisen between the lawmakers in
Saudi Arabia and the Islamic scholar. This conflict has resulted in certain questionable
provisions have emerged, which cannot be attributed to Sharia, for instance, the ban of the
usage of the term “‘law’’, the ban on women driving and the prohibition of benefiting of many
laws western laws even if its compliant with Sharia. This defensive stance was adopted by
some Islamic scholars who had hoped that it would preserve the supremacy of Sharia.?*
Fortunately, the influence of those Islamic scholars has decreased in recent times. This can be
seen in the recent lifting of the driving ban on women.?®** To sum up, the relationship between
Sharia and law in Saudi Arabia has heavily impacted the legislative and judicial system and

has unfortunately negatively impacted the development of the corporate sector at both levels.?%

Therefore, it is suggested that Sharia scholar and the lawmakers work together and cooperate
to bring an end to this conflict and ensure that disputes regarding securities, banking and other
disputes that have no access to the courts are adequately covered by the relevant judicial
authority. This issue may be resolved in two ways. Firstly, the lawmaker should recognise and
comply with the provisions of the BLG 1992 which states that all legislation must be
formulated in accordance with Sharia principles.?®® This would entail that the lawmakers will
not seek to enact any rules or legislation, including those regarding banking, commerce and

securities that depart from the principles of Sharia and ban such practices whether national or

232 Sfeir, G. (1988). The Saudi Approach to Law Reform. The American Journal of Comparative Law, 36(4), at
733.

233 Almubred, M. (2015). The Faculties of Law and the Judgment in Other Than What Allah Revealed. Arabic
Edition, available online at http://saaid.net/book/open.php?cat=&book=14183. [Accessed on 23/6/2018]

234 Revesz, R. and Stevenson, C. (2017). Opinion: Saudi Arabia lifted its ban on women driving because of
economic necessity, not women's rights. [online] The Independent. Available at:
https://www.independent.co.uk/voices/saudi-arabia-women-driving-ban-lifted-reason-economics-finance-rights-
equality-a8414426.html [Accessed 18 May 2018].

235 These points will be discussed further in chapter 4.

236 Articles 1, 46, 55 of Basic Law of Governance 1992 in the Kingdom of Saudi Arabia. And Article 2 of Law

of the Shura Council 1992 in the Kingdom of Saudi Arabia.
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international. This will also require foreign entities and investors to adhere to and respect the
local rules and culture if they wish to work or invest in Saudi Arabia.

On the other hand, Islamic scholars must be more proactive and be up to date with the current
development of the international commercial system. Sharia scholars will need to keep an open
mind regarding the supremacy of Sharia law and recognise that the inherent flexibility of Sharia
is one of the most significant features which allowed the Sharia system to be creative and
innovative in the past when faced with novel events and accepting good international practices.
This can be done by encouraging research to find an appropriate solution to meet the current
economic and financial needs of the modern world. Nevertheless, it must be noted that this
solution is currently in place, at least to some extent, in the Islamic banking sector. In the recent
past, the banking sector was extremely removed from the provisions of Sharia, however,
nowadays the Islamic banking system is internationally recognised and provides products and

services that are compliant with Sharia.

3.6 Conclusion

This chapter provided general background information on the Kingdom of Saudi Arabia. The
chapter focused on the legal structure of the country and consider key issues that may affect
corporate governance practices in the country. The chapter was intended to highlight some of
the more unique features inherent in the country’s legal structure. It was noted that Saudi
Arabia is considered the birthplace of Islam and contained the two holy cities of Makkah and
Al-Medina. In fact, the official title of the King of Saudi Arabia is the ‘Custodian of the Two
Holy Mosques’ demonstrating the relationship between Islam and the country. For that the
reason, Saudi Arabia holds a special status among other Islamic nations. Under the Basic Law
of Governance, introduced in 1992, which serves as Saudi Arabia’s constitution, the king
stands at the head of the political system. Beneath him, three legislative bodies are authorised
to initiate and approve laws: The Council of Ministers, the Consultative Shura Council and
individual ministers. It was emphasised that the Saudi legal system is derived from Sharia,
specifically from the two primary sources of Sharia, the Holy Quran and the Sunnah (tradition
of the Prophet PBUH). It was mentioned that the Saudi judicial system is comprised of the
Sharia court system, the Board of Grievances and the quasi-judicial committees. It was noted
that the reason for the establishment of these committees was to fill in the gaps in the judiciary
as Sharia courts refuse to enforce laws and regulations governing non-Islamic activities, such

as banking and insurance contracts.

S7



Chapter Four

Development of Saudi Corporate Governance

58



4.1 Introduction

This chapter seeks to provide a description of the development and where appropriate an
evaluation of the corporate governance framework in Saudi Arabia. This chapter will seek to
answer one of the research question, namely, how did the current system of corporate
governance develop. This chapter will provide the necessary information on the regulatory
bodies and corporate governance legislation in place before the corporate governance reforms
that have recently been pursued in Saudi Arabia. It does so by presenting background
information on corporate governance in Saudi Arabia, then examining the external and internal
corporate governance frameworks. The remainder of the chapter is organised as follows. The
first section presents background information relating to the Saudi corporate governance
framework and the second section discusses the corporate governance model within the Saudi
corporate context. The third and fourth sections describe the external and internal corporate

governance frameworks respectively.

4.2 Background Information

Until the early 1980s, there was no well-developed and formally operated equity market in
Saudi Arabia. The stock market was small and regulations were weak, so potential shareholders
and investors were poorly protected and not attracted to invest.?®” The Saudi stock market
began simple operations in the 1930s with the foundation of the country’s first joint stock
company, the Arabian Automobiles Company. In the mid-1970s there were still fewer than
twenty public companies, but the subsequent oil boom facilitated rapid economic expansion
and a sharp increase in the number of major public companies and banks. However, the stock
market remained informal until 1985, when the central bank, the Saudi Arabian Monetary
Agency (SAMA) was instructed to develop the stock market. SAMA was responsible for
regulating and monitoring stock market trading from 1985 until July 2003, when the Capital
Market Authority (CMA) took over.?®The only legislation concerned with mandatory

monitoring of the behaviour of corporations and their officers is the Saudi CL 1965, which

237 Hussainey, K. and Al-Nodel, A. (2008). Corporate governance online reporting by Saudi listed

companies. Research in Accounting in Emerging Economies, 8, p.39.& AlNodel, A. and Hussainey, K. (2010).
Corporate Governance and Financing Decisions by Saudi Companies. Journal of Modern Accounting and
Auditing, 6(8), p.1.

238 Samba Financial Group (2009). The Saudi Stock Market: Structural Issues, Recent Performance and
Outlook, Riyadh,p.4.

59



specifies the requirements for corporate governance mechanisms in only a limited number of
areas concerning the structure of boards of directors and the general assembly of
shareholders.® Saudi Arabia has been classified as an important emerging economy.?4 In
2010, the Saudi stock market represented 44% of total Arab market capitalisation and 25% of
the total Arab GDP.?*! The importance of its emerging economy is marked by Saudi Arabia’s
membership, since 2008, of the G20.24?

In the 2000s, the regional and international significance of the Saudi economy was not,
however, reflected in the number of listed firms and the value of market capitalisation,?** which
led academics, investors and practitioners to call increasingly strongly for stock market and
corporate governance reforms.?** Among their proposals were: (i) increasing market
capitalisation and the number of listed firms; (ii) enhancing the market for corporate control
and other external corporate governance mechanisms. (iii) tightening corporate governance
rules to protect shareholders’ rights; (iv) improving transparency and disclosure; and (v)

allowing foreign investors to participate directly.

At the same time, the World Bank, the International Monetary Fund (IMF) and the
Organisation for Economic Co-operation and Development (OECD) were among transnational
organisations which put pressure on Saudi Arabia and other emerging economies to introduce

corporate governance codes as a matter of priority.?*

In response, the Saudi government initiated corporate governance reforms in the early 2000s,
along with more general economic reforms. The Saudi Arabian General Investment Authority
(SAGIA), The Supreme Economic Council and the Saudi Stock Exchange (Tadawul) were

among the bodies set up to boost investment and economic growth. Specific corporate

239 Haniffa, R. and Hudaib, M. (2007). Locating Audit Expectations Gap within a Cultural Context: The Case of
Saudi Arabia, Journal of International Accounting, Auditing and Taxation, 16(2), pp.179-206.

240 Al-Filali, 1. and Gallarotti, G.(2012). Smart Development: Saudi Arabia's Quest for a Knowledge Economy,
International Studies, 49,(1-2), pp.47-76.

241 Hearn, B. Piesse, J. and Strange, R. (2011). The Role of the Stock Market in the Provision of Islamic
Development Finance: Evidence from Sudan, Emerging Markets Review, 12(4), pp.339

242 Al-Matari, Y., Al-Swidi, A. and Fadzil, F. (2012). Corporate Governance and Performance of Saudi Arabia
Listed Companies. international review of managment and marketing, 4(2),pp..1-30
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International Studies, 49(1-2), pp.47-76
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governance reforms began in 2003 with the establishment of the CMA which is responsible for
the regulation of the Capital Market and overseeing the corporate governance regime. The
result has been considerable growth in the number of firms, market capitalisation, liquidity and
visibility.246

Share prices on the Saudi stock market rose rapidly in early 2004 and this growth continued
until the beginning of 2006 when share prices fell sharply so that the market lost over 55% of
its value (over $480 billion) by the end of that of 2006. This crash exemplified the urgency of
corporate governance reforms.?*” In November 2006, the CMA in direct response, introduced
the Saudi Corporate Governance Regulations (CGR 2006), the main aims being to restore

market confidence and to protect investors. 24

4.3 External Framework of the Saudi Corporate Governance

The external framework of Saudi corporate governance consists of: (i) the Ministry of Finance,
formed in 1932, (ii) SAMA, established in 1952, (iii) the Ministry of Commerce and Industry
(MOCI) founded in 1953, (iv) the Public Investment Fund (PIF), created in 1971, (v) the Saudi
Organization for Certified Public Accountants (SOCPA), instituted in 1992, (vi) SAGIA, set
up in 2000, (vii) Tadawul, opened in 2003 and (viii) the CMA, also established in 2003, (ix)
the Committee for the Resolution of Securities Disputes established in 2003. while the internal
mechanisms are: (i) the Corporate Governance Regulations, (ii) the listing rules and (iii)
Capital Markets Law 2003 and the Saudi Companies Law 1965 (CL 1965). Next, the sections
that follow outlines the most important external corporate governance mechanisms, before a
detailed discussion of the internal corporate governance framework.

Among the eight bodies listed above as constituting the Saudi external corporate governance
framework, the four of the most significant are the MOCI, Tadawul the CMA, and the
Committee for the Resolution of Securities Disputes. Each of these four is now discussed in

turn, before consideration of some challenges facing the external governance framework.

248 |bid, p.152.

247Samba Financial Group (2009). The Saudi Stock Market: Structural Issues, Recent Performance and Outlook,
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4.3.1 Ministry of Commerce and Industry

In 1953, the MOC was established and was tasked with regulating all the activities on the Saudi
stock market. The MOC was the sole authority that regulated listed companies and the
organisation of the shareholder's general assembly. The MOCI drafted the Companies Law In
1965(CL 1965), which featured a relatively small number of provisions that protected
shareholders and even fewer provisions on directors. The MOCI released the Public Disclosure
Standard In 1990 in a bid to promote voluntary disclosure and transparency. Until 2003, the
MOCI was the sole authority regulating the stock market, however, in the 2006 reforms, many

of the MOCT’s supervisory powers were transferred to the CMA.

4.3.2 Saudi Stock Exchange

As previously discussed, there were only 14 public companies listed in Saudi Arabia in 1975,
in a stock market which had operated informally for over 40 years. Its operations were first
formalised in 1985 when SAMA took responsibility for developing the market and regulating
trading.24° When this responsibility transferred to the newly created CMA in 2003, it sought to
improve the stock market by setting up a formal stock exchange, the Tadawul, as a regulatory
body responsible for administering the financial market. The board of directors of the Tadawul
is appointed by the Council of Ministers and includes legislators and representatives of licensed

Saudi brokerage firms and listed companies.?*®

4.3.3 Capital Market Authority

The establishment of the CMA in 2003 was a significant advance and has been described as by
far the most important reform of corporate governance in Saudi. The CMA reports directly to
the Council of Ministers, which strengthens its hand in regulating the stock market and
expediting corporate governance reforms. It has formulated a number of rules in relation to

corporate governance. Including the Capital Market Law 2003 (CML 2003), Listing Rules

249 Hussainey, K. and Al-Nodel, A. (2008). Corporate governance online reporting by Saudi listed
companies. Research in Accounting in Emerging Economies, 8, p.39

250 Riyadhvision.com.sa. (2018). Saudi Stock Exchange (Tadawul) | RiyadhVision. [online] Available at:
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2004, the 2005 Merger and Acquisition Regulations and finally the Saudi Corporate
Governance Regulations in 2006. (CGR 2006) The CMA’s primary responsibilities are: to
develop and regulate the Saudi capital market and promote transparency and disclosure in listed
companies to increase investors’ confidence.?! In order to improve the corporate governance
practices of Saudi listed firms, the CMA has implemented three major corporate governance
initiatives in three main stages.?>? The first of these stages were completed with the issuing of
the CGR 2006. Stage two is to raise awareness of good corporate governance practices and to
reinforce their benefits among listed firms. Stage three of the initiatives sought to enhance the
effectiveness of the CGR 2006 by bringing it in line with current international corporate
governance standards and practices. In addition to seeking to improve the internal corporate
governance mechanisms and regulations, the CMA has also attempted to make the market for

corporate control a more active and effective external mechanism of corporate governance.

4.3.3.1 Powers of Inspection and investigation by the CMA

Conducting thorough inspections and investigations into the capital market is one of the most
important factors in order to ensure the implementation of any enforcement action. The need
for an independent enforcement agency with the appropriate resources and skills to undertake
inspection and investigation and bring strong enforcement procedures are some of the most
vital mechanisms that deter those who might participate in market manipulation or fraudulent
financial activities. Indeed, this was affirmed by the principles of the International Organisation
of Securities Commission which states ““The regulator should have comprehensive inspection,
investigation and surveillance powers.”?%3

To protect investors and traders from any form of fraud or market manipulation, and to ensure
the sound development of the stock market, the CMA has been given absolute power to
undertake inspections and conduct all necessary investigations into all listed companies who

violate the provisions of the CML 2003 and its implementing regulations.?®

251 Mergers and acquisitions. (2007). The Capital Market Authority, [online] p.53. Available at:
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s.pdf [Accessed 23 Jun. 2018].
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UBLICO.pdf [Accessed 24 Jul. 2018].
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Since the establishment of the CMA has declared that its primary enforcement objective is the
protection of market investors and members of the public from unsound and unfair practices
market practices. According to Article 5 (c), the CMA must “protect citizens and investors in
securities from unfair, and unsound practices or practices involving fraud, deceit, cheating and
manipulation.”®® To that end, the CMA has established one of the most noteworthy
departments, the Investigation Department, to help facilitate its mission. In accordance with
Article 5 of the CML 2003, the members of the CMA and its staff designated the board shall
have the power to “subpoena witnesses, gather evidence, and require the production of any
records, papers, or other documents the authority deems relevant or material to its
investigation.”?®® The role of the Investigations Department can be summarised as follows; 2%

a) Overseeing all investigation processes

b) Subpoena witnesses for interview

c) Questioning suspects

d) Investigating violations reported by outside sources

e) Investigating electronic violations in securities

In regard to inspection, the CML 2003 has authorised the CMA to inspect records or any other
documents, whoever the holder may be, to determine “whether the person concerned has
violated, or about to violate the provisions” of the CML 2003, its implementing regulations or
listings rules.?®® Therefore, as a regulatory body, the CMA has been given full statutory powers
to discharge its responsibilities to guarantee the effective enforcement of the provisions of the

CML 2003 thus, protecting the stock market from any form of fraudulent activities.

4.3.3.2 The Committee for the Resolution of Securities Disputes

Further to the discussion in chapter two, the Saudi government has established various quasi-
judicial committee over the past years as a necessary tool to side-step the rejection of Sharia
courts judges from adjudicating over certain commercial and financial matters. Indeed, the
establishment of such committee was necessary to deal with issues associated with the rapid
development of the Saudi economy including its stock exchange. As an essential step in

resolving securities disputes and to maintain the integrity of the Saudi Stock Exchange the

255 |bid.
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committee for the resolution of securities disputes (CRSD) was created by the Capital Market
Law 2003.

The CRSD was classified as the court of first instance in relation to any disputes in the
securities market.?® Article 25 of the CML 2003 states that the CMA should establish a
committee which shall be known as the “Committee for Settlement of Securities Disputes
which shall have jurisdiction over disputes covered by the provisions of this Law, its
Implementing Regulations, and the regulations, rules and instructions of the Authority and the
Capital Market, with respect to public and private rights.”>2°

According to the CML 2003, the CRSD must comprise of legal advisers who are specialised
in the jurisprudence of financial markets with appropriate experience.?®* The CMA board must
appoint the members of the CRSD for a renewable three-year term.?52 In order to ensure the
independence of the committee while performing its function, the members are prohibited from
having any direct or indirect commercial or financial interest and must not have kinship
relationship up to the fourth degree with any litigants or complainants in any suit brought before
the CRSD.?%3 Article 25 (b) provides that the CRSD must consider all cases brought before

them within fourteen days from the initial date of filing the lawsuit.?%*

The primary objective of establishing the CRSD is to address any matters that may arise from
the violation of the provisions of the CML 2003. The jurisdiction of the CRSD extends to
include dealing with lawsuits, decision and actions taken by the CMA. In addition, the CRSD
has the jurisdiction to consider the grievance against the decision of the CMA and Tadawul. In
such cases, the CRSD may issue decision indemnifying the aggrieved party and issue
reinstatement or take any decision it may consider appropriate to safeguard the rights of the
aggrieved party. Moreover, any cases that may arise between traders or investors within the

scope of the CML 2003 and its implementing regulations must be referred to the CRSD. 2%

4.3.3.3 Authorities of the CRSD

The CML 2003 has granted a wide range of powers to the CRSD in order to strengthen its

authority on the capital market and provided the committee with all the powers to investigate

259 CML 2003, Article 25
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and resolve any dispute that may arise in the Market. In accordance with the CML 2003, the
CRSD is granted the following authorities:

a) To investigate and settle disputes.

b) To subpoena witnesses

c) To issue the appropriate decisions to resolve lawsuits

d) To impose sanctions, penalties and custodial sentences 2%
e) To order the presentation of documents

f) To award damages

4.3.3.4 The Appeal Committee for the Resolution of Securities Conflicts (ACRSC)

The ACRSC was established by a royal decree issued by the Council of Ministers.?®’ The
membership of the ACRSC is considerably different from the CRSD, whereby the ACRSC is
composed of three members representing the Ministry of Commerce and Industry, the Ministry
of Finance and the Bureau of Experts at the Council of Ministers. The members of the ACRSC
are appointed for a renewable three-year term by the Council of Ministers. To ensure the right
of all litigants, the CML 2003 granted litigants the right to appeal the decision of the CRSD
before the appeal panel within a period of 30 days from the date of the notification.?®® However,
any person wishing to appeal must seek permission from the ACRSC and the committee has
the discretion to refuse to review decisions made by the CRSD. 2%° If the ACRSC grants
permission to appeal, then it has the following powers?’°:

a) To affirm the decision rendered by the CRSD

b) To reconsider the complaint or lawsuit, based on established information in the

litigation case file with the CRSD

c) To issue an appropriate decision for the lawsuit or complaint.

Significantly, the CML provides that the decisions of the ACRSC are deemed final.?"*
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4.4 Difficulties Facing the CMA

It is clear that the nature of the judicial and administrative bodies that exert authority over the
board of directors have a noteworthy effect on the performance of the board of directors and
its relationships with its members including shareholders and stakeholders and the company as
a whole. The CMA is the sole authority that supervises and regulates the conduct of all listed
companies. In other words, listed companies in Saudi Arabia are under the jurisdiction of the

CMA, not the Ministry of Commerce and Industry nor the commercial court.

Regulatory and supervisory authorities in Saudi Arabia faced some critisism. According to The
World Bank’s report on the observance of standards and codes relating to corporate governance
practices in Saudi Arabia, the CMA faces several challenges and difficulties.?’2 These include
a lack of managerial independence among the regulatory authorities, unnecessary political
interference and a shallow market where corporate legislation is weakly implemented and
enforced.?”® This subsection briefly discusses some of these challenges to good external

governance.

The weakness of the present regime is that the CMA reports directly to the Council of
Ministers. It acts as an agency of the government, which directly appoints its board members.
Its independence is thus restricted by excessive government interventions that compromise its
ability to monitor and regulate corporate practices.?’* This governmental influence is illustrated
by the fact that foreigners cannot invest directly in the Saudi stock market until 2015,2” and
no foreign firms are yet to be listed. In contrast, there is no direct government intervention in
the securities markets of Western countries such as the USA and the UK.?® The related
problem is that the CMA is not managerially independent from the Saudi government, adding
to the likelihood of political interference and making its operations less efficient. This
ineffectiveness arises partly because the politicians who intervene may lack the technical

knowledge needed to supervise the complex financial architecture of today’s market. This
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weakens the ability of the CMA to implement regulations and enforce them, so compliance
with company law tends to be poor, as are transparency, disclosure and various governance
practices.?”” Legislation protecting investors and shareholders is also too weak to prevent
insider dealings and manipulation from disadvantaging minority shareholders,?’® as happened
notably at the time of the 2006 stock market crash.?’®

Another significant fact that must be noted is that the financial penalties and fines imposed on
violators of the provisions of the law must be deposited into the CMA accounts. This
indicates that fines and financial penalties may be used as financial resources of the CMA. 2
The CML 2003 also requires the CMA to deduct from its income all current capital expenses
as well as any other expenses needed by the CMA and maintain a general reserve that
amounts to double the total of all its expenditure and then shall remit the surplus to the
Ministry of Finance.?8

Moreover, the CMA may file a lawsuit against certain infringements of the CML before the
CRSD.?2 The CMA has the power to determine these infringements as well as being the
authority that issued the regulations relating to such infringements. This is demonstrated in
Article 57 of the CML which empowers the CMA to file a lawsuit against breaches of Article
49 and 50 of the CML which regulate matters concerning fraud and insider trading. This gives
the CMA the power to set the rules that determine the practices and acts that would constitute
fraud and insider trading as well as stipulating and defining related terms.?® In essence, this
means that the CMA in these cases plays the role of the lawmaker, claimant, investigator, judge

and jury simultaneously.

The CMA has established the CRSD and the ACRSC to address all matters that may arise from
any violation of the CML and its implementing regulations and to resolve any dispute that may

emerge between traders or investors in the securities market. The role that these committees
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play is fundamental in Saudi’s securities market and their efforts to promote confidence of
traders and investors in the market. However, a number of concerns have been identified within

these two committees.

Firstly, Although the CRSD and ACRSC carry out judicial functions and have authority to do
so. However, according to the Saudi law, the members of these committees are not viewed as
judges and their verdicts are not deemed judicial, but they consider as administrative
decisions.?8* Furthermore, the CRSD and ACRSC exercise their judicial duties outside the
remits of the courts, which adhere to the strict principles of justice, objectivity in procedures
and full judicial independence. As mentioned earlier, the members of CRSD and ACRSC have
been appointed from legal consultants with a specialism in the jurisprudence of transactions
and proficiency in commercial and securities markets. However, this does not mean that they

possess sufficient legal qualifications and independence such as the members of the judiciary.

Secondly, The CML 2003 seems to participate in the weakening of the independence of
members of these committees by authorising the CMA to appoint and pay its members’
salaries. 2®° Therefore, a potential conflict of interest may arise seeing that the members of the
committees are appointed by a decision of the CMA board, and therefore it is reasonable to
assume that the CRSD members will find it particularly difficult to issue any decision that is
distinct with the directives of the CMA. Such interference will undoubtedly have a negative
impact on the decisions of the committee, as well as raising a potential conflict of interest, thus
jeopardising the integrity of the members, the committees and the market. For instance, the
members of the ACRSC are representatives of the Ministry of Commerce and Industry, the
Ministry of Finance and the Bureau of Experts at the Council of Ministers to receive appeals
against the decisions of the CRSD and to issue final decisions on the lawsuits considered before
them. According to the 2016 Annual Report produced by the CMA, a total of 241 decisions
were issued by the CRSD of which 102 decisions were issued against listed companies and
senior executive directors. However, out of the 36 appeals received by the ACRSC, 33 final
judgments were issued in favour of the CMA compared to only 3 final judgments were issued

against the CMA in cases which were brought by it or against it.?
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A noteworthy example was the recent case of Al Mojil Group in 2017 which caused a major
debate in the Saudi securities market and highlighted the concerns in this regard when the
CRSD handed down severe sanctions that included billions in fines and even prison
sentences. In this case, the final resolution handed down a fine of 1.6 billion Riyals ($427
million) to be deposited in the CMA accounts and imposed a five years prison sentence for
the chairmen Mohammed Al Mojil and his son and deputy Adel Al Mojil for irregularities
related to the company’s initial public offering (IPO). Additional sanctions also included the
auditors and several members of the executive management. 287 It should be noted that in
order to appeal a decision by the CRSD, permission must first be granted by the ACRSC
which has the discretion to decline to review the decision by the CRSD, affirm the decision
or reconsider the lawsuit. Significantly, decisions by the ACRSC are deemed final with no

legal recourse to the Board of Grievance or any other court for that matter.2%8

The Saudi legislator may find it beneficial to gain from experience from the UK court system
in this regard. The High Court in the UK considers several types of securities disputes.?® For
instance, The Chancery Division in the High Court is headed by the Chancellor of the High
Court and consists of over independent fifteen judges. The Chancery Division contains serval
specialised courts such as the Commercial Court and the Bankruptcy and Companies Courts.
The court deals with a number of areas including disputes arising from the securities market.
The Divisions of the High Court is can be found in most major cities across the UK. Certainly,
providing access to court is considered a vital requirement for enforcing securities laws and
access to a court is considered by the International Organisation of Securities Commissions as

one of the mechanisms that must be readily available for any aggrieved party or investor.?%

A solution to this current dilemma and the negative consequences caused by the quasi-judicial
committee is to transform these committees into authentic courts. Such authentic courts would
be divided into two levels; the court of the first instance and an appeals court. This would

necessitate the legal system in Saudi Arabia to recognise these committees as part of the
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judiciary and afford its members the same power, protection and independence currently
afforded to members of the judiciary authority. This would also apply to the process of
appointment, tenures and the nature of decisions taken by the members of these committees

Thirdly, the committees are only located in the Saudi capital city, Riyadh. Neither committee
has established any regional branches within the 13 provinces of Saudi Arabia. The lack of
geographical presence of the two committees could pose a potential problem for investors and
could be seen as having a negative effect on the efficiency of these committees in enforcing
Capital Market Law. As Spain noted, providing easy access to justice is one of the main
requirements for obtaining a unique justice system.?*'Saudi Arabia is a vast country that makes
up the majority of the Arabian Penisula, and the absence of any regional quasi-judicial
committees outside the capital could be seen as a barrier for traders and investors from bringing
in their disputes to the CRSD as it would be financially costly and time-consuming. The
establishment of regional branches in the main Saudi cities such as Jeddah and Dammam may
help boost the investor's confidence and consequently increase investment in the capital
market. Despite the CML 2003 permitting the use of all electronic forms of evidence to be
admissible, such as computer data, email and telephone recordings, all hearings are required to
take place in the capital city, Riyadh. To improve accessibility to these committees, it is
essential that the CMA allows for the establishment of regional offices in the main cities of
Saudi Arabia.

Finally, the CML 2003 require the CRSD and ACRSC to be comprised of only three members
who are solely in charge of resolving all securities disputes brought before them. The fact that
the Saudi Capital Market continued its rapid growth over the past decade and became the
largest market in the Middle East 2°2 also reflected on the number of disputes brought before
the committees.?®3 It is evident that the number of members of these committees is not
sufficient enough to deal the size of the market and the problems that accompany it, such as,

the sheer volume of cases and thus prolonging the litigation process.

291 gpain, L. R. (2011) The Opportunities and Challenges of Providing Equal Access to Justice in Rural
Communities, William Mitchell Law Review, 28, pp 367

292 Information Memorandum for Qualified Foreign Investors. (2018). Tadawul, [online] p.7. Available at:
https://www.tadawul.com.sa/wps/wcm/connect/ebdd6030-3683-4a1f-8f37-
2ef59d0dd9fc/Information+Memorandum.pdf?MOD=AJPERES [Accessed 21 Jun. 2017].

293 Crsd.org.sa. (2018). the Committee for the Resolution of Securities Disputes. [online] Available at:
http://www.crsd.org.sa/ar/Pages/default.aspx [Accessed 23 Jun. 2017].
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It can be noted that the above facts and concerns may create an atmosphere of uncertainty
about the litigation in the capital markets in Saudi Arabia and might call into question its
credibility. Consequently, this may cause an undesirable and negative effect on Saudi

companies, the board of directors and foreign investors.

4.5 Internal Corporate Governance framework in Saudi Arabia

4.5.1 The Saudi Corporate Governance Regulations 2006

This subsection reviews details of the provisions of first corporate governance regulations that
was implemented in 2006, which was considered to be central at that time to the Saudi listed
firms for good corporate practices. The four parts of the CGR 2006 deal respectively with
preliminary provisions, with shareholders’ rights and the general assembly, with disclosure and
transparency and with the board of directors.

The preliminary provisions address definitions and the relationship of the CGR 2006 with other
legislation. Article 1 outlined the Regulation’s primary purpose which was to regulate
corporate governance standards and improve Saudi firms’ compliance with the regulations.
Article 1b asserted that the CGR 2006 is the principal guide for the governance of all public
firms listed on the Saudi stock market. Listed companies were required to explain in their
annual reports their failure to implement any of its provisions, thus establishing the extent of

their compliance.

Part Two of the Regulation contained provisions regarding the general assembly and
shareholders’ exercise of their rights and access to information. Article 5a provided that the
general assembly must be held within six months after the end of the company’s fiscal year
and that its date, location and agenda must be announced at least 20 days in advance. The
company should also publish an invitation to the meeting on its website and that of the Saudi
stock market. Article 5f entitled shareholders to participate in formulating the agenda of the
general assembly meeting by requiring the board of directors to discuss any topic proposed by

shareholders owning 5% of the company’s shares or more.

Avrticle 4b aimed to reduce asymmetric information, stipulating that the board and management
should afford shareholders full access to information, updated every six months, enabling them
to exercise their rights fully. Additionally, the company should communicate this information

regularly, using the most effective means available. Article 5j required the stock exchange to
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be informed immediately of the results of the general assembly through the Tadawul website,
without any delay, especially if the information is price sensitive, otherwise, the company
would incur a penalty. A one-share-one-vote policy is recommended by Article 6b, to ensure
full participation by small shareholders in decisions such as board nominations. The CGR 2006
likewise asserted the rights of shareholders to receive dividends; Article 7 required the

dividends policy to be discussed at the general assembly.

Part Three of the CGR 2006 mirrored Tadawul’s Listing Rules and was concerned with
corporate transparency and voluntary disclosure.?®* Article 9 stated that the composition of the
board should be disclosed in the annual report to ensure the independence of the board of
directors. Furthermore, Corporate annual reports should specify whether each board member
was an executive director, non-executive directors or independent non-executive directors
(NED) as well as a brief description of the jurisdictions and duties of the board. The annual
report must have also included a list of all sub-committees, such as the audit, nomination and
remuneration committees, naming their chairpersons and members, and giving information
about their meetings. According to Article 9e, all compensation and remuneration received by
each director and the top five executives, including the CEO and CFO should be disclosed in

the annual report.

Article 18 prohibited board members from doing any act in contravention of the company’s
interests. Furthermore, their legitimate interests in other companies ought to be disclosed; the
annual report should name all other listed companies of which a director of the company was
also a director. Articles 10 to 16 address five aspects of governance related to the board of
directors: its main functions, its responsibilities, its composition, its sub-committees and its

meetings.

The principal role of the board is to reduce agency costs and to maximise shareholder value.
Its strategic and policymaking functions are threefold: to specify the company’s overall
strategy; to set its risk management policy and identify areas of risk, and to review and update
specific strategies and policies. The board had to also supervise policy implementation and
hold managers to account for any failure to meet objectives. Article 10b recommended that
each listed company should draft its own corporate governance code, in compliance with the

CGR 2006. Article 10e dealt specifically with the board’s obligation to monitor the executive

294 Saudi Listing Rules 2004, Avrticle 8.
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management and employees, ensuring that their actions meet appropriate standards of ethics
and professionalism. The Regulations also stated that each listed company should have a
written policy on its relationship with its stakeholders so that their rights are protected.

As to the board’s responsibilities, the code considered the most important responsibility was to
represent the shareholders’ interests. Moreover, it also called on board members to do
everything necessary to uphold the well-being of stakeholders, not only the interests of
shareholders. The chairman of the board should safeguard equality and promptness of access
to information for all directors. Most importantly, non-executive and independent directors
should be granted unfettered access to all and any information they need to fulfill their
responsibilities. The code assigns ultimate responsibility for running the company to the board,
notwithstanding the valid delegation of some powers to subcommittees or third parties (Article
11a). Therefore, Article 11b called for the articles of association to expressly specify directors’

responsibilities.

The composition of the board is limited by Article 12 to between three and eleven members,
of whom at least one third ought to be independent directors and NEDs should also constitute
a majority on any company board. Furthermore, the general assembly appoints members, for
no more than three years before reappointment or dismissal, which the general assembly also

controlled.

The CGR 2006 recommended that the CEO role be distinct from the chairmanship of the board
so that the board can monitor the firm’s performance more effectively. In fact, Article 12d
recommended prohibited conjoining the position of chairman and any other executive positions
in the company. Article 13 required the board to establish whatever sub-committees are needed
to serve the company’s interests. At a minimum, every listed firm should have audit,
nomination and remuneration committees. Each committee needs enough non-executive
directors to uphold corporate governance principles and should notify the full board
transparently as to its performance, findings and decisions. The board itself is to monitor the
activities of all its committees to check on the adequate performance of their duties. Executive
board members must be excluded from membership of the audit committee, which should have
at least three members, one or more of whom are professionally literate in finance and
accountancy. The audit committee has, according to Article 14c, three main functions: to
supervise the company’s internal audit and review its internal control system, to recommend
the appointment and remuneration of an external auditor and to review the auditor’s assessment

of financial statements. As to the nomination and remuneration committees, Article 15
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prescribes the following responsibilities: to ensure all directors’ independence annually; to
expressly establish company policy on compensating and remunerating board members and
top executives; to determine the strengths and weaknesses of the board of directors and to

recommend strategies that serve the company’s interests.

Lastly, about board meetings, Article 16 of the Regulations requires members to endeavour to
attend them all and to fulfil their duties and responsibilities. Furthermore, board meetings

should be documented, so that there are records of both voting and deliberations.

4.5.2 Saudi Companies Law 1965 and Corporate Governance

Formal regulation of corporate operations and activities was initiated in Saudi Arabia in 1965
with the introduction of the Companies Law, considerably amended in 1982 and 1985.2%° The
CL 1965 outlines certain provisions relating to corporate governance, such as the board of

directors, disclosure and transparency and the rights of shareholders and general assembly.

The following section will highlight and explains the internal corporate governance
mechanisms contained regarding the board of directors. This section covers five main areas:
board size, the relationship of the CEO to the chairman, the powers of the board, and the

frequency of its meetings.

Article 66 of the CL 1965 states that the company is managed by the board of directors. It
stipulates that the articles of association determine the size of the board, which must have at
least three members, and that the general assembly of shareholders shall appoint them for a
tenure not exceeding three years, but it does not mention the composition of the board. For
example, it does not specify how many independent or non-executive directors there must be,
nor even if any are required to be appointed to the board; the articles of association constitute
the only restraint on deciding board composition. The CL 1965 also regulates the remuneration
of directors. Article 74 stipulates that they should be paid a fixed amount, a proportion of the
profits, or a combination of these. It also limits the maximum annual compensation to 10% of

net profits.2%

29 Kantor, J. Roberts, C. and Salter, S. (1995). Financial Reporting Practices in Selected Arab Countries,
International Studies of Management and Organization, 25(3), pp.33.

2% Companies Law 1965, Article 74 states: “The company’s bylaws shall specify the manner of remunerating
the members of the board of directors. Such remunerations may consist of a specified salary, a fee for attending
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The CL 1965 did not include any requirement to set up board sub-committees, despite their
importance to the maintenance of good corporate governance. However, this gap was filled in
1994 by a resolution by the Ministry of Commerce and Industry mandating all listed companies
to establish audit committees as a tool to increase transparency in financial statements.?®” The
resolution specified certain characteristics for the audit committee in terms of composition and
structure. The resolution stated that audit committee members should be independent and must
not have a direct or indirect interest in the transactions of the company and should not be
members of the executive management and should not handle managerial, technical, or
consultancy work. Moreover, the resolution stated that members of the committee should hold
appropriate qualifications in the financial and accounting field. Finally, in relation to the size
of the committee, the resolution indicated that they should not be less than three and should be
odd.2%

In relation to the chairman, Article 79 of the CL 1965 permitted the roles of chairman and
CEO or managing director to be combined. Regarding the issue of conflict of interests, Article
69 seeks to regulate the potential for conflicts of interest between agents and principals by
requiring the general assembly to authorise any transaction or contract between the company
and one or more directors. The CL 1965 also requires the annual renewal of the authorisation
of any such contract of more than one year in length and prohibited members to vote on any
issue in which they have a vested interest and requires the chairperson to notify the general

assembly of any personal interests of board members.

As to the rights of shareholders and general assembly, Article 87 of the CL 1965 grants any
shareholder owning 20 shares or more the right to attend general assembly meetings, where
shareholders are entitled to discuss any issue concerning corporate performance. Article 83

entitles any qualifying shareholder the right to appoint another shareholder who is not a director

the meetings, in take benefits, a certain percentage of the profits, or a combination of two or more of these
benefits. If, however, such remuneration represents a certain percentage of the company’s profits, it must not
exceed 10% of the net profits after deduction of expenses, depredations and such reserves determined by the
general assembly pursuant to the provisions of this Law or the company’s bylaws, and after distribution of a
dividend of not less than 5% of the company’s capital to the stockholders. Any determination of remuneration
made in violation of this provision shall be null and void. The board of directors’ report to the Ordinary General
Assembly must include a comprehensive statement of all the amounts received by members of the board of
directors during the fiscal year in the way of salaries, share in the profits, attendance fees, expenses, and other
benefits, as well as all the amounts received by the members in their capacity as employees or executives of the
company, or in consideration of technical, administrative, or advisory services.”

297 Saudi Ministry of Commerce. (1994). New regulation regarding audit committees for Saudi Arabian
corporate sector. Saudi Accounting Magazine (SAM) 4: pp.15-18.
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to vote on his or her behalf at such a meeting. Article 84 requires the annual general assembly
meeting to be held at least once a year, no more than six months after the end of the fiscal year.
The disclosure and transparency requirements are covered by Article 89 CL 1965 which states
that every public listed company is required to issue an annual report including a board report,
financial statements and a report by the external auditor. To facilitate the availability and
accessibility of this information to as many shareholders as possible, the report must be
published in a national newspaper issued in the same city as the company’s headquarters.

To ensure access to information for all shareholders, the CL 1965 requires the company to
make the annual report available at least 60 days before the annual general meeting. Finally,
Article 88 encourages shareholders to exercise the right of attendance by requiring the
publication of details of the general assembly meeting, including the agenda, date, time and

location, in a daily newspaper at least 25 days in advance.

4.5.3 difficulties facing the Saudi Governance Framework 2006

Whilst the CL 1965 and the CGR 2006 is a vital component in the governance framework, they
tend to overlap in a certain area which creates ambiguity in the interpretation of the
requirements. The CL 1965 was formulated and implemented by the Ministry of Commerce
and Industry, whilst the CGR was formulated and implemented by the CMA, which is a semi-
governmental body. The CL 1965 oversees the formation and regulation of all types of
companies allowed by Saudi law, including joint liability companies, limited liability
companies, professional companies and joint stock companies.?*® On the other hand, the CGR
is only enforceable against companies traded on the Saudi stock exchange. listed companies
are regulated by both the MOCI and CMA which creates an overlap between the ministry and
authority. This created a dual corporate governance system. Adding to this dilemma, the
corporate governance provisions in the CL 1965 are not integrated under a specific part of the
law but are scattered around in different parts of the CL 1965. Therefore, the corporate
governance provision in the CL 1965 and the CMA lack coherence and integration. For
instance, the CGR 2006 stipulates more stringent reporting requirements on disclosure and
transparency in the annual board reports than what is required in the CL 1965.3°° The CL 1965
and CGR 2006 both offer their own definition of shareholders rights namely; their rights to

bring an action against a board member, the rights to vote and to attend the general assembly.

299 CL 1965. Article 2-5 and 10.
300 CGR 2006. Article 8-15.
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The CRG provides greater information regarding the boards’ sub-committees than the CL
1965. Furthermore, both CL 1965 and CGR 2006 offer their own descriptions of board
activities, such as remuneration of board members and the conduct of board meetings.

However, there are some similarities which were discussed in the preceding section including
the conflicts of interest provision that can be found in Article 18(b) of the CGR and Acrticle 69
of the CL 1965. When both articles constantly agree there will be no reason for controversy,

however, controversy arises when the codes conflict with each other.

This subsection outlines the preserved obstacles to the development of an efficient and effective
framework of internal corporate governance in Saudi Arabia. Saudi Arabia has adopted the
Anglo-American model of corporate governance and has consequently inherited two of its
main issue; the comply or explain approach and its shareholder rather than stakeholder

approach.

The first issue is that it is not mandatory to obey the Saudi corporate governance rules,
mirroring the ‘comply or explain’ approach of the UK.** Although there are advantages of
opting for a soft law approach instead of hard law in the regulations, such as flexibility and the
ability for quick amendments, it was considered inappropriate for Saudi Arabia. This was due
to the high ownership concentration in Saudi listed firms, including government ownership, 3%
whereas ownership is notably more diffuse in the UK.3%® La Porta et al argue that controlling
shareholders tend not to support good governance reforms, with the result that larger

shareholders may tend to exploit smaller ones.3%

The other major issue that stems from the Anglo-American influence of the internal corporate
governance framework in Saudi Arabia, has led to a bias in the CL 1965 and the CGR 2006
towards the protection of the rights of shareholders, to the detriment of provisions in favour of
other groups of stakeholders. Failure to address directly the rights of the shareholders can lead

to misinterpretation by firms and practitioners. Thus, while the code requires a company to

301 Hussainey, K. and Al-Najjar, B. (2012). Understanding the Determinants of Risk Metrics/ISS Ratings of the
Quality of UK Companies Corporate Governance Practice, Canadian Journal of Administrative Sciences, 29(4),
pp.366-377.

302 |bid, p.366
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adopt policies on its relationships with its stakeholders, it does not specify who these
stakeholders are, nor does it clarify how the company should implement these provisions or
assess its outcome. These issues were preserved as a consequence of the adoption of the Anglo-
American model without the necessary customisation of the model to the local and corporate

environment in Saudi Arabia.

4.6 conclusion

This chapter presented the development of the corporate governance framework in Saudi
Arabia. The chapter responded to the research question, namely, how did the corporate
governance framework develop. The chapter provided a brief history on the development of
the Saudi capital market and the increased international pressure that led to the enactment of
the Capital Market Law in 2003, the creation of a regulatory body, namely the CMA, the
authorities responsible for disputes in the capital market and the issuance of Saudi Arabia’s
first corporate governance regulations in 2006.

The Saudi corporate governance regime adopted the Anglo-American model with more
emphasis placed on the rights of shareholders. It was noted that the Saudi governance
regulations was implemented in a soft law form that could have complemented the regulatory
and legislative framework of corporate governance. However, it was argued that such an
approach is not appropriate, and that the Saudi regulator did not consider the hierarchical social
structure and the concentrated nature of ownership prevalent in Saudi Companies, such as rich
family and government institutions. It is concluded that corporate governance in Saudi Arabia
was still at early stages of development and that there was a lack of research on their
effectiveness thus causing challenges to the Saudi regulator when seeking to improve how
listed companies operate. The identified challenges and criticisms presented in this chapter will
be re-visited in chapter 6 where the chapter will assess whether the subsequence legislation and
regulations has tackled or met these challenges. However, the following chapter will focus on
the UK Company Law and the Corporate governance framework which will be used a

benchmark for any recommendations suggested subsequently.
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Chapter Five

UK Company Law and corporate governance framework
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5.1 Introduction

The board of directors is recognised as the cornerstone of corporate governance and plays a
key role in the governance of the company on behalf of the shareholders. As such, directors are
in a position of trust and might abuse that position to gain a profit at the expense of the company
and therefore at the expense of the shareholders. In order to achieve the research aims, first, we
must extend our understanding of the UK experience regarding the duties of directors and the
development of corporate governance in the UK. This chapter will provide the necessary
background framework and will serve as a reference point for possible recommendations of
the Saudi corporate governance framework. This chapter will, be divided into two section.
The first section will offer a critical review of existing legislation concerning director duties.

The second section will highlight the evolution of corporate governance in the UK.

5.2 Background to Directors’ Duties

UK company law confers practically unlimited management powers on the board of directors.
It is therefore, no surprise that the legal system had to devise some means of controlling the
directors’ exercise of those powers and did so by categorising directors as fiduciaries and by
applying some common law rules and strict fiduciary principles on them designed to ensure a
certain minimum standard of behaviour. Accordingly, prior to the coming into effect of the
Companies Act 2006 (the “2006 Act”), the duties of directors were governed in the main by
some set of common law rules of negligence and equitable principles and, to some lesser extent,
by statutes which imposed on directors certain standards. As fiduciaries, directors owe certain
duties to their company and are expected to act in a certain manner in the way they handle the

affairs of the company on whose behalf they are acting.3%®

Directors must act bona fide in what they, not the law, consider is in the best interest of the
company. This meant that they were under a duty to act in the best interest of present and future
shareholders, balancing the short-term interest of present shareholders with the long-term
interest of future members, with shareholders’ interest defined in terms of enhancing

shareholder value.3® The test for whether a director has acted bona fide was essentially

305 percival v Wright (1902) 2 Ch. 421 Ch D.
306 per Lord Green MR in Re Smith and Fawcett Ltd [1942] Ch304; at p.306.
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subjective. Director could not for instance, use their powers to benefit themselves or any third
party.3%7 It is settled law that the principle that directors must act in the best interest of the
company, is not exclusively those of its shareholders but may include those of the creditors in
circumstances where the company is insolvent,®® the company’s employees and shareholders
(section 309, Companies Act 1985) and, perhaps, the beneficiaries of a trust of which the
company is trustee.* Directors derive their powers from the company’s constitution,*° Some
powers are given for a specific purpose, for instance, the power to allot shares.3!* Directors
are under a duty to exercise their powers for a proper purpose and not for any collateral purpose
and in doing so must act within the limit of that power.'? It will be improper for instance, for
directors to use their share allotment powers to attempt to alter the balance of power between
members or to entrench themselves in office even if the directors consider the share allotment
to be to the best interest of the company. 33

The common law also imposes a duty on one exercising discretionary power to exercise such
power only for the purpose for which that power is given; to give proper consideration to
matters which are relevant and exclude from consideration matters which are not relevant.3**
This duty is akin to what, in public and administrative law, is a duty imposed on public body
decision makers to make decisions rationally.3'® This is a familiar principle in judicial review
cases where the applicants seek to have the court quash the decision of a public body on the
basis of irrationality and was for the first time, applied in a first instance case3!® in relation to

the decision of company directors to forfeit a member’s share for non-payment of a call.

Equity precludes a fiduciary from engaging in any transaction where his personal interest will
or may conflict with that of those on whose behalf he is acting.3!” This principle applies where
the conflict is between the fiduciary’s duty to the principal and his personal interest and his

duty to a third party. However, unless ratified by the company, a contract entered into by a

307 Lord Green MR in Re Smith & Fawcett Ltd [1992] Ch 304 at 306.
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810 Setford. (2011). The Companies Act 2006. Available:
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director on behalf of its company is voidable if the director was in a position of conflict when
he entered into that transaction; he failed to disclose the details of that conflict prior to
concluding the transaction and there was no informed consent.38

Unless otherwise expressly provided, a fiduciary is precluded from making a profit from his
position and will be made to account for any profit he makes.?!® The essence of this rule was
explained by Dean J in Chan v Zacharia®® (an Australian case which has been cited with
approval by the English Court)*?! as being to preclude a fiduciary from being influenced by
personal considerations rather than the best interest of those on whose behalf he is acting. As
fiduciary, a director is not allowed to make any profit from his position as a director unless that
profit is disclosed and there was informed consent to him to earn the profit. A director will be
made to account for all such secret profits and it will not matter that the company did not suffer

any injury by reason of the director’s dealings.??

In order to preserve and exercise independent judgement on matters concerning the company’s
best interest, directors must not fetter their discretion, they must not for instance, enter into an
agreement with third parties as to how they may exercise their powers unless they consider,

bona fide, that it is to the best interest of the company to do so.3?®

Directors must act in accordance with the company’s constitution. Hence directors could not
pay dividends out of revenue profits if the company’s constitution requires that it may only be
paid out of capital profit; such transaction is voidable at the instance of the company.3%*
Whether or not the company avoids the transaction, any director involved in such transaction
including the director who authorised it will be liable to account to the company for any gain
he has made directly or indirectly and to indemnify the company for any resulting loss or
damage. A third party dealing in good faith with the directors -was protected under S35A of
the 1985 Act; the section deemed directors’ powers under the company’s constitution to be free

from any limitation.
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96, 124-125.

323 Fulham Football Club Ltd v Cabra Estates Plc [1994] 1 BCLC 363.

324 Companies Act 1985, s322A.

83



There is authority to suggest that directors, in the exercise of their discretion, are expected to
act fairly as between different class of member. The power conferred on directors by the
constitution is not unfettered; it is subject to “the time-honoured rule that the directors’ powers
are exercised in good faith in the interest of the company, and that they must be exercised fairly

as between different shareholders”.3%

Hoffman LJ in two lines of cases®?® indicated that the standard of care and skill expected of
directors in the conduct of the company’s affairs is that stated in Section 214(4) of the
Insolvency Act 1986. This approach was subsequently followed in a number of other cases
including Cohen v Selby.®?” Directors are expected to exercise the standard of care and skill
expected of a reasonably diligent person having the general knowledge, skill and experiences
that may reasonably be expected of a person carrying out the same function as the director and
having the general knowledge, skill and experience of the director. This duty arises from the
circumstance that the director assumes responsibilities for the property and affairs of the
company. It is a duty both in equity and common law of tort and while it might also be

contractual, the duty does not depend on the existence of any contract.>?8

5.3 The need for reform

UK company law was arguably in need of reform, but the question has been which kind of
reform and how best to achieve it; should it be by legislation or self-regulation or a combination
of both. Traditionally directors’ duties have been fragmented comprising of regulatory and
self-regulatory mechanisms. Arguably, there was neither a coherent framework governing
company law nor any attempt to modernise the whole spectrum of company law.3?°® The
regulatory approach, which ensured that directors had to comply with their duties and
obligations, had been somewhat random and inconsistent, embracing fiduciary duties, common
law duties and duties imposed by statute under various legislation such as the CA 1985, the

Company Directors’ Disqualification Act 1986; the Insolvency Act 1986 and the Financial
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Services and Markets Act 2000. The self-regulatory mechanisms were a helpful aid, however
not binding, such as the UK Listing Rules and City Code on Takeovers and Mergers.

In September 1999, the Law Commissions of England and Wales and Scotland jointly
published a consultation paper on company directors, with particular emphasis on regulating
conflicts of interest and formulating a statement of duties.®3® The commission was charged by
the DTI with the objective of determining whether or not the statutory provisions with regard
to the directors’ duties could be ‘‘reformed, made more simple or dispensed with
altogether’’.33! They were also to consider the possibility for a statutory statement of the duties
owed by a director to the company under general law as well as their fiduciary duty and to

make recommendations.

The Law Commissions considered full codification and partial codification of directors’ duties.
A full codification of the duties would have consisted of a statutory statement of all directors’
fiduciary duties and the duty of skill and care. This would have been an exhaustive list of
directors’ duties and would have replaced the common law. Partial codification would have
comprised a statement of the settled duties but would not have been an exhaustive list of
directors’ duties. The common law would continue to apply to the duties not covered by the

statute but be superseded in relation to the duties set out in the statement.

Full codification might make the law more certain, consistent, accessible and comprehensible
but that it would be difficult to deal with those situations where the duties are not yet well
settled, any attempt to codify such duties might well restrict the ability of the law to develop.
Another argument against full codification was the difficulty in defining the director’s duty of
care. The standard of care that a director must show in carrying out his duties has evolved over
a long period of time to adapt to commercial conditions, and to set this in statute would freeze
it at the time of enactment.®3? The commission concluded for legislative restatement and the
concern of those who had issue with loss of flexibility, were to be addressed by ensuring that
the restatement was at a high level of generality by way of a non-exhaustive statement of
principles, i.e. whilst the duties would still be comprehensive and binding, it would not prevent

the court inventing new general principles outside the field.333

330 |_aw Commissions and the Scottish Law Commission, company directors, Regulating Conflicts of  Interest
and Formulating a Statement of Duties (September 1999), Law Com No0261, Scot Law Com No 173.

331 |bid.

332 | bid.

333 Dignam, A. and Lowry, J. (2010). Company Law. 7th ed. oxford: Oxford University Press, pp.330-341.
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The government recognised that there were inadequacies in the law and it required radical
change. It set about by appointing the steering group whose task was to review all aspect of
UK company law and make recommendations between 1998-2000. The committee issued
several consultation documents, in turn culminating in two White Papers in 2002 and 2005
leading to the CA 2006. Considering the Law Commissions recommendation, the Steering

Group made recommendations on directors’ duties. The recommendations included:

e A need for a statutory statement on directors’ main fiduciary duties and his duty of care
and skill. The standard of care should be judged by a twofold objective/subjective test33*
e The language used in the statement should be drafted in broad and simple term, and
it should not be exhaustive.

The Steering Group published a draft Statement of Directors' Duties which was proposed to be
included in future Companies Act. In the draft statement, there were seven main duties
mentioned; loyalty, obedience, no secret profit, independence, conflict of interest, interest of
employees and fairness. This draft statement of duties formed the basis for the general duties
under the 2006 Act.

The government reflected upon the recommendations of the Steering Group and the Law
Commissions and then published its first White Paper on company law reform, Modernising
Company Law.3%® In the Paper, the then Secretary of State for Trade and Industry, Patricia
Hewitt, highlighted that British company law was created in the 19" century and that it was “‘a
source of competitive advantage. However, it had now become a competitive disadvantage’’3%

she considered that company law had failed to adapt to the changing role for small businesses

and internal market and that it needed change, it needed modernising, it needed to be simplified.

In March 2005 the Government published another White Paper, Company Law Reform. This
Paper set out the proposal for a majority of the framework of company law. This built on the
work that was carried out by Company Law Review, the Government White Paper in 2003 and
Partial draft to the Company Law Reform Bill. The Company Law Reform 2003 was seen by
the Secretary of State as providing the essential blueprint for the reform proposed by the

Government.

3341 bid
335 Department for Trade and Industry (2002), Modernising Company Law, July 2002. Cm5553-1.
336 1hid.
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According to the White Paper, the company Law reform programme was focused on a number
of key objectives including enhancing shareholder engagement and long term investment
culture. This required a sufficient and effective dialogue between the owners of the company
and those who control it; it required defining clearly the roles and the obligations for both
parties. Therefore, a new Companies Bill would provide clarity on the duties of directors and
ensure that they are understood.

The law on directors’ duties was fragmented according to the 2005 White Paper. This was
because some of the duties could be identified in various case laws instead of the Companies
Act. However, one of the obstacles was that those who became company directors might not
fully understand their duties under the law. The Government in the White Paper placed
emphasis on directors' duties, and how they were essential to company law. The statutory
statement would be drafted in a way that would reflect -modern business need. The
Government would apply the principle of ‘Enlightened Shareholder Value’ namely that a
director’s main objective should be the company’s success for the benefit of its members as a
whole. The statutory statement was intended to be flexible to allow room for interpretation
and development.3®’ It was also intended to be widely accessible and understood and the
language used to draft the statement was plain and ordinary. The overriding reason therefore
for any reform was, according to the Government, to make the law on directors’ duties simple,

clear to ensure that they are understood by directors, and easily accessible.

5.4 The General Duties

The 2006 Act introduced some changes to the old laws and codified some of the common law
and equitable principles. The Act introduces a statutory statement of general duties which puts
into statutory form the common law rules and equitable principles. The provisions for the new
general duties have been the subject of extensive comments by legal practitioners and directors’
representative bodies, especially the provisions in section 172. Although it is said that these
changes will bring much benefit to companies, but some critics have argued that in the short
term it may well create confusion and uncertainty in some areas. The intention here is not to

reproduce these comments and criticisms (which time has shown did not happen) but to briefly

87



examine the general duties, particularly the section 172 duties; and how they differ from the
old common law rules and fiduciary principles they are intended to replace. The anticipated
impact of section 172 will be analysed as well as how the section may be interpreted by the

courts.

Apart from the changes introduced by the statement of general duties, the overall purpose
seems to be to ensure the continuity of the statement, as far as possible, with the existing law.
Hence, section 170(3), which sets out the relationship between the statement and the law that
it is intended to replace, provides that the “general duties are based on certain common law
rules and equitable principles as they apply in relation to directors and have effect in place of
those rules and principles as regards the duties owed to a company by a director”.3® The
general duties are to “be interpreted and applied in the same way as common law rules or
equitable principles, and regard shall be had to the corresponding common law rules and
equitable principles in interpreting and applying the general duties”,®° the reason being that
common law rules and equitable principles may well continue to develop outside company law
and that the connection should not be lost, despite the enactment of the statutory statement.>*°
Lord Goldsmith considers this might be an advantage in that “it will enable the statutory duties
to develop in line with relevant developments in the law as it applies elsewhere”.34! This seems
to suggest that the continuity between the new statement of general duties and the common law

rules and equitable principles is designed deliberately.3*?

5.4.1 Duty to act within powers

Section 171 contains the duty to act within powers is essentially like the previous fiduciary
duties on directors to act within their powers and for the proper purpose. This section codifies
the common law rules that directors must act within powers or under the company constitution.
A director must only exercise his powers for the proper purpose or may find himself incurring

personal liability.3*

338 UK companies Act 2006. s.170(3)

339 UK Companies Act 2006. s.170(4).

340 Explanatory Note accompanying the Companies Act 2006 (Explanatory Note) at paras 305, copy is available
at http://www.opsi.gov.uk/acts/acts2006/en/ukpgaen20060046_en_1 . last accessed 22/5/2016

341 Lords Grand Committee, 6 February 2006, col. 242, quoted in Companies Act 2006, Duties of company
directors, Ministerial statements, DTI June 2007, at p 6.

342 Omar, P. (2009). In the wake of the Companies Act 2006: an assessment of the potential impact of reforms to
company law. International Company and Commercial Law Review, p.48.

343 UK Companies Act 2006, s178.
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5.4.2 Duty to exercise independent judgment

Section 173 of the Act imposes a positive duty on a director to exercise independent judgement.
A recent court of Appeal decision reinforces the importance of this duty. Directors have a
fiduciary duty to safeguard the assets of the company and for that purpose to take reasonable
steps to prevent and detect fraud and other irregularities. It is a breach of that duty for “directors
of a company to allow themselves to be dominated or bamboozled by one of their numbers”3**
so much so that they fail to detect fraud or to speak out when the dominant director is

committing fraud on the company.34

5.4.3 Duty to exercise reasonable care, skill and diligence

Section.174, the duty to exercise reasonable care, skill and diligence codifies the common law
rule of duty of care and skill, and prescribes the degree of “care, skill and diligence’ expected
from a director: the standard of care, skill, and diligence that would be exercised by a
reasonably diligent person with; (a) the general knowledge, skill and experience that may
reasonably be expected of a person carrying out the functions carried out by the director in
relation to the company; and (b) the general knowledge, skill and experience that the director

has.” 346

5.4.4 Duty to avoid conflicts of interest

The duty only applies to a transaction between a director and a third party, it does not extend
to a transaction between a director and his own company.®*’ The section makes it easier for
directors to enter into transactions with third parties when directors’ interests conflict with
company’s interests. Previously, shareholders’ approval would have been required to enable a
director to enter into transactions with third parties. However, now such transactions can be
authorised by the non-conflicted directors on the board provided that certain requirements as
listed in section 175 (5) & (6).3*® Such authorisation is only effective if the conflicted directors
have not actually participated in the decision-making process or if the decision would have

been valid even without the participation of the conflicted directors. Board authorisation of

344 per Popplewell J in Madoff Securities International Limited (In Liquidation) v Raven and Ors [2013] EWHC
3147

345 Lexi Holdings Plc (In Administration) v Lugman & Others [2009] EWCA Civ 117; Re Westmid Packing
Services Ltd [1989] 2 BCLC 646.

346 UK Companies Act 2006. s.174

347 Those transactions are governed by CA 2006 s.40 to 41

348 1hid.
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conflicts of interest will be the default position for private companies. However, public
companies will need certain provisions in the constitution to allow this.3*° This is however not
permitted in respect of the acceptance of benefit from third parties which is dealt with under

section 176.

5.4.5 Duty not to accept benefits from third parties

This duty contained in section 176 restates the existing ‘non-profit’, the rationale for this rule
is to preclude directors from being influenced by personal considerations rather than the interest
of the company. The principles in Don King Productions®*® will, therefore, continue to apply
in the interpretation of this section although it is doubtful whether a director will be absolved
from breach of the section on the basis of prior disclosure and consent as was the case under
the old rule. However, if the acceptance of such benefit would not reasonably be considered
as likely to give rise to a conflict of interest, the director could not be said to be in breach.!

5.4.6 Duty to declare interest in proposed transaction or arrangement

Section 177 of the 2006 Act requires a director to disclose his interest in any transaction
proposed between the director and the company and to declare the nature and the extent of the
interest to the other directors.3? This is more than was required under S317 of CL 1985 which
simply requires directors to declare their interest. The duty to declare interest extends to any
person connected to the director. Interest must be disclosed unless in situations where the
interest is considered unlikely to give rise to conflict or if other directors are already aware of

the interest.3%3

5.4.7 Duty to promote the success of the company

The section that has aroused the most interest is s.172 of the Act which imposes on directors
the duty to act in a way they consider, acting in good faith, would most likely promote the
interest of “the company for the benefit of its members as a whole, and in doing so, to have

regard to, among other things, (a) the likely consequence of any decision in the long term; (b)

349 UK Companies Act 2006, s175(5)(b).
350 [2000] 1 BCLC 607.

31 UK Companies Act 2006, s176(4).
352 1hid.

33UK Companies Act 2006, s177(6).
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the interest of the company’s employees; (c) the need to foster the company’s business
relationships with suppliers, customers and others; (d) the impact of the company’s operations
on the community and the environment; (e) the desirability of the company maintaining a
reputation for high standards of business conduct; and (f) the need to act fairly as between
members of the company.”®* The duty is owed to the company.®>® Section 172(1) is further
qualified by two subsections, allowing for the displacement of the section 172(1) duty in the
event of insolvency and for companies embodying altruistic objectives to promote these over
the interests of the members.®® The result is that, especially in the “altruistic” provision,

directors might have other foci than the members.

The novelty of this section is its embrace of the concept of ‘enlightened shareholder’ value
theory which sees the basic goal of the company as generating long-term rather than short-term
shareholder value, based on appropriate financial discipline, competitive advantage and within
a framework which is economically, ethically and socially responsible and sustainable, and
where profit maximisation is qualifies by external considerations. analogous to the way in
which profit optimisation theories are put forward. Margaret Hodge, acknowledged that the
section “marks a radical departure in articulating the connection between what is good for a
company and what is good for society at large”.*>” She asserts that the success of a company
for the interest of its shareholders as a whole is not incongruent with “society’s aspirations for
people who work in the company or in supply chain companies, for the long-term well-being
of the community and for the protection of the environment”. Pursuing the interest of
shareholders and embracing the responsibilities of the statutory constituencies are
complimentary, not contradictory purposes. She maintains that in the long-term, a business
would perform better and be more sustainable when it has regard to the statutory constituencies

in its pursuit of success.

Notably, under s.172, the interests of the members of the company are still supreme, insofar as
the directors are to act in a manner that would promote the success of the company for the
benefit of its members as a whole. The factors listed in s.172 are only items to be considered
in determining this overall question. Although s.172 may have struck a balance between the

traditional shareholder value approach and the stakeholder approach it can still be criticised for

354 UK Companies Act 2006 5.172

35 UK Companies Act 2006, s. 170 (1).

356 UK Companies Act 2006 s.172(3)-(4).

357 Hodge, M. (2007). House of Commons Hansard. [online] Publications.parliament.uk. Available at:
https://publications.parliament.uk/pa/cm200607/cmhansrd/cm070626/wmstext/70626m0002.htm [Accessed 25
Dec. 2016].
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not going the full stretch to protect the other stakeholders since the interests of members is still
clearly paramount. Pursuant to the exact word of s.172, a director would not be in breach of
their duty as long as they can show that they acted in good faith. It has been noted that s.172
imposes mainly a subjective test.*® Section 172(3) provides that the duty imposed by s.172
has effect subject to any rule of law requiring directors to consider or act in the interests of
creditors. Perhaps s.172 does not in reality change directors' practice substantively. s.172 of
the Companies Act 2006 is based on the equitable fiduciary duty which was formulated in
combination with the duty to act within powers, by Lord Greene M.R. in Smith & Fawcett Ltd,
$9this principle was confirmed by Arden L.J. in Item Software (UK) Ltd v Fassihi.3®

On the other hand, an area of concern in relation to s.172 is how would directors prioritise the
interests of the statutory constituencies if there are competing interests? For instance, if a
decision taken by the director benefits the employees but has a detrimental effect on the
environment, which route should the director take? Furthermore, the reference to “others in’’
s.172(1)(c) is seen as too wide and ambiguous, although the meaning could be limited using

the ejusdem generis rule. 36!

5.4.7.1 Duty to act in good faith

The test to be applied in determining whether a director has acted in accordance with his s.172
duty is a subjective one. A director must act in the way he considers (not what the court may
consider), in good faith, would be most likely to promote the success of the company for the
benefit of its members as a whole.*®? “The question is not whether, viewed objectively by the
court, the particular act or omission which is challenged was in fact in the interests of the
company; still less is the question whether the court, had it been in the position of the director
at the relevant time, might have acted differently. Rather, the question is whether the director
honestly believed that his act or omission was in the interest of the company. The issue is as
to the director’s state of mind.”*®® The court is not to be required “to take the management of

every playhouse and brewhouse in the Kingdom.3®** Furthermore, “There is no appeal on

358 Davies, P. and Worthington, S. (2008). Gower & Davies: Principles of Modern Company Law. 8th ed. Sweet
& Maxwell, p.506.

359 Smith & Fawcett Ltd, Re [1942] Ch. 304 CA.

360 1tem Software (UK) Ltd v Fassihi [2005] 2 B.C.L.C. 91 CA (Civ Div).

361 Ajibo,C (2014).A Critique of Enlightened Shareholder Value: Revisiting the Shareholder Primacy Theory,2
Birkbeck Law Review 37, p.55.

362 Re Smith &Fawcett Ltd [1942] Ch 304 at 306; 5.172, 2006 Act.

363 Regentcrest Plc v Cohen [2001] 2 BCLC 80 at 105, per Jonathan Parker J.

364 Carlen v Drury Ves & B [1812] 154 at 158, per Lord Eldon LC.
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merit from management decision to courts of law: nor will the courts of law assume to act as a
kind of supervisory board over decisions within the powers of management honestly arrived
at.”®%  In the case of Re Southern Counties Fresh Foods Ltd3®, the court compared the new
form of words in section 172 with the old acting “bona fide in the interests of the company”
and concluded that they came to the same thing. Re Southern also confirmed that the test under
the first limb of s.172 is subjective thus affirming the pre-2006 common law position as set out
in Re Smith & Fawcett Ltd.

5.4.7.2 The success of the company for the benefit of the members as a whole.

There are three expressions that stand out from the provisions in section 172(1) — “success of
the company” for the “benefit of the members as a whole ...”.and must “have regard to”.

The expression, ‘success’ is not defined in the 2006 Act nor is there any guidance in the 2006
Act as to how success is to be measured. What constitutes the ‘success of the company’, by
what yardstick may one judge whether an action or proposed course of actions by directors
have advanced or would most likely advance the success of the company? Is success to be
determined by how much annual dividend are paid to shareholders or the market value of the
company’s shares? Would high-risk investment be considered adverse to the promotion of the
success of the company especially following recent invents in the financial market? What
would be the appropriate time frame to measure the success of a company — short term or long
term? Would directors who award themselves large bonuses and perks be able to justify their
decision under section 172(1)? Does the requirement in section 172(1)(a) that directors should
have regard to the likely consequence of any decision in the long run suggest that Parliament
intends that the success of the company must be considered on long-term rather than on short-

term basis?

The DTI’s guidance to the Company Law Bill suggests that ‘success’ in relation to a
commercial company is considered to be its “long-term increases in value”. Lord Goldsmith in
his ministerial statement®®’ stated that the starting point in determining what is success is to
establish what the members of the company define as the objectives they wish the company to
achieve. In other words, success in the context of section 172(1) means what the members

collectively want the company to achieve. For a commercial company, Lord Goldsmith

365 Howard Smith Ltd v Ampol Petroleum Ltd [1974] 1 ALL ER 1126 at 1131, per Lord Wilberforce.
366 [2008] EWHC 2810.
367 Hansard HL, 9 May 2006, col. 846.
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considers this will usually mean long-term increase in value, for charities and other public
interest companies success may mean the attainment of the company’s object; the objective for
which the company was established. It is therefore for directors, acting in good faith, to decide
what course of actions would best meet these objectives and hence promote the success of the

company.

It must be noted that the section does not require that the action must necessarily promote the
success of the company; the director is merely required to “act in the way he considers, in good
faith, would be most likely to promote the success of the company for the benefit of its members
as a whole”. %8 It would seem therefore that an action by directors need not necessarily
promote the success of the company provided the directors believed, in good faith, that the
action would be most likely to promote the success of the company. The decision as to what
will promote the success of the company and what constitute that success would seem therefore
the directors’ good faith judgement and not the courts.®®®  The question will be whether the
directors, after having had regard to all the relevant statutory constituencies, honestly believed
that their chosen action or omission would promote the success of the company. If the answer
to that question is in the affirmative, then it would seem there can be no appeal on the merit to
that management decision, the courts will not “assume to act as a kind of supervisory board
over decisions within the powers of management honestly arrived at”"° and it would not matter

whether that belief was unreasonably held provided that it was honestly held.3"

The expression “for the benefit of members as a whole” raises two interesting questions. What
constitutes the “benefit” so far as members are concerned, and what is meant by the expression
“members as a whole”? The term “members as a whole is a well-used expression in company
law and should not engender any controversy; it had been regarded as meaning the present and
future shareholders.®”2  Usually, it is assumed that the only benefit members derive from their
company is the financial returns on their investments although how those returns are valued
may differ from member to member. The assumption that shares are acquired only for their

financial gains may not be entirely correct.  There are members whose only interest in the

368 UK Companies Act 2006, s172(1).

369 Webarchive.nationalarchives.gov.uk. (2005). Guidance on key clauses to The Company Law Reform Bill.
[online] Available at: https://webarchive.nationalarchives.gov.uk/+/http://www.dti.gov.uk/bbf/co-act-
2006/white-paper/page22800.html [Accessed 20 Sep. 2015].
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535 at 552, CA.
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company is to see share prices go as high as possible in the shortest of time so that they can
sell on their allotted shares, make their profit and move on to another investment. A lot of
this happened in the early nineties when some of the public utility companies were privatised.
There are other members who are there for the long-term and whose interest is in seeing long
term year-on-year increase in dividend flow. There are however other members whose interest
may not be financial, as illustrated by the case of CAS (Nominees) Ltd v Nothingham Forest
F. C. PIc®”™ where the “primary driver of value of a controlling interest in a football club” was
the desire of certain members to control and influence the affairs of the club. It seems therefore
that the benefit of members may be more than just financial gain even though in most instances,

financial return on investment is the major reason for investing in a company.

5.4.7.3 Duty to have regard to the statutory constituencies.

The duty on directors to have regard to the statutory constituencies appears to be subordinate
to the overriding duty of directors to act in what they consider, acting in good faith, would be
most likely to promote the success of the company for the benefit of members as a whole. It
introduces wider corporate social responsibility into a director’s decision-making process. It
has been suggested that the expression “have regard to” means “give proper consideration to”;
it is “not about just ticking boxes”.>’* Already, directors’ duty to take account of all material
considerations in the exercise of their discretion had been recognised in a first instance case,®”®
which applied the principle first declared by Lord Greene in Associated Provincial Picture
Houses Ltd v Wednesbury Corporation3’®: the law “imposes on a person who is entrusted with
the exercise of a discretionary power” a duty to exercise the power “for the purpose for which
it is given, giving proper consideration to the matters which are relevant and excluding from
consideration matters which are irrelevant3’’. It seems likely that this principle, which was
first declared in relation to a public authority’s exercise of discretionary power, may now
become firmly enshrined in determining the merit of directors’ decisions and actions under
section 172(1), particularly if the duty to have regard to the statutory constituencies is

interpreted as meaning ‘giving proper consideration’ to such relevant matters.

373 [2002] 1 BCLC 613.
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Notwithstanding the difficulties with s.172, there is an advantage. Most importantly, s.172
signals the importance of corporate social responsibility in underlining the fact that companies
do not exist in vacuum and that corporate decisions impact a large number of stakeholders. The
highlighting of corporate social responsibility is said to add to the overall creditability of a
jurisdiction as it shows that leaders are prepared to enforce the responsibility that companies
owe to society, and at the same time reaping the reward of economic development.

S.172 can be viewed as guidance for those corporations engaged in stakeholder management
strategy, to assist the board in prioritising the company’s goals, social and environmental
strategies. Directors should be able to determine, following the statutory guidance in s.172,
what is the most appropriate means to promote the success of the company in the long term

taking into account the various statutory factors and the current circumstances of the company.

5.5 Development of Corporate governance in the UK

Corporate governance refers to administrative powers that are exercised over corporate bodies.
The foundations for modern corporations were laid in the nineteenth century, then various
management theories were developed during the twentieth. It was not until the twenty-first
century that governance became seen globally as largely a matter of ensuring that the forces

acting on corporate entities were not only effective but legitimate.*"8

In the UK, the development of corporate governance can be seen to have begun early in the
20" century when public companies took the significant step of being listed on the stock
exchange, widening the dispersion of shareholders and thus weakening the shareholder-
management link. Upon joining the EEC in 1973, the UK was faced with continental corporate
governance models such as the two-tier board common in the Netherlands and Germany, whose
widespread adoption was proposed by the Community. The UK rejected this proposal,
however, preferring unitary boards on which non-executive directors (NEDs) sat alongside the
executive directors who were responsible for the everyday conduct of corporate business. In

response to the proposed two-tier system, the UK government formed a committee under Lord

378 R Tricker, (2000). ‘Corporate Governance: A Subject Whose Time Has Come’, in R Tricker (ed) Corporate
Governance. Ashcroft Publishing 2000.p.33
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Bullock, which recommended that unitary boards should continue in partnership workers’

representative boards, but British firms did not welcome this proposal.®"

Europe has nonetheless influenced governance in Britain, according to Pannier; for example,
the EU Commission’s proposal to enhance corporate governance, issued in 2003,3° has led to

company law in member states including the UK being amended in various ways. 38!

Behind the increasing numbers of measures taken in the UK to regulate corporate governance
lie a number of factors, including concern arising from several instances of corporate financial
collapse such as those of Polly Peck and Bank of Commerce International in the early 1990s.382
A strengthened awareness of corporate governance practices has also arisen from the greater
investment of pension funds, insurance companies and other institutional investors in the shares
of public companies and the consequent increase in their concern regarding their exposure to
the risks inherent in these shareholdings. Successive advances in information and
communication technology have also played a part in enhancing investors’ awareness and
understanding of corporate governance issues. At the same time, companies have increasingly
sought and expected to obtain external funding, giving rise to the increasing importance of
corporate governance and its role in reassuring prospective investors that their money is in safe
hands. Indeed, Mallin et al. have observed an appreciation throughout the UK stock market of
the need to boost confidence, thus improving the climate for investment, with the result that

corporate governance has assumed an ever-greater importance.®®

5.6 The Financial Reporting Council

The health and growth financial market contribute directly to the overall development of an
economy and ensuring the that the UK financial market function in an efficient way there is an

inherent need for investors to have the confidence to invest. It was for this reason the Financial

379 |bid.
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Reporting Council (FRC) was established as an organisation, that ‘‘officially took over the role
of review and updating the UK corporate governance code’’*®* to promote high standards of
corporate governance and reporting with the objective of fostering investment.38®

Investors need to have reasonable confidence that the companies that they are investing are
effectively governed and that any risk taken is on an informed basis.®® The confidence of the
investor should be based on four main principles; effective company boards which
communicate well, effective and robust accounting, auditing and reporting standards, reliable
annual reports and accounts and the sound regulation of the auditing and actuarial profession. 38’
The FRC is the UK’s independent regulator and is responsible for setting and promoting high-
quality corporate governance standards in listed companies. The FRC is also responsible for
establishing the standards for accounting, auditing and actuarial profession and regulating their
respective bodies and enforcing disciplinary arrangement when necessary.>®® Nevertheless,
assessing the compliance levels of companies is no the responsibility of the FRC, as the code

is voluntary.38

The FRC’s approach in promoting the quality corporate governance and reporting in the UK
can be summarised as follows:

1) Maintaining and reviews the UK Corporate Governance Code.

2) Implementing and monitoring the standards of corporate reports.

3) Encouraging companies to publish reports a fair, balanced and understandable way.

4) Overseeing the standards of the actuarial profession.

5) Conducting investigative, monitoring and disciplinary procedures to uphold the integrity of
the accountants, auditors and actuaries.

6) Contributing to key development in relation to stakeholder issues on national and
international platforms.

7) Engaging in with stakeholder regularly and responding to the concerns.

384 Yeoh, P. (2018). Corporate Governance in the UK: A Time for Reflection. Business Law Review, 36(4),
p.130.

385Frc.org.uk. (2018). Financial Reporting Council. [online] Available at: https://www.frc.org.uk/frc-for-
you/frc-mission [Accessed 22 Jan. 2016].

386 Frc.org.uk. (2018). [online] Available at: https://www.frc.org.uk/getattachment/de950642-4c6d-4909-b965-
5707108fc55a/TheFRCanditsRegulatoryApproach.pdf [Accessed 22 Feb. 2016].
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8) Operating a Financial Reporting Lab that connects companies and investors together to
participate in the improvement of company reporting.3%

5.7 Reports and Codes

The Cadbury Report 1992

The essence of all the below reports and recommendations can be traced back to its source in
the 1992 report of the Cadbury Committee, which is widely agreed to constitute the earliest
comprehensive set of recommendations on the financial aspects of the operation and
governance of British companies. The Cadbury Committee launched by the London Stock
Exchange, the Financial Reporting Council and key members of the accountancy profession in
May 1991.3%% Under its chairman, Sir Adrian Cadbury, the committee drew up a detailed set
of recommended steps to attain best corporate governance practice. Its findings had as their
main themes the board’s controlling and reporting functions and the subsequent role of the
internal auditors. The Cadbury Report was the first to establish a set of reporting criteria which
all UK organisations should use to demonstrate the extent of their compliance with its

recommendations.

In this way among others, the Cadbury report is seen as the forerunner of all contemporary UK
reports on corporate behaviour and practices. The main topics covered by this extensive report
are activities and practices related to the board, to internal control matters, to auditing and to
relations between the company and its shareholders.3®? Upon receipt of the report, the UK
government ruled that after a further two years, its findings and effectiveness would be the
subject of a detailed review by another committee. This process has in fact continued for many

years, making Cadbury the forerunner on British corporate governance.

The Greenbury Report on Directors Remuneration, 1995

The sole purpose of the Report on Directors’ Remuneration, issued in July 1995 by a group
chaired by Sir Richard Greenbury, was to respond to growing concern among shareholders and

the wider public concerning the way company directors’ remuneration was decided. Sir

390 F Frc.org.uk. (2018). Financial Reporting Council. [online] Available at: https://www.frc.org.uk/frc-for-
you/frc-mission [Accessed 22 Jan. 2016].

391 |_aura F. Spira and Judy Slinn, (2012), The Cadbury Committee: A History (OUP)p.45-46.

392 Ecgi.org. (1992). The Financial Aspects of Corporate Governance. [online] Available at:
http://www.ecgi.org/codes/documents/cadbury.pdf [Accessed 1 Apr. 2016].
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Richard, then chairman of Marks & Spencer, headed a study whose members represented the
cream of UK industry and which produced a set of innovative recommendations on this
question. The report states clearly that its recommendations should are valid for application to
the compensation packages of the senior executives of all companies.®* Notably, the members
of the group declared that they perceived the system of directorial remuneration in the UK to
be on a par with those of European countries and far below the standards set by companies in
the USA. One of their objects was to ensure that directors’ overall remuneration packages were

constantly under scrutiny by the company’s shareholders.

The main aim of the report, however, was to eradicate any errors and misjudgments by setting
out in simple terms the main steps needed to improve the settling of decisions on directors’
remuneration. The Greenbury Report recommended the formation of an independent
subcommittee to supervise the auditing of directors’ pay and incentives. This independence
would make it easier to implement the rules that emerged from the audit committee’s
deliberations. The Greenbury Report discussed best practice in detail, highlighted areas of
action and covered not only remuneration policy but also service contracts. It included a list of
disclosure requirements illustrated by examples of disclosure formats which would help

practitioners to understand the reporting criteria used.

The Final Hampel Report, 1998

In January 1998, the Committee on Corporate Governance built on the advances made earlier
by the Cadbury and Greenbury reports by producing a set of findings on the major principles
that it perceived to underlie the founding and operation of any corporate entity. The so-called
Hampel Report set out the rules by which corporations should abide in their activities, with

particular emphasis on the roles and responsibilities of their directors and their shareholders.

The Hampel Report was the product of extensive research consisting of multiple group
discussions, exchanges of letters, interviews and a rigorous evaluation of the existing literature
on the subject of corporate governance.®** Among the major UK institutions which participated

actively in furnishing the report’s authors with the necessary information were the Institute of

393 Greenbury, R. (1995). Remuneration: Report of a Study Group. [online] Ecgi.org. Available at:
http://www.ecgi.org/codes/documents/greenbury.pdf [Accessed 1 Apr. 2016].
394 Committee on Corporate Governance, 'Final Report' (1998).
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Directors, the London Stock Exchange, the Confederation of British Industry, the Consultative
Body of Accountancy Bodies and the National Association of Pension Funds.

The contribution of the Hampel Report can be summarised as covering those vital aspects of
corporate governance which the earlier Cadbury and Greenbury recommendations had omitted
to deal with.

The Turnbull Report on Internal Control 1999

The Turnbull Report of 1999, whose full title is Internal Control: Guidance for Directors on
the Combined Code, was a response to the call by the London Stock Exchange for
recommendations constituting a system of effective internal control for publicly listed
companies. Upon its publication, Paul Geradine, who was then head of listing at the LSE, wrote
to the companies listed on the exchange in praise of the Turnbull Report, requesting that those
companies should replace the now outdated Rutterman guidance by complying with the rules
set out by Turnbull. The report aimed to explain to members of the boards of listed companies
a comprehensive system of internal controls which would serve to protect the assets of each

corporation while at the same time safeguarding the interests of all of its shareholders.3%

In the report, the Turnbull committee urged companies of the need to conduct regular internal
audits of their organisations. It also advised any companies which at the time had no system of
internal audit to create one by adopting its recommendations. The overall aim of the report was
to summarise the aims, duties and responsibilities of company directors and to provide them

with guidance on risk management and on financial and operational control measures.
The Combined Code, 2000

In May 2000, the Committee on Corporate Governance issued a report entitled The Combined
Code: Principles of Good Governance and Code of Best Practice, which succeeded in setting
the standard for the principles of good corporate governance in the UK. The rules contained
within this document were soon adopted by the London Stock Exchange, which called on all
of the companies whose shares it listed to comply fully with the report’s recommendations.
The Committee on Corporate Governance made it clear that the Combined Code to some extent

served to summarise the recommendations made earlier by the Cadbury and Greenbury

3% The Institute of Chartered Accountants in England & Wales, Internal Control: Guidance for Directors on the
Combined Code' (1999) http://www.ecgi.org/codes/documents/turnbul.pdf Last accessed 20 April 2016.
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reports.3® It differed importantly in the inclusion of a new set of codes that created specifically
as amendments to the recommendations of Cadbury and Greenbury. In its final version, the
Combined Code recommended that each company should issue two separate statements, one
of which would detail its compliance with the code and the other of which would explain its

reasons for any noncompliance.
The Higgs Report on Non-executive Directors 2003

In January 2003, Derek Higgs produced, at the behest of the UK government, a report on the
role and responsibilities of nonexecutive company directors.¥” This document was, as has been
made clear, just one in a sequence of reports published with the aim of improving and updating
the UK’s policies on corporate governance, the best known among these being the Cadbury,
Greenbury, Hampel and Turnbull reports. What prompted the commissioning of the Higgs
report in particular was the perception of a need to rehabilitate corporate governance rules
following a series of financial crises in the UK and the bear market which had ensued.

The report’s seventeen chapters and several annexes run to over a hundred pages. It provided
a novel perspective on nonexecutive directors’ roles and included a recommendation that
companies should create a new post of senior independent director. Another innovative
proposal was for nonexecutive board members to meet annually—or indeed more frequently if
appropriate—without the other directors being present. It also included several insightful
guidelines on the effectiveness of management practices such as recording the attendance of

board members at meetings.
The Smith Report on Audit Committees, 2003

The Smith Report on audit committees of January 2003 offers guidelines to company directors
to help them to understand the aims of audit committees and to facilitate the establishment of
unbiased relationships between the audit committee members and other directors. It also

emphasises that while the audit committee forms an integral part of the company and is

3% The Committee on Corporate Governance, 'The Combined Code: Principles of Good Governance and Code
of Best Practice. Available at:http://www.ecgi.org/codes/documents/combined_code.pdf> [Accessed 20 April
2016]

397 Higgs, D. (2003). 'Review of the Role and Effectiveness of Non-Executive Directors. Department of Trade

and Industry, [online] p.97. Available at: http://www.ecgi.org/codes/documents/higgsreport.pdf [Accessed 21
Apr. 2016].
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answerable to the board of directors, it should nonetheless act with complete independence,
free from interference by any other organ or agent of the company.

The Smith Report provides guidance to all of the people who work with the audit team to give
them a clearer understanding of its rules. The committee’s main functions are listed under the
headings of supervision, assessment and review.>®® Arranging the guidance in this order
provides clear definitions of the respective roles and responsibilities of members of the audit
committee, managers and company directors. The guidance is made particularly accessible by
printing in bold type its most fundamental requirements, with which every member of the audit
team must comply in order that the relationship between the company and the external auditors
will be free of conflict. The report also places its recommendations within the broadest possible
perspective by making comparisons at an international level with auditing rules from other

countries and continents.
The Combined Code on Corporate Governance 2003

The Code on Corporate Governance of 2003 superseded the 1998 report of the Hampel
Committee. Indeed, all of the versions of the code follow the format and general content of that
issued in 2003 until 2010, which was the first code to require all companies to adopt its
principles and guiding principles in their financial reports. One of its most important
innovations was the inclusion of a ‘comply or explain’ clause, requiring each company to state
clearly to its shareholders why it had not complied with any of codes. The document,
comprising 92 pages, was comprehensive in its inclusion of the recommendations of Turnbull
and of Smith for good practice by internal committees on control and audit respectively. It also
discussed the Higgs Report in detail and many commentators consider it to serve as a guide to

all of the later versions of the Combined Code
Internal Control: Revised Guidance for Directors on the Combined Code

The Guidance on Internal Control, also known as the Turnbull Guidance, has been described
as very successful in fulfilling the broad aim of developing an internal corporate control system.
This document sets out the rules that it is most important for every director to follow in order
to obtain the best possible results when addressing novel risks, evolving conditions and
changing expectations in the market. So great has been the positive influence of the Guidance,

since it was published in 1999, that executives of many companies have reported significantly

3% The Financial Reporting Council Limited, 'Audit Committees: Combined Code Guidance' (London 2003).
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improved internal control processes, despite a lack of detail on exactly how such controls
should be implemented.3*® The document comprises five sections, including one on the
importance and objectives of the internal control process. It places special emphasis on
directors’ responsibilities for the maintenance and review of internal control processes. The
Guidance is easy to follow for directors, in that its sections and subsections are all numbered
and indexed. It also benefits from the appending of a handy set of clear instructions to members
of the board as to how they should discuss internal control priorities with managers and from
an appendix which discusses matters such as informational flow, risk assessment, controlled

activities and self-monitoring.
Good Practice from the Higgs Report, June 2006

The Higgs Report was published in January 2003 at the behest of the Secretary of State for
Trade and Industry, Patricia Hewitt, and the Chancellor of the Exchequer, Gordon Brown. It
established definitions of the roles and responsibilities of nonexecutive directors and other
senior members of the board, including the chairman and the chief executive. In addition to
defining the roles of these top-level office bearers, it made recommendations on the
appointment process applicable to senior directors and provided detailed guidance for
remuneration committees on deciding compensation packages.*® The Higgs report has also
been commended for clearly explaining the issues surrounding the pre- and post-induction of
nonexecutive directors. It has justifiably been suggested that the Report sets a high standard
which all UK corporations should do their very best to adhere to in the appointment of new

members to the board of directors.
The Combined Code on Corporate Governance of June 2006

In the 2006 edition of the Combined Code on Corporate Governance, the Financial Reporting
Council offers an overview of significant financial reporting practices that companies, their
officers and their shareholders are expected to follow. There is a section comprehensively
summarising corporate responsibilities corresponding to the financial reporting procedures.
The main section provides definitions and information on roles and reporting structures relating
to company directors, directorial and executive remuneration, auditing and shareholder

relations. In each section, the main principle is elaborated with supporting material on

399 'The Combined Code on Corporate Governance. (2003). Financial Reporting Council, [online] pp.27-42.
Awvailable at: http://www.ecgi.org/codes/documents/combined_code_final.pdf [Accessed 22 Apr. 2016].

400 The Financial Reporting Council, 'Good Practice Suggestions from the Higgs Report' (2006)
http://www.ecgi.org/codes/documents/frc_gp_2006.pdf Last accessed 20 April 2016.
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subsidiary principles and multiple subdivided code provisions. Relatively a subsection of the
report is devoted directly to elaborating the actual codes applicable to institutional
shareholders. The document concludes with three schedules that offer further guidance on
matters such as nonexecutive directors’ liabilities, disclosing corporate governance

arrangements and performance-based remuneration.*0*
The Revised Combined Code on Corporate Governance

The June 2008 revised version of the Combined Code on Corporate Governance is built on
around the 2006 version. It included guidelines on the governance of UK companies both large
and small designed to help them take important management decisions appropriately. The
content of the original report focused on protecting the interests of companies and their
shareholders by offering detailed guidance on their operations; whereas, the revised version
comprised a more global overview allowing a more comprehensive interpretation of the codes

of governance.

The 2008 document specifically highlights the soft law status of the code. It states that
managers are free to modify the corporate rules, as long as it results in the cause of good
governance being upheld.*°? The 2008 version also differs from earlier versions in its inclusion
of a deeper analysis of the rules on transparency and disclosure. In order to make it more
comprehensive, it has been covered in a separate section explaining the various overlaps
between these rules on transparency and disclosure on one hand and elements of the Combined
Code on the other. Overall, the 2008 Corporate Governance Code follows a pattern similar to
that of the preceding report apart from it discussing more exhaustively a range of managerial

matters; furthermore, the complex codes are explained as simply as possible.

The Walker Reports and Recommendations

Having been adversely affected by the 2008 crisis, the United Kingdom government had been

obliged to implement a bank rescue.®® In 2008, the government allocated £500 billion to

401 The Financial Reporting Council Limited, 'The Combined Code on Corporate Governance' (2006) 29
http://www.frc.org.uk/documents/pagemanager/frc/Combined%20code%202006%200CTOBER.pdf. Last
accessed 20 April 2016.

402 Good practice suggestions from the Higgs report. (2006). Higgs Suggestions for Good Practice, [online] p.7.
Available at: http://www.ecgi.org/codes/documents/frc_gp_2006.pdf [Accessed 18 May 2016].

403 Swaine, J. (2008). Bank bailout: Alistair Darling unveils £500billion rescue package. [online]
Telegraph.co.uk. Available at: https://www.telegraph.co.uk/finance/financialcrisis/3156711/Bank-bailout-
Alistair-Darling-unveils-500billion-rescue-package.html [Accessed 16 Jan. 2017].
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stabilise the UK economy.“%* The decision was made within a few days of the largest fall in the
FTSE100 index recorded in a single day since 1987.4%° However, the government was able to
provide £400 billion of funds by implementing a £100 billion programme of short loans.*% In
2009, the announcement of the Goldman Sachs results brought the subject of corporate
governance to the forefront of British minds.*®” Sir David Walker was then appointed to suggest
improvements to the corporate governance regime. His report maintained that purpose of
corporate governance must be to protect shareholders’ rights by ensuring that strategic checks
and balances are in place. The Walker report recommended that the board of directors of any
bank or other financial institution should provide business awareness sessions and personalise
its approach to the development of NEDs, who would be expected to commit 30 to 36 days to
their directorship of a major bank. The report also recommended that the FSA’s interview

process for NEDs should involve senior advisors making assessments.*%®

As to their functions, members of the unitary board should be willing to challenge the
executive’s proposals and strategies. The directors should be informed of any material changes
in the share register and should make contact with shareholders. Moreover, in order to be
authorised by the FSA, fund managers must indicate on their websites their full commitment

to stewardship principles.*%°

Other recommendations of the Walker report concerned the governance of risk. The
recommendation states that institutions must separate risks taken by the board from the audit
committee, which must have responsibility for oversight of all such risks. Each financial
institution must employ the services of a chief risk officer, whose participation in oversight is
essential. Another recommendation states that the risk committee should observe good practice
in strategic transactions and that the board must oversee the approval or rejection of all

propositions and take external advice before making a decision.

404 1bid.
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A major issue throughout the crisis was executive remuneration and bonuses; this is the main
reason for the government to commission the Walker report, which recommended that the
remuneration committee’s remit iS extended to all policy areas affecting remuneration. In
particular, it argues that if any nonbinding resolutions on a remuneration committee report
attract less than three-quarters of the votes cast, then the chairman must stand for re-election,

whatever the terms of his or her appointment.*!!
Corporate Governance Code 2010

In 2010 the Financial Reporting Council published what became known as the UK Corporate
Governance Code, retaining the previous ‘comply or explain® approach. **? The 2010 UK
Corporate Governance Code ( 2010 Code) incorporated the recommendations of the Walker
Report and following the review on the effectiveness of the Combined Code 2009.** Two
major conclusions were derived from the review of the combined code. Firstly, the importance
of adhering to the spirit of the code was seen as important as adhering to the letter of the code.***
The second conclusion was the importance of the relationship between the shareholders and
the board of directors. **® The 2010 Code saw many structural changes and has upgraded some
of the supporting principles to the position of the main principle, including; the responsibility
of the chairman to lead the board,*'® the role of the executive director in challenging and
developing the company strategy, the necessity of the board to contain a balance of skill and
experience, independence and knowledge and directors should allocate appropriate time to

perform the responsibilities in an effective manner.

The 2010 Code also saw the amendment to principle A.1 to include that the board is responsible
for the long-term success of the company, as well as the amendment of the supporting principle
on the appointment to the board to contain new wording. As part of this new wording, the 2010
Code encouraged boards to consider the benefit and value of diversity, including gender
diversity when making appointments to the board. **” Additionally, the 2010 Code amended
the supporting principle E.1 on dialogue with shareholders and assigned the responsibility to

the chairman to ensure that all directors are aware of the concerns of the shareholders. The re-
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election of directors has been amended to state that directors that FTSE 350 company directors
should be subject to annual re-election. 418

Corporate Governance Code 2012

The financial reporting council announced in October 2011 its intention to amend the 2010
code with a view to strengthening boardroom diversity. The principle of boardroom diversity
was first introduced in the 2010 Code. The amendments of the 2012 Code was largely
influenced by the recommendations of Lord Davis between “Women on boards” review in
2011. The Davis report recommended that “The financial reporting council should amend the
UK Corporate Governance Code to require listed companies to establish a policy concerning
boardroom diversity.”*!° The Davis review made several recommendations including; all FTSE
350 companies chairman should set an aspirational target of the percentage of women they aim
to include in their boards between 2013 and 2015, % female representation on FTSE 100
boards should be at least 25% by 2015, improving the disclosure regarding diversity policies
and reporting on the progress towards attaining their gender diversity goals. The impact of the

Davis review will be further discussed in chapter seven.

Corporate Governance Code 2014

In September 2014, the Financial Reporting Council issued the corporate governance Code
2014 and similar to the 2012 Code, it contained the same main principles; leadership,
effectiveness, accountability, remuneration and relations with shareholders. #** The changes to
the code were limited. The main changes to the code were the new requirement for companies
to publish the going concerns statement #?2 and the future viability statement. >3 The changes
to the 2014 Code were to implement the recommendations of Lord Sherman report in 2012
from his inquiry into “going concerns and liquidity risks; lessons for companies and auditors.”.

424 Lord Sherman’s final report made several recommendations including the meaning and
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purpose of the going concerns assessment needing to be more clear, consistent and more
integrated with directors planning and risk management with more focus on solvency and
liquidity risks which could threaten the survival of the company. Additionally, Lord Sherman
report’s recommended that enhancing the role of the auditors. The FRC should include the
requirement of an explicit statement to be included in the auditor's report, having reviewed the
director's ongoing concern and assessment process, if the auditors wish to add or emphasise
anything in relation to the disclosure of the robustness of the assessment process.

The 2014 Code amending the provisions regarding the remuneration and placed greater
emphasis on ensuring the remuneration policy is designed in line with the long-term success
of the company. That responsibility lies with the remuneration committee. %> Moreover, when
designing the scheme for performance-related remunerations, the committee should include a
‘clawback’ provision enabling the company to recover or withhold any remunerations when
appropriate.*?® The 2014 Code also provided that in the case of a significant proportion of
shareholders voting against any resolution at the annual general meeting, during the publication
of the results, the company should explain how it intends to engage with the shareholders in

order to understand their reasons or concerns for voting against such a resolution. 42’

Corporate Governance Code 2016

The 2016 Corporate Governance Code was published in September 2016 by the FRC and like
its predecessor contained minimal changes. The changes that occurred within the 2016 Code
were related to EU regulations and directives. The European Parliament and council of
European Union issued in 2014 EU Regulation EU / 537 / 2014 and Directive 2014 / 56 / EU
covering requirements regarding statuary audit of public-interest entities and the statuary audit
of the annual account and consolidated accounting. 4?® The EU regulation and directive took
effect on the 17th of June 2016; the code saw minimal changes as the code larger consistent
with the EU regulation and directive. The only change occurred was in section C.3 affecting

audit and audit committees which saw the addition of an extra sentence to provision C.3.1,
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requiring members of the audit committee to have “competence relevant to the sector in the
sector the company operates”. *?® Provision C.3.7 required external auditors contracts to be
tendered at least every ten years was removed as this requirement was super-seeded by the new
requirement in Section 485-8 CA2006 to implement EU directives and regulations. New
wording has been added to provision C.3.8 that set out the requirement of the audit committee

should give advance notice of audit re-tendering plans. 3

5.8 Post Corporate Governance 2016 Structures

In September 2016, the Department for Business Energy and Industrial Strategy (BEIS)
launched an enquiry on corporate Governance with specific focus on directors’ duties,
executive’s pay, the composition in the boardroom, including gender balance in executive
positions and workers representation. *** The BEIS enquiry was precipitated by the corporate
governance’s failings that were highlighted by the work the two previous committees into the
demise of British Home Store (BHS) “32 and the employment practices at Sports Direct. 43 The
BEIS enquiry was also prompted by UK Prime Minister Theresa May’s commitment to the
overhaul of corporate governance within the UK. In her campaign for her leadership of the
Conservative party (and so to become Prime Minister) Theresa May stated “I want to see
changes in the way that big businesses are governed. The people who run big businesses are
supposed to be accountable to outsider non-executive directors, who are supposed to ask
difficult questions, think about long-term and defend the interest of shareholders. In practice,
they are drawn from the same narrow social and professional circles as the executive team.”*34
During a key speech in her be the leader of the Conservative party, Theresa May promised a
move towards a German-style workers representation on boards, “If I am Prime Minister, we

are going to change that system, and we are going to have not just consumers represented on
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company boards, but also employees.” **®* However, these promises were soon reiterated

shortly after securing her position as Prime Minister. 4%

The launch of the BEIS select committee inquiry in September 2016 was followed with a public
consultation on a Green Paper on the reforms of corporate governance in November 2016. 4%
The Green Paper showed a backtrack on the above-mentioned promises, specifically workers
representation on company boards. Whether the backtrack is a recognition of legal pragmatism,
such as conflicts that employee’s representative directors would encounter in their duty to the
company, specifically to the members as a whole, at the same time having to regard the interest
of employees. On the other hand, the backtrack could be in relation to political pragmatism,
seeing as the big donors of the Conservative party are largely made up of big businesses.

The Green Paper published by the government signified several changes to the structure of UK
corporate governance and sought consultation on several issues including shareholder
influence on executive pay, strengthening the voice of customers, employees and wider
stakeholders, and the extension of some features of corporate governance to extend to large
privately held companies. The Green Paper was designed to stimulate debate on the
abovementioned issues and to contribute to the strengthening of the UK corporate governance
framework.*® In February 2017, the FRC published its response to the Green Paper and
proposed reforms to be carried out on four key areas; executive remuneration, the interest of
stakeholders, the accountability of large privately held companies and the effective
enforcement of the law. #*° The FRC proposed to extend the role and remit of the remuneration
committee to cover pay policies throughout the company. The remuneration policy should have
a greater link to achieving the company’s strategy and outcomes in the long-term performance
of the company.**° On the interest of stakeholders, the FRC proposes additional requirements
on companies to report more effectively on how directors have discharged their duty under

Section 172.4 In addition, the FRC proposed its willingness to develop and introduce
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corporate governance and reporting requirements for large private companies, seeing as these
companies carry great importance to the public interest and generally benefit from their limited
liability status, they should be held more accountable to stakeholders. 42 Finally, the FRC
proposes the extension of its powers to carry out investigations and prosecutions on all directors
for “financial reporting breaches and associated issues of integrity”. **® It is worth noting that

the FRC enforcement powers only extend to accountants and actuaries.

The FRC announced its plans for “fundamental review of the UK corporate governance code”
considering, amongst other things, the concerns highlighted by the Green Paper.*** The report
by BEIS select committee on corporate governance was published in April 2017.44°

The BEIS report noted that whilst it believed that there is no need for an overhaul of corporate
governance in the UK, there is scope for major improvements. The main recommendation of
the report can be summarised as follows. Firstly, the report recommended the amendment to
the corporate governance code to include a requirement on board to report how they have
fulfilled the duties to have regard to the interest of the wider group of stakeholders (employees,
customers, suppliers etc.) under s.172 of the Companies Act 2006.%46 Whilst the committee
acknowledges the benefit of the ‘‘comply or explain’’ approach embedded in the code and does
not advocate further regulations, it believes that enforcement regarding s.172 should be
improved. The report states that “directors should be required to report in an accessible,
narrative and bespoke form on how they have complied with their duties under section 172.
This will force directors to at least actively consider how they meet these requirements during
the year and increase the prominence of these other factors throughout the company and also
in the minds of shareholders.”**’ The committee recommends that an overall rating system
should be introduced to rate the level of compliance by companies with the code and the results
such be made public. The committee recommends that the FRC to be granted additional powers
to carry out the recommendation. Secondly, in relation to NEDs, the committee suggest that
the NEDs should demonstrate their ability to devote sufficient time to each company if the

serve on numerous boards.**® Thirdly, the committee advocates the introduction of a voluntary

442 |bid.

443 |bid.

444 |bid.

445 1t should be noted that the BESI does not form part of the government, however, their role is to scrutinize the
work of government departments, therefore, unless the government agrees, their recommendation may not be
followed.

446 Business, energy, industrial strategy committee; (2018). Corporate governance Report. P.17 Available at:
https://publications.parliament.uk/pa/cm201617/cmselect/cmbeis/702/702.pdf Last accessed 6/7/2017.
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code of corporate governance for private companies who have more than 2000 employees.*4°
Fourthly, issue of pay, the committee advocates the phasing out of long-term incentive due to
the complexity associated with such plan in favour of remunerating CEOs mainly through basic
pay. The committee also noted that bonuses should not be used for routine achievements.
Furthermore, all origination should publicly information about their CEO and senior executives
pay ratio to average employees. **° Lastly, on the question of the composition of the board, the
committee suggested that although no business case for homogeneous boards, diversity should
be pursued in the wider sense encompassing ‘‘diversity in gender, ethnicity, social mobility

and diversity of perspective.*!

5.9 Conclusion

This chapter investigated the position of the law on directors’ duties prior to the enactment of
the Companies Act 2006. It was noted that directors’ duties were governed mainly by common
law rules and equitable principles and to some extent by statues. The need for reforming the
Companies Act and codifying the duties of directors was presented. The UK company act
needed to be reformed; directors’ duties were fragmented and there were calls for the full or

partial codification of the law. The ‘new’ general duties were also examined.

The chapter then reviewed the development of the UK corporate governance code and it was
noted that corporate scandals have historically provoked the enacting of legal instruments that
have responded to financial concerns and public outrage, however, while leaving unaddressed
many major problems afflicting the business world. Indeed, a market model and a legislative
model whose common concern is mainly with compliance and accountability are widely
criticised as stifling the performance and efficiency of public companies. This awareness has
driven an ever stronger need for the developments in governance over the past decades and as
a reaction to them. The UK system has developed over the past 30 years, however, the Saudi
system of corporate governance is considered quite novel. One of the aims of this chapter was
to show the constant process of development and what would be recommended is that a similar
mechanism like to the FRC to be established in Saudi Arabia. The objective of this independent
body is to monitor and review the governance regulations in Saudi Arabia, as well as to consult

and make amendments on a regular basis. The matters discussed in this chapter will be useful

49 |bid, p.36
40 |bid, p.49
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and will be drawn upon in subsequent chapters where the state of corporate governance laws,
codes and regulations in Saudi Arabia will be discussed and compared to the situation in the
UK.
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Chapter Six

Saudi Company Law and Corporate Governance Legal
Framework
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6.1 Introduction

On November 2015, the Council of Ministers in the Kingdom of Saudi Arabia approved the
new Saudi Companies Law 2015 (CL 2015),%2 50 years after the first Companies Law (CL
1965) was enacted.*®® Prior to the CL 2015, business organisations in Saudi Arabia were
governed by the CL 1965. The CL 1965 was amended numerous times in its 50-year history.
Many scholars criticised the law as outdated and no longer served its purpose.*** The CL 2015
significantly updates the law that is applicable to all companies in Saudi Arabia.*> The CL
2015 has entered into force 150 days after it was published on 4 December 2015 in the Official
Gazette (Umm Al Qura).**® All current companies will be required to comply with the new CL
2015 within one year from the effective date, i.e., early May 2017. The CL 2015 reflect the
evolution of the Saudi economy in the years since 1965 and the necessity for a new framework
that is compatible with the current business environment.

Key factors have affected the Saudi economy in recent years and necessitated a more robust
legal framework, such as Saudi Arabia’s accession to the World Trade Organisation in 2004,
and the increase of foreign investment in the Kingdom, the growth of the Saudi Arabian stock
market and the development of Sukuk market. Also, the diversification of the Saudi Economy
and the shift into new industries outside the hydrocarbon-based economy, and the greater role
small and medium-sized business play in the economy, which needed a more efficient

regulatory environment to ensure success.

6.2 The need for reform

In spite of the early emergence of commercial and economic activities, following the discovery

of oil in 1938, there were no official laws that regulated the affairs of companies until 1965.

452 Department, K. (2018). Ministry of Commerce and Industry. [online] Mci.gov.sa. Available at:
https://mci.gov.sa/cl2015/Pages/main.aspx [Accessed 10 Sep. 2017].

453Mci.gov.sa. (2018). Companies Law. [online] Available at:
https://www.mci.gov.sa/en/LawsRegulations/Projects/Pages/LawDetails.aspx?Lawld=07140004-6a05-48e3-
bb04-a8250094bb85 [Accessed 16 Jan. 2018].

454 See Alsubaie, M. (2012). Corporate crimes committed during the phase of incorporation of companies in
Saudi Arabia: a legal analysis. [online] Research Online. Available at: https://ro.uow.edu.au/theses/3669/
[Accessed 12 Oct. 2018].

4% The Saudi Companies Law 2015 has not been officially translated and is only available in Arabic. The author
will translate the relevant articles of the Law to reflect the true meaning of the in Arabic. Additionally, since there
are some articles that have not been changed or have been only slightly restructured from the Companies Law
1965 the author may use the official translation of the Companies Law 1965 without changing the substance of
the law.

456 Um Al-Qura issue No. 4595, available at http://www.ugn.gov.sa/Archive/Issue4595/News/PDFVersion/UM-
ALQURA.4595.pdf. Last Accessed 23/4/2017.
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During that time, commercial activities were governed by Sharia Law, without any official
written law or regulations.*®” The first attempt to govern any commercial activities was a
regulation issued by the Commercial Council Law in 1931, also known as Nizam Al Majalis
Al Tijari. The Commercial Council Law aimed to organise and regulate all commercial
activities in Saudi Arabia. **® In the same year, a company registry system was established by
The Commercial Counsel Law which required all companies to sign up to the register. The
Saudi government, in an effort to support the regulation of companies, established the first
Commercial Court Law 1931, which is regarded as the first court in Saudi Arabia. 4>° However,
after facing challenges the Commercial Court Law was repealed in 1955.4¢° After 10 years, the
Saudi Legislator issued the Companies Law 1965 (CL 1965) which was seen as the primary
legislative body governing all aspects of commercial activities.

Over the past decades, Saudi Arabia witnessed a rapid shift in it businesses environment, this
was accompanied by social and political changes coupled with the Saudi government ’s aim to
create a more inviting environment for foreign investors. A legislative gap was created due to
the insufficiency of the Saudi legal system. This can be attributed to two underlying reasons.
Firstly, the novelty of the commercial judicial authorities, secondly, the rapid growth of the
business environment in a fairly short time. As previously mentioned, Saudi Arabia joining the
World Trade Organisation was an important step in attracting foreign investments.*¢* Perhaps
the issuance of the new CL 2015 is an indication that the Saudi legal system heading towards

9 462

“a system with more modern legal institutions and significantly modern legal principles”.
The issuance of the CL 2015 could prove that.

6.3 Saudi companies law 2015

The new CL 2015 came into effect on May 2016, the fact that the CL 1965 had not changed
for over fifty years, it is evident that it was out of date. In spite of the lengthen process that

resulted in the issuance of the new companies law, the efforts of the Saudi legislator cannot be

457 Hamdallah, M.(2005) The Saudi Commercial Law. Al-Khawarism, Jeddah, 2005. Arabic edition. p. 25
458 |bid., p.26

459 1hid.
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“61The General Council of the World Trade Organisation successfully adopted Saudi Arabia’s terms of
accession on the 11th of November 2005.

462 H Esmaili, (2009) , On A Slow boat towards the rule of law: The nature of law in the Saudi Arabian legal
System. Arizona Journal of International & Comparative Law, p.48.

117



overlooked as the CL 2015 has updated several provisions. The CL 1965 used to refer to the
Ministry of Commerce and Industry as the main authority in dealing with listed companies
rather than the CMA, thus causing a clash between the two authorities. This caused great
confusion, especially since the enactment of the Capital Market Law 2003, which refers to the
CMA as the only authority responsible for regulating the capital market.*®® Significantly, the
CL 2015 solves this issue whereby it refers to the responsibilities of the Ministry and the
responsibility of the CMA in a specific article. Part 12 of the CL 2015 addresses the issues of
jurisdiction between the Ministry of Commerce and Industry and other relevant agencies or
authorities. The CL 2015 states that “without prejudice to the provisions of the law and the
powers of the Saudi Monetary Agency set forth in related laws, particularly the Banking
Control Law, Cooperative Insurance Companies Control Law and Finance Companies Control
law, the (CMA) will have the powers to supervise and control the joint stock companies listed
on the CMA and issue rules regulating their operation, including the regulation of Merger
transactions of any of the parties is a company listed on the Capital Market”.*®* Article 219 of
the Saudi CL 2015 assigns supervision of listed companies to the CMA. This amendment
bridges the legislative gap in the jurisdiction that was previously noticed and was addressed in
a memorandum between the Ministry of Commerce and Industry and the Capital Market

Authority.*® This section will highlight key provisions regarding JSC under the CL 2015.

6.3.1 The main provisions of CL 2015

6.3.1.1 Authorities of the board of directors

The CL 2015 has given the board of directors of a joint stock company broad authority to
administer and manage a JSC’s operation. The CL 2015 states that the board of directors shall
enjoy full powers in the management of the company for achieving its purpose unless explicitly
excluded in the CL 2015 or the articles of association.*®® Additionally, the JSC is bound by all
the acts performed by the board of directors within the limits of its competence unless the
concerned person has mal fides or knows that such actions were beyond the competence of the

board. 467

463 Capital Market Law 2003, Article 3.

464 |bid, article 219.

465 Almulhim,M.H.(2016). A Critique of Saudi M&A Laws. SJD Dissertations, 2, P.188. Available at
http://elibrary.law.psu.edu/sjd/2. Last accessed 23/1/2017.

466 CL 2015, at article 75.

487 |bid, Article 77.
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6.3.1.2 Remuneration of Directors

The CL 2015 placed more restrictions on the salary and compensation of the members of the
board of directors than previously did in the CL 1965.%8 Both laws placed a limitation of the
annual remuneration of directors; specifically, if the remuneration represents a certain
percentage of the company’s profits, both laws state that the compensation must not exceed
10% of the net profits.*®® Furthermore, the CL 2015 places a further restriction on the
remuneration received by members of the board of directors, stating that in all cases the total
remuneration, whether in cash or in kind, shall not exceed SAR 500,000 per annum (equivalent
to $133,333).4°

6.3.1.3 Shareholder investigations

The CL 2015 permits shareholders who represent at least 5% of the capital to have the right to
ask the Capital Market Authority (CMA) to order the inspection over the company if they found
anything suspicious concerning the acts of the members of the Board of Directors or the
auditors in the affairs of the company. The CMA has the right to order an inspection over the
management of the company on the expense of the complainants, after hearing the statements
of the members of the Board of Directors and auditor in a special session. If the complaint
proved to be true, the referred CMA may order as it deems of a bundle temporary measures,
and call for the General Assembly to take the necessary decisions. The CMA has the power to
dismiss the members of the Board of Directors and the external auditor and appoint an interim

manager.4"!

6.3.1.4 Accounts and Reports

The Board of Directors must prepare the company's balance sheet, profit and loss account and
a report on the activities of the company and its financial position for the last fiscal year. The
CL 2015 requires the report to include the proposed method for the distribution of the net
profits.#”? The chairman, CEO and financial manager are now required to sign the financial

statements and the report on the financial position and operations.*”® The board chairman must

468 1hid, Articles 76 (1) (2).
469 Ibid, Article 76.

470 1hid, Article 76 (3).

471 |bid, at Article 100.

472 1bid, at Article 126(2).
473 1bid, at Article 126(3).
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provide the shareholders with the company’s financial statements, board’s report, auditor’s
report, unless these documents are published in a daily newspaper distributed in the area where
the head office is located; and must send copies of such documents to the MoClI and the CMA,
if the company is listed in the stock market at least fifteen days, instead of 25 days under the
CL 1965, before the date of the ordinary general assembly. 474

6.3.1.5 Auditor

The CL 2015 restricts a JSC from reappointing the same external auditor for more than five
years consecutively. An auditor that has been appointed by the JSC for five years may only get
appointed again after two years of the expiration of his five-year period.*”

6.4 Companies Law 2015 and Corporate Governance mechanisms

For the first time, the CL 2015 contained several articles that directly deal with the context of
corporate governance. Perhaps one of the most significant introductions to the CL 2015 was
the clear determining of the responsibilities and the jurisdiction of the MoCI and the CMA.
However, this was not the only change. The CL 2015 saw the introduction of the audit
committee in company law. The CL 1965 did not contain any stipulation in relation to the audit
committee. However, the CL 2015 devoted a whole chapter to dealing with this central

committee and its importance within the context of corporate governance.

In Article 101, the CL 2015 provides that the formation of the audit committee must be made
by a resolution issued by the ordinary general assembly. The audit committee must be formed
from the non-executive directors, whether the shareholder or others, provided that the number
of its member is not less than three and not exceed five.#”® The ordinary general assembly is
responsible for the setting out the duties of the audit committee and regulations of its work as
well as the remuneration of'its directors. The audit committee’s meeting will be only valid upon
the attendance of majority members. Furthermore, Article 102 provides that the resolutions can
be issued by the attendees’ majority votes. However, in the case of a tie, the chairman will have

the casting vote.*”’

474 1bid, at Article 126(4)
475 bid, at Article 126 (1).
476 CL 2015, Article 101.
477 |bid, Article 102.
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The CL 2015 provides the audit committee with a with the power to monitor the company’s
works, review the company ’s registers and statements and ask for any clarification or statement
from the board of directors or executive management. Moreover, the CL 2015 gives the audit
committee the power ask the board of directors to call for the general assembly meeting, if the
board of directors obstructs its work or the company is exposed to severe damage or loss.*’
Lastly, the auditing committee must review the company’s financial statements, reports and
notes that were submitted by the auditor; opine thereon and prepare a report about its opinion
as to the adequacy of the internal control system in the company and any other works included
in the scope of its competence. The board of directors shall lodge sufficient copies of such
report in the head office of the company at least ten days before the date of the general assembly
meeting and provide any shareholder, who desires so, with a copy. the report shall be recited
during the general assembly meeting.*'®

Secondly, Article 95 introduced cumulative voting as a mandatory requirement under the new
CL 2015 when electing the members to the board of directors, whereby ever share shall not be
counted more than once.*®® This is a significant addition to the CL 2015 which aimed at
providing minority shareholders with the increased opportunity to elect their representatives to
the board.*®! Thirdly, the CL 2015 states that a director may not simultaneously occupy the
post of chairman and any other executive post.*®? Under the CL 1965, the chairman was
permitted to combine his position with any other executive position. Fourthly, the CL 2015 has
significantly increased the penalties for violations of the Companies Law. Under the CL 1965,
the penalties were considered weak as the maximum fine was SAR 20,000 and the maximum
prison sentence was only one year. 3 However, the CL 2015 specify the types of violations
that warrant criminal sanctions and sets out clearly defined penalties. Under the CL 2015,
violations of the CL 2015 could result in a fine of SAR 5 million as well as jail sentence for
up to five years.*®* It is evident that the reforms brought in the CL 2015 had a significant
impact in the context of corporate governance. The CL 2015 has provided a more appropriate
legal framework for corporate governance to thrive and will contribute to a more fair and

effective corporate governance principles.

478 |bid, Article103.
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6.5 Sharia law and Directors’ Duties

Since the founding of the Saudi state, Sharia law has been widely recognised as the
foundation of the state. As previously stated in Chapter 3, in1992 the Saudi government
officially introduced the Basic Law of Governance which explicitly stated that the Quran and
the Sunnah (the teaching and actions of Prophet Mohammed PBUH) is the only constitution
of Saudi Arabia. Several authors have highlighted the role of Sharia law in the duties of
directors in order to develop Islamic corporate governance. These duties must be tested
against Sharia law and those that are consistent will be accepted and those that are not should
be rejected.*8°

Contractual liability in the context of Sharia can be divided into two parts depending on the
type of legal transaction. The first type is in relation to what is known as Dhaman contracts
and the second type of contract is known as Amanah contracts. Dhaman contracts referred to
a contract of guarantee where the guarantor underwrites any obligation or claim that should
be fulfilled by the owner of the asset and held accountable under any circumstances.
Contracts of sale and loans are examples of this type of contract. The second type of contract
is Amanah contracts whereby the recipient of money or a commodity is considered a trustee,

examples include agencies and all forms of companies. &

Sharia law requires that any person who is recognized as a trustee must avoid any conflicts of
interest and insider dealing which considered as fundamental elements in the fiduciary duty
of loyalty.*®” Form Sharia perspective, a trustee is personally held liable in cases of
negligence or aggression. The concept of negligence is recognised as the absence of care in
the maintenance and the protection of commodities or money that have been placed in the
care of a trustee. Additionally, the term ‘negligence’ also includes a breach of duties by the
trustee. In relation the level of care expected from a trustee, Islamic scholars have clarified
this position by stating that as the adequate level of diligence that experts consider is

acceptable under normal circumstance.*8®

485 Baydoun, N and Willett,R. (1997). Islam and Accounting: Ethical Issues in the Presentation of Financial
Information. Accounting, Commerce and Finance: The Islamic Perspective. 1(1), p.1, also see Lewis,M.
(2001). Islam and accounting.Blackwell Publishers Ltd, 25( 2), p.103

486 \Wahbah, Z.(1967).Islamic Jurisprudence in its new style, Dar Alkitab, Damascus, p.580

487 Beveridge,N (1991).The Corporate Directors Fiduciary Duty of Loyalty: Understanding the Self-Interested
Director Transaction, DePaul Law Review, 41, p.688.

488 Siraj,M, (1993). liability of aggression in Islamic jurisprudence compare to tort liability in Law, Dar
Alddirasat Aljame’eiah, Beirut, pp.251-257
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In relation to aggression, Islamic scholars pointed out that acts that directly or indirectly
cause damage to the money or the commodities constitute aggression. In addition, acting
beyond powers would be included in the meaning of aggression in Sharia.*®® The pretence of
being skill or competent when one is not can fall within the meaning of aggression and the
person will be held liable for the damage caused their actions.*%

This section will aim to identify the duties of directors from Sharia perspective. However, in
order to achieve this aim, it is crucial to gain an understanding of the position of the director
in the context of Sharia. In Islamic literature, there are several types of companies that can
exist within the context of Sharia. The first type is referred to as Mudharabah, which is an
arrangement where a single investor or a group of investors entrust an entrepreneur, known as
Mudharib, with capital. This capital is then used to commence trading and then gives the
investor their principle investment together with a pre-agreed percentage of the profits and
the remaining percentage is kept by the Mudharib as compensation for his time and effort.
However, If the business fails, the investor bears all the capital loss and the Mudharib losses
would be limited to his time and effort.*®* This was unanimously approved by Muslim
Scholars which stated that the profits are ought to be shared in the agreed upon percentage
and the losses are shared in the same amount as invested capital.*®? In the context of
companies, the board of directors are recognised as Mudharib and the Shareholders are
recognised as the capital owners.*®® Sharia scholars assume that the director (Mudharib) is
an agent and therefore, must act in a certain manner and within the agreement between him
and the shareholders.*%

Normal agents must work in an instructed manner whilst a Mudharib has greater powers. A
Mudharib should not undertake any harmful action to the people who trust him and must
work in their best interest and within his powers. However, Mudharib will not be held
accountable for the losses unless it was due to his negligence or aggression whereby he will

be accountable for the damage.**°
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6.5.1 General Duties under Sharia law

This section will discuss the recognised duties of directors from a Sharia perspective. Whilst
some authors have advocated that from a Sharia preceptive directors’ duties are based on the
principles of accountability, transparency and trustworthiness. It was argued that this does not
provide the full view of Sharia. Whilst the principles mention only considered the
prescriptive duties, which requires actions by the director, it ignores the proscriptive duties,
which requires restraint on the part of a director.*® For instance, the duty to promote the
success of the company is balanced with not accepting any benefits from third parties.

6.5.2 Duty to act in Good Faith

From a Sharia viewpoint, the duty to act in good faith has been recognised through the
concept of stewardship. This is view is demonstrated by a Hadith from the Prophet
Muhammed PBUH, when he stated ““ All of you are guardians and are responsible for your
wards and things under your care’’*” As guardians, the directors are responsible to act in the
best interest of the company to achieve its success. The promotion of the success of the
company is not considered to be limited to the realisation of profit for the shareholder but
must also take into account the interest of all stakeholders. Furthermore, the profit must be
achieved in compliance with Sharia. In other words, equitable distribution of wealth to all
stakeholders in the form of Zakat (alms giving), the prohibition in dealing with interest
(usury), fraud and insider dealing.**® Honesty and fair dealing are considered as a
fundamental business rule in Islam, therefore, an owner of a business or director of a business
must act in a highly ethical manner and must not deceive or exploit others. Moreover, listed
companies are considered as Mudharabah within the Sharia context and the board of directors
are viewed as Mudharib that have been trusted by the capital owners(shareholders) to run the
company. The Mudharib is required to produce good financial returns by investing the capital
in a diligent manner that avoids unusual risks that will ensure the long-term success of the
company. Islamic scholars have stated that a Mudharib is considered to be a trustee and must
not take any unusual risk otherwise he will be held personally liable towards the aggrieved

party.4%

49%6Malekian, E. and Daryaei, A. A. (2010). “Islamic Values Forward into Better Corporate Governance
Systems.” Available at http://www.globalresearch. com.my/proceeding/icber201 Last accessed 22/5/2018.
491 al-Almany, M. (2009). Sahih Bukhari. 1st ed. Riyadh: Darussalam, p.209.
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6.5.3 Duty of Care

Islam has emphasised the importance of acting with efficient care over 1400 years ago.
Islamic texts have recognises the duty of exercising reasonable care, skills and diligence. This
was demonstrated in a Hadith of the Prophet Muhammed PBUH where he stated “‘If any of
you undertakes to do any work, God loves to see it, do it well and with efficiency.”>* From a
Sharia viewpoint, if a Mudharib does not exercise reasonable care and diligence he will be
liable for any damages created his actions.>*

6.5.4 Duty to act within powers

Islamic scholar takes the view that a Mudharib is limited to the powers stipulated in the
agreement between him and the shareholders. Any action that deviates from the agreement is
deemed as aggression. Therefore, acting beyond the powers is prohibited under Sharia law
and a director will be held liable for the damages suffered by his actions.>%?

6.5.5 Duty to avoid conflicts of interest

A director of a company is forbidden from placing themselves in situations where he has or
can have, direct interest from any transaction that made for the company unless authorised by
the shareholders. According to Sharia law, private interest is subordinate to the public
interest. Therefore, if a director is faced with a situation where his personal interest conflict
with the interest of the company, the interest of the company must always prevail, otherwise

he will be in breach of his duty.®%

6.5.6 Duty not to accept profits from third parties

The principles of Sharia law prohibits directors from receiving any unauthorised benefits
from others under any circumstances. This is illustrated by a Hadith from the Prophet

Muhammed PBUH when he appointed a man with the task of collecting zakat and in the
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%01 Tbn Qudamah, M., Faris, M. and Sa‘dant, M. (1994). al-Kafi fi figh al-Imam Azmad ibn Hanbal. Beirut: al-
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process of collection, the man accepted a present from a third party. The prophet said ““Why
hadn't he stayed in his father's or mother's house to see whether he would be given presents or
not?” This Hadith reveals that an employee, including company directors, must not accept

any benefit from third parties under any circumstance.

6.6 Fiduciary duties of Director in Saudi Company law

The governing laws of most companies provide that the company shall be managed by the
board of directors. It has been recognised by the courts that the relationship between the
director and the company is a fiduciary duty. Moreover, the duty of loyalty and care has been
recognised in numerous cases as the core fiduciary duties.®* In spite of this wide recognition
of those duties, the Saudi companies Law 2015 has no specific mention of the fiduciary duties
of directors. It was argued by Al Rimawi that the concept of fiduciary duty is generally
underdeveloped in the Middle East.>® The Saudi legislator has failed to clearly define the duty
of care in the CL 2015 which makes it difficult to hold directors accountable for their breach
under Saudi law. It may be assumed that despite the lack of specific mention of the duty of care
and loyalty in the Saudi Company law, Saudi law does recognise the concept directors fiduciary
duties. As previously mentioned in Chapter three, Sharia law is the constitution of Saudi
Arabia, therefore, the role of Sharia is to reject inconsistencies with theits principles and
develop ways to deal with specific issues where there is no legal precedent.>® Therefore, even
if the CL 2015 fails to clearly mention these duties, they have been addressed under Sharia law.
This was demonstrated in the case of the chairman of ABDAR company where he was sued on
the grounds of negligence when the chairman failed to arrange the required loan of $13 million
which caused huge losses to the company. The Commercial court at the Board of Grievances
ruled that the chairman was negligent and was liable to the company for the damages by
breaching his duty of care.®®" In relation to the duty of loyalty, which is defined as the avoidance

of conflicts of interests,® the CL 2015 prohibits conflicts of interest,>®® however, it is
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recommended that for the sake of clarity and certainty, the concept of fiduciary duties should
be clearly specified in the CL 2015, instead of being scattered in principles and regulations.

6.7 General duties

6.7.1 Conflicts of interest

The duty regarding conflicts of interest is addressed in article 71 of the CL 2015 and states that
member of the board of directors of JSC “should not have any interest whether directly or
indirectly, in the transactions or contracts made for the account of the company, except with an
authorization from the Ordinary General Assembly, to be renewed annually”.’!® The Saudi
Companies Law 2015 amended the provision of conflicts of interest set out in the 1965 CL and
added the requirement that the interested member shall not participate in voting on the
resolution to be adopted on. ®** The member must inform the board of directors of any interest
he may have in the transactions or contracts made for the account of the company and the
declaration must be recorded in the minutes of the meeting. If the member of the board of
directors fails to disclose his or her interest, the company or any related party may recourse to
the court to invalidate the contract or oblige a member of the board to pay compensation for
any lost profit or interest gained from the director’s undisclosed interest.%?

Whilst the CL 2015 amended the provision regarding conflicts of interest some may argue that
there is still more room for development. For instance, the word ‘interest’ is not clearly defined
in the Saudi Companies Law 2015. The Law does not state that the only kind of interest is a
financial interest and the Saudi Companies Law 2015 does not specify the kind of interest that
falls under this provision. This may not be considered a point of contention in the United
Kingdom; however, this is a significant point for Saudi companies for reasons unique to the
region and specifically to Saudi Arabia. Saudi Arabia contains many tribes and that creates an
environment of social networks which are interwoven and extremely complicated. The broad
language and the lack of a clear definition of the term ‘‘interest”” could open the door for
disputes brought to the courts for reasons that are not purely financial but more social and

political.
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6.7.2 Non-competition

Article 72 of the CL 2015 provides that a director of JSC must not, without authorisation
renewed annually from the ordinary general assembly, participate in any commercial activity
that is in competition with that of the company.>!® If a director breaches the duty set out in
Article 72, the company has the right to seek damages under Article 78(1) of the CL 2015.
However, the issue of a director competing with the company for third-party accounts has not
been addressed in Article 72.

6.7.3 Errors of Judgment

Article 78(1) of the Saudi Companies law states that members of the board of directors of JSC
will be held responsible for damages sustained by the company, the shareholders or third parties
due to their maladministration of the affairs of the company or if they violate the provisions of
the Companies law or the company’s articles of association. Directors will be liable if a
wrongful act arises from a resolution issued and adopted by them.*'* Article 78(1) of the Saudi
Companies Law 2015 does not define what constitutes ‘maladministration’.

The broadness of the language used in Articles 78 and may prompt management liability for
even minor mistakes thus making directors and managers overly cautious and may discourage
them from pursuing business opportunities or avoid certain transactions with even moderate

risk of fear of falling foul of such provisions.

6.7.4 Act within the scope of powers.

Whilst the board of directors of a JSC enjoy full powers in the management of the company to
achieve its purposes under Article 75, the board directors will be held liable for ‘wrongful acts’
that arise from a resolution issued by them. It may be inferred that ‘wrongful acts’ in this
context may in some circumstances also include: not acting honestly, abusing his or her powers,
not exercising reasonable skill and care in performing their duties and not acting in the best
interest of the company. This Article should have been included more provision that state what

constitute wrongful acts.

513 bid, Article 72.
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6.7.5 Management Liability under Companies Law 2015

The managements’ liability is regulated in CL 2015 and can found in Article 78(1) the
provisions state that any person(s) involved in the management of a company will be held
personally and jointly liable to the company, the shareholders and third parties for the violation
oftheir duties under the Companies Law, breaches of the company’s articles of association and
errors of management. Liability for acts of fraud and forgery are expressly mentioned in the
wording of Articles 78(3). In the case of JSC directors, the Liability for fraudulent acts is based
on a majority decision by the board. As for majority decisions, dissenting members of the board
cannot be held liable, provided that their objection is recorded in the minutes of the meeting.>*
A director who was absent from the meeting at which a resolution was adopted will not be
released from liability unless he can prove that he was not aware of the resolution or unable to
object to the decision after becoming aware of it.>*® The liability claim against a director or a

is limited to five years from the end of the fiscal year after the harmful act occurs.>’

6.7.6 Fraudulent Acts

The directors of a JSC and the managers of an LLC are liable for damages or loss caused by
their fraudulent actions.>!® However, ‘fraud’ is not defined by in the law. One of the various
definitions of fraud under Islamic law is “where there is a matter that is concealed by one party,
where it (this concealment) can raise a sense of inequality as well as tyranny to another party”°°
it remains uncertain whether the Saudi courts will apply such a definition in assessing in the

liability of company directors.

6.7.6 Infringement of the Company’s Articles of Association

Articles 78(1) state that violations of the company’s articles of association will render a director

liable for damages sustained by the company, the shareholders and third parties. The articles
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of an associatation may not relieve any director from any duty imposed in the provisions of the
CL 2015. However, they may introduce additional duties to a director.

6.8 New Corporate Governance Regulations 2017

This section will discuss the newly issued Saudi corporate governance Regulation and
examine the extent to which the Saudi corporate governance Regulation has been developed.
Accordingly, the section will be separated into serval sections. The first section will provide a
general overview of the motives and the timing for the issuance of the new Corporate
governance regulation (CGR 2017). The second section will then examine the key definition
provided in the CGR 2017. Thirdly, the key provisions governing the rights of the
shareholders, the board of directors, composition of the board, board’s sub-committees and

the relationship between the board and the stakeholder will be discussed.

6.8.1 Overview

In 2006, the Capital Market Authority(CMA) issued its first corporate governance regulations
in Saudi Arabia, which then included 19 articles distributed on five parts. At that time,
corporate governance concepts and principles were new to the Saudi capital market. The
concept of corporate governance itself was strange to the Saudi economy.>2° For these reasons,
the governance regulation was mostly indicative. The first article stated at the time that
corporate regulation is indicative unless the text includes some of the mandatory provisions
contained therein.>?* However, the new CGR 2017 imposes itself as a mandatory regulation
consisting of 12 parts and 98 articles in addition to a model of the remuneration schedule for

board members.

6.8.2 Timing and underlying objectives of the CGR 2017

The underlying objectives of the new CGR 2017 are driven by the desire of the Ministry of
Commerce and Industry (MoCl) and the CMA to renew, highlight, and prioritise the

importance of corporate governance in listed companies in a practical manner. Indeed, the
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benefits achieved by high-quality corporate governance are not only limited to companies, but
they also exceed them and extend to benefiting the economy directly due to the role played by
sustainability and growth of companies in boosting the economy and increasing the Gross
Domestic Product (GDP).5%2

In April 2017, the CMA replaced the 2006 Saudi Corporate Governance Code with newly-
approved CGR 2017, for companies listed on the Saudi Stock Exchange (Tadawul). These
updated regulations came as a welcome step as it provided shareholders and board members
with enhanced rights, giving a sense of clarity and transparency to their actions, and defining
their respective roles and responsibilities.

The publication of the CGR 2017 at this particular time is part of the effort by the CMA to
harmonise its own rules with Companies Law 2015 (CL 2015). Recently, Saudi Arabia has
concentrated its efforts on attracting additional foreign investment by opening Tadawul to
direct foreign investors for the first time. This required enhancing the regulatory oversight of
listed companies on Tadawul, and reworking its standards so they are in line with those of

leading global exchanges.®?3

The timing of the publication of CGR 2017 is of critical importance given that Saudi Arabia
is at the midst of implementing Vision 2030. Vision 2030 is a royally-decreed initiative that
aims to create a more diversified economy in Saudi Arabia and the reduction on the dependency
on oil.>?* This would be achieved by restructuring state-owned enterprises and creating several
stable programmes designed to reduce unemployment, promoting foreign investment and

increasing the participation of the corporate sector in Saudi Arabia.®?®

The MoCl and the CMA conducted a comprehensive review of regulations for the work of
listed companies in light of the provisions of the CL 2015. The updated corporate governance
regulations in light of provisions of relevant Saudi regulations and the best international
practices in this field. To this end, they reviewed several regulatory rules in both Arab and
international experiences, including governance principles set by OECD, Basel Committee on

Banking Supervision (BCBS), the International Governance Network (ICGN), the
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International Financial Institute (11IF) and the UK Corporate Governance Code as well as
corporate governance rules applied in the GCC countries.>?® Additionally, the MoCI and the
CMA did benefit from the main principles of corporate governance in Saudi banks, which are
all listed companies and the regulation of governance in insurance companies, which are also
listed companies issued by Saudi Arabian Monetary Authority.>?’ This regulation has been also
concerned, in particular, with rights of shareholders in listed companies, such as their rights to
fair treatment without discrimination, access to information that enables them to exercise their
full legal rights and rights of other stakeholders in these companies. All these rights were
ensured and confirmed by the CL 2015.52% The regulations came to put these rights within a
comprehensive governance framework to protect them from any breach or infringement and
place legal safeguards that establish the stability of Saudi stock market and achieve fairness

integrity and transparency in transactions of all companies.

The main objectives of the 2017 CG regulations can be summarised as follows; a) improving
the role of the company’s shareholders and enabling the exercise of their rights; b) clarifying
the roles and responsibilities of the board of directors, the committees and executive
management, and the company’s decision-making mechanisms; c) achieving greater
transparency, impartiality, openness and competitiveness on the market and in the business
environment in general; d) dealing with, avoiding, and disclosing conflicts of interest; e)
enhancing accountability and internal control mechanisms for company employees; f)
protecting the rights of stakeholders; g) supervising corporate action; and h) raising the
professional standards of listed companies.®®  The next section will highlight the key

definitions of the new Corporate Governance Regulations

6.9.Key Definitions

6.9.1 Non-executive and independent directors

The biggest obstacles that faced implementing the concepts of corporate governance in Saudi
Arabia is the types of membership in the board, as the board consists of independent, executive
and non-executive members. The companies faced a problem in applying the previous

regulation for lack of clarity in details. The member could have been independent and non-
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executive at the same time, however, the new regulation provided more explanation of the
meaning of independence and the meaning of the non-executive member

The CGR 2017 defines an independent director as ““a non-executive member of the Board who
enjoys complete independence in his/her position and decisions and none of the independence
affecting issues stipulated in Article 20 of these Regulations apply to him/her.”%% Additionally,
A non-extensive director has been defined as “a member of the Board who is not a full-time
member of the management team of the Company and does not participate in its daily

activities°3!

6.9.2 Related parties

In comparison to CGR 2006, the new regulations provide an elaborate list of persons that are
considered ‘related parties’. The following list is intended to identify and avoid any situation
that may raise conflicts of interest. According to the CGR 2017, the following persons are
considered ‘related parties’:
a) Substantial shareholders of the company
b) Board members, their affiliates and their relatives
c) Senior executives, their affiliates and relatives
d) Board members and senior executives with a substantial shareholding of the company
e) Entities, other than companies, that are owned by board members, senior members, or
their relatives
f) Companies in which board members, senior executives, or any of their relatives, are a
partner or founder
g) Companies in which any board members, or their relatives, are a member of the board
of directors or are one of its senior executives
h) Listed companies in which members of the board, members of the senior management
team, or any of their relatives, own 5% or more
i) Companies which are under the influence of any board members, senior members, or
any of their relatives, even if this is limited to these persons giving advice or guidance
J) Any persons whose advice and guidance is influential on the decision of the company,
its board and the senior executives

k) Holding companies or their subsidiaries

%30 CGR 2017, Article 1.
%31 |bid.
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This list of what can be considered to be ‘related parties’ gives an early indication of the
approach and the attention to detail that the CMA has taken while drafting the new provisions,
and stands in stark contrast to the vague language used in the CGR 2006.

6.9.3 Relatives

Unlike the previous CG regulations, where the definition of relatives extended to the first
degree, the new regulations broaden the definition of relatives up to the fourth degree taken
into account the cultural and social environment in Saudi Arabia. This is considered as a key
definition as the Saudi Arabian culture takes the family as the basis for loyalty, in contrast to
western countries such as the US and the UK is macro-level founded on social ideas.>*?

6.10 Key provisions in the CGR 2017

6.10.1 Shareholder rights

The CGR 2017 give attention to shareholders, as they are the first to be affected when there is
any manipulation or negligence in the company’s management because they may lose their
investment. Through the General Assembly, shareholders can vote and influence the
company’s decisions. They may also bring sole or collective liability claims for board members
according to the conditions stipulated in the Companies Law.>*® When shareholders are active
in communicating with the company and engaging with it in talks on strategic objectives and
other topics, this reinforces the board’s role in noting that there are those who monitor and
follow it up. The new CGR 2017 provides fundamental rights to shareholders by stating that
they must be treated fairly and equally by the company and that the board of directors is obliged
to seek to protect shareholders’ right.>3* The CGR 2017 also ensures that shareholders are not
discriminated against by members of the board or the executive management and are granted
access to all and any of their rights. However, the CGR 2017 does not amend the procedure of
electing board members and maintains the use of cumulative voting when electing members of
the board whereby it is not permitted to use the voting right of single share more than once thus

enabling minority shareholder to get their representatives on the board. °°
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In its internal policies, the company must specify the exact procedures that are necessary to
guarantee that all shareholders are free exercise their rights, including: the right to access the
books and document (including information about the company’s activities, and its operational
and investment strategy)>®; the right to supervise the performance of the company and its board
members; the right to hold the board members accountable for any breach of the company’s
by-laws, and to file liability lawsuits against them, or to request the nullification of the
resolutions of the general and special shareholders assemblies®®’; and the right to attend and
vote in general assemblies, and on the selection of board and audit members.>*® Additionally,
the new regulations require that the board of directors provide clear mechanisms for the
distribution of dividends.>*° Additionally, the CGR 2017 restricts shareholders from interfering
in the operation of the board or the executive management, unless the shareholder is a member

of the board, or by way of the ordinary general assembly.>4

6.10.2 The Board of Directors

In Articles 16-40, the new regulations provide detailed conditions governing the members of
the board of directors, including the chairman, the independent and non-executive directors,
and the secretary of the board. These articles cover matters such as board, composition,
appointments, conditions for memberships, and termination of the board. They also include
elaboration on the independence issues relating to an independent director; the responsibilities
and competencies, duties (including duties of the executive management); oversight over
executive management; duties of the chairman; agenda setting; board meeting procedures and
activities; compliance with regulations; and rules on developing policies regulating
relationships with stakeholders.

The executive management by virtue of its position, the practice of daily work and taking usual
decisions, provides plans to run the company’s business and propose higher strategic objectives
for presenting them to the Board of Directors. which in turn reviews these plans, objectives and
discusses them with the executive management to approve them. Hence, the importance of the
Chairman of the Board’s role has been widened under the CGR 2017 and it provides he must
to encourage members to engage in meaningful discussions and to evaluate the executive

management project in order to develop it and approve it in the final form.>*! In addition,
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Article 24 is one of the most important Articles of the new regulation and monitoring its
application is very important. Article 24b states that: “it is not permissible to combine the
position of Chairman of the Board with an executive position in the company, including the
position of managing director, even if the company’s statute stipulated otherwise”. °4?
Moreover, Article 24b provides that: “In all cases, a person shall not have absolute power to
make decisions in the company”.>*® According to the CMA annual report in 2015, the
combination of the post of the chairman and the CEO is considered to be one of the most

violated provisions.>*

6.10.3 Composition of the Board

The composition of the board has been set out in Article 16 and provided that the number of
members is not less than three and not more than eleven, and it also requires that the majority
of the board be non-executive. Of that number, at least two persons, or a third of total members,
must be independent (whichever is greater).*® The regulations list conditions for the
membership of the board, as well as their independence, ability to lead and guide, financial
knowledge, and physical fitness.>*® CGR 2017 also provides an improved list of issues that
would negate the independence of a director, including:
a) “Owning 5% or more of the shares of the company or any of the company’s affiliates,
or a relative (up to the fourth degree) who owns such percentage.
b) If he/she represents a company that holds 5% or more of the shares of the company or
any of its affiliates.
c) If he/she is a relative of any member of the board of the company or any of the
company’s affiliates.
d) If he/she is a relative of any senior executives of the company, or the any of the
company’s affiliates.
e) If he/she is a board member of any company within the group of companies for which
he/she is nominated to be a board member.
f) If he/she has worked either as an executive or an employee of the company or its

affiliates in the past two years, including any consultancy roles.
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g) If he/she has any direct or indirect interest in the businesses and contracts executed for
the company’s account.

h) If he/she receives any remuneration in addition to the remuneration paid for his/her
directorship role.

i) If he/she engages in any competing business.

j) If he/she served as a director of the company for more than nine years (consecutive or

inconsecutive).”®*’

6.10.4 Assessment of the Board’s Performance

The new regulations have enhanced the board’s power in the oversight of executive
management, giving the board of directors the authority, based on the recommendation of the
nomination committee, to develop the necessary mechanisms to annually assess the
performance of the board, its committees, and the executive management, by using key
performance indicators linked to the achievement of the company’s strategic objectives, the
quality of risk management, and the quality of risk control.>*® Additionally, the new regulations
permit non-executive directors to carry out periodic assessments of the chairman, subject to
obtaining the opinions of executive directors, without the presence of the chairman in the
discussions. Non-executive directors are responsible for identifying the weaknesses and
strengths of the chairman and if required, proposing solutions which are in the best interests of

the company.>*®

6.10.5 Dealing with Conflicts of Interest and Related Parties

Matters regarding conflicts of interest are detailed in Article 42-49 of the new regulations,
including the avoidance, assessment and disclosure of conflicts of interest. The board of
directors must develop an explicit and written policy to deal with actual or potential situations
involving any conflict of interest which may affect the performance of the executive
management, the board of directors, and employees of the company when dealing with the
company or other stakeholders.>*® The policy must include guidelines for informing board
members, substantial shareholders, senior executives and employees about how to avoid

situations that may lead to conflicts of interest. The policy must also include illustrated
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examples of situations that are relevant to the company’s activities and provide clear
procedures for disclosing such interest. Furthermore, the policy must include the authorisation
procedures in cases of actual conflicts of interest. The CGR 2017 provides that the policy must
incorporate the obligation to consistently disclose situations that may lead to a conflict of
interest, and the obligation to abstain from voting or taking part in the decision-making process
if there is a conflict of interest. As well as clear procedures when the company enters a
transaction with a related party, the policy must include a stipulation to notify the CMA and
the public without any delay of any contract or transaction with related parties, if it equals or
exceeds 1% of the company's revenues, according to the last annual financial statements.>*!
The CGR 2017 emphasise that board members must perform their duties with honesty and
dignity, and prioritise the interests of the company over their own, must protect the
confidentiality of all information relating to the company and must not disclose any
confidential information to any person. Finally, the new regulations have included an additional
rule for members of the board or senior directors, forbidding them from accepting gifts from

any persons who have entered into a commercial transaction with the company. 5°2

6.10.6 Competing with the company

The new regulations did not change the requirements for members that wish to engage in
businesses that may compete with the company; however, they elaborate on the original
provisions and dedicate Articles 46 and 47 to covering such instances. The CGR 2017 states
that any board member who wishes to compete with the company is under an obligation to
notify the board of the nature of the competing business they wish to engage. The statement
must be recorded in the minutes of the board meeting and the board member must abstain from
any voting on related decisions in the board meeting and general assembly. The chairman is
tasked with informing the general assembly of the competing business that the board member
wishes to engage in. The general assembly may choose to authorise or reject such engagement,
and if authorised, this authorisation must be renewed annually.>>® However, if the general
assembly rejects the renewal of the authorisation, the board member must resign or have their

membership terminated, unless they withdraw from such contracts or transactions. >%*

6.10.7 Boards’ sub-Committees
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What is indicative in the new regulation is the increased attention to the boards’ sub-
committees. The new regulation added a new committee; the risk management committee
and elaborated on the work of this committee. The Addition of this committee is seen an
important development in corporate governance in Saudi Arabia. In this sense, the decision
maker is aware of the importance of studying and analysing risks in the company. This is
done through institutional work and periodical reporting.

The CGR 2017 requires the formation of four committees within a company, including;
auditing, remuneration, nominations, and risk management. These new regulations also
authorise the board of directors to create other committees if they deem it necessary; for
example, a corporate governance committee.>>® The CGR 2015 states that each of these
committees must contain a ‘sufficient number of non-executive directors’>*® and that they are
chaired by an independent director. The CGR 2017 also requires that all members of the
committees comply with the principles of truthfulness, honesty, loyalty, and care, and to
prioritise the interests of the company and its shareholders over any personal interests.>’
Also, the chairman of the board is prohibited from being a member of the audit committee;
however, he may be a member of the remunerations, nomination and risk management

committee, provided he does not chair of any of these committees.>*®

The CGR 2017 permits all sub-committees to seek the assistance of an expert or specialist,
whether internal or external, in performing their duties. Article 52b states that the name of the
expert and his relation to the company and its executive management must be recorded in the
minutes of the committee meeting.®*® The CGR 2017 prohibits the attendance of any member
of executive management attend these committee meetings unless the committee requests
their assistance. This is to ensure its independence and limit any influence that may be

exerted upon its members.

6.10.8 The Risk Management Committee

The risk management committee is a new type of committee established by CGR 2017.

Article 72 provides that the risk management committee should comprise of at least three
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members, the chairman and the majority of its members must be non-executive directors and
have an ‘adequate’ level of knowledge in risk assessment and finance.

The risk committee is tasked to develop comprehensive policies for risk management which
are consistent with the nature of the company’s activities, monitor their implementation, and
review and update them regularly. The committee is also authorised to determine what it
deems an acceptable level of risk for the company and providing recommendations for the
management of risks that threaten the company’s continuation during the following 12

months. >0

6.10.9 The Corporate Governance Committee

The new regulations give the board of directors the option to establish a corporate governance
committee to oversee any matters relating to the implementation of governance and to prepare
annual reports for the board for directors. However, the establishment of the corporate
governance committee is left at the discretion of the board of directors.*! Although this article
of the regulation is not compulsory, it does not specify the types of directors that sit on this
committee. The ambiguous drafting of this article may allow directors to set up the committee

without the supervision of an independent and non-executive directors.

6.10.10 Regulating the relationship with Stakeholders

The CGR 2017 stipulates that the board of directors must put in place clear and written policies
and procedures that regulate the relationship of the company with all stakeholders. The aim of
this provision is to ensure the protection and safeguarding their respective rights. The policy
must include the following:

1) “Details of compensation for any damages to the stakeholders as a result of breaching legal
or contractual rights.

2) Procedures resolving complaints or disputes that may arise between the Company and the
Stakeholders;

3) Methods for building good relationships with customers and suppliers.

4) Rules for professional conduct of Company managers and employees, that are prepared in

compliance with the proper professional and ethical standards, and regulate their relationship

560 Article 71 (3)(Guiding Article).
%61 Article 95 (Guiding Article)
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with Stakeholders, subject to the Board establishing mechanisms for supervising the
implementation of, and compliance with such rules.

5) Details of the Company's social contributions.

6) Ensuring that the Company's transactions with Board members and Related Parties are
entered into on terms identical to the terms of transactions with Stakeholders without any
discrimination or bias.

7) The right of stakeholders to obtain any information relevant to their activities to enable them
to perform their duties.

8) Treating Company employees pursuant to the principles of justice and equality and without

discrimination.”®%2

It worth noting that the article regulating the boards’ relation with stakeholders is one of the
twenty articles that are intended to be indicative rather than mandatory. Regulating the
relationship between the board and the stakeholders is indeed a welcomed step, however, the
compliance with of this Article is optional. This policy and its impact will be discussed further

in chapter seven.

6.11 Conclusion

This chapter examined the enactment of the new Saudi Companies Law 2015. The chapter
discussed the need for reforming the old Saudi Companies law and presented the key changes
in the new legislation. The new companies law provides serval provisions that enhance the
good practice of corporate governance. The CL 2015 also provides shareholders with
improving right and protection. One of the major changes introduced in the new companies
law was the recognition of the audit committee in the legislation. The new law gives the audit
committee greater independence and authority. The CL 2015 also added a provision that
prohibits a director to simultaneously occupy the post of chairman and any other executive
post>®® In the previous law, the chairman was permitted to combine his position with any other
executive position.

The chapter also discussed the duties of directors under Sharia law. The fiduciary duties of
loyalty and care have established in Islam over 1400 years ago. However, it was argued that

these duties were not clearly specified or defined in the current Saudi companies law. It was

%62 CGR 2017, Article 83.
563 CL 2015, Article 81.
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pointed out that there was a lack of certainty over a number of directors’ duties, in particular
fiduciary. In fact, it was suggested that these duties need to be clarified and clearly specified in
the companies law, rather than depending on the scattered range of rules and principles outside
the legislation which will only add to the current uncertainty. The second part of the chapter
described the key features of the new corporate governance and the objective and the timing of
the publication. It was observed that the introduction of the new CGR 2017 was due to a number
of factors. Firstly, the publication of the regulation was to respond to the changes in the new
Saudi law. Secondly, the timing of the CGR 2017 is of crucial importance. The Saudi Vision
2030 was issued in 2016 which aims to have a huge impact on the diversification of the Saudi
economy, increasing foreign direct investment and restructuring state-owned enterprises.

This chapter also provided an overview of the most significant changes in the new regulation.
The publication of the new regulations is an important development in corporate governance
Saudi Arabia with far-reaching effects on the integrity of the capital market. The new regulation
is a significant addition to the Saudi economy, as its serious application and monitoring its
implementation may represent a shift in the management of listed companies.

After reviewing the Saudi company law and corporate governance legal framework in Saudi
Arabia, the following chapter will review the current practices of the Saudi corporate

governance concerning the board of directors in the light of those in the UK.
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Chapter Seven

The Board of Directors in Saudi Corporate Governance as
Compared to the UK
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7.1 Introduction

This chapter will debate the key research question, namely whether the current Saudi
corporate governance attains international standards using the UK best practices as a
benchmark. This chapter will review and compare the current practices of the board of
directors in Saudi Arabia and in the UK. The chapter will be separated into several sections.
The first section will examine the duties and responsibilities of the board of directors. The
structure of the board and the types of directors will be considered in the second section. The
third section will discuss the sub-committees with a focus on the audit, remuneration, and
nomination committees. The fourth section will examine board members’ remunerations. The
final section will examine gender diversity in the boardroom.

court reporting, which makes interpreting Saudi law significantly more challenging.
Therefore, it is not always possible to arrive at a conclusive interpretation of how a certain

court would deal with a particular case.

7.2 Board of Directors’ Duties

Following the scandals that led to the collapse of Enron, the WorldCom Company, and the
Parmalat enterprise, the corporate board has been at the centre of attention in the debate on
corporate governance reform. It is argued that the board of directors’ extensive powers in
managing the company creates an opportunity whereby the board of directors may depart from
the company’s objectives and mismanage the company’s affairs. ®** To combat this,
international corporate governance principals outline a number of rules that board members
must comply with whilst performing their duties. Some company law jurisprudence states that
the relationship between a company and its board of directors is a principle-agent relationship,
in that it encourages the notion that the board members owe a fiduciary duty to the company.>®®
It is apparent in the literature that a fiduciary duty is separated into three main duties, the duty
of care, the duty of loyalty and the duty to act within powers.>%®

Principles regarding this responsibility are sustained by the OECD principles on corporate

governance, which states that the fiduciary duty is implied in board members’ obligation to

%64 Adams, R., Hermalin, B. and Weisbach, M. (2010). The Role of Boards of Directors in Corporate
Governance: A Conceptual Framework & Survey. journal of Economic Literature, 48(1), pp.58-107.

%65 Malcolm, D.(1997). ‘Directors’ Duties: The Governing Principles’. Ramsay, |. Corporate Governance and
the Duties of Company Directors. Melbourne: University of Melbourne, Centre for Corporate Law & Securities

Regulation,p.62.
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“act on a fully informed basis, in good faith, with due diligence and care, and in the best interest
of the company and the shareholders. >’

It has been suggested that the idea of fiduciary duty is an immature one in the Middle East.*®%®
This is supported by evidence from the Saudi Companies Law 1965, the Corporate Governance
Regulations 2006 and the Saudi Companies Law 2015 failure to refer to the fiduciary
relationship between the director and company. However, this position appears to have been
clarified, at least in the Saudi Corporate Governance Regulations 2017 which set out the board
of directors’ duties of care and loyalty toward the company and its shareholders in its articles. >
These duties will be focused on in the next section. it is must be noted that when considering
the issue of directors’ duties, it is important to remember that the Saudi judiciary does not apply
the concept of judicial precedent. In other words, any decision taken by a Saudi court will have
no binding authority in similar cases. Furthermore, Saudi Arabia has no prevalent system of

7.2.1 Duty of care

The duty of care is arguably the greatest duty to be imposed on directors given the wide power
they have in manage the company’s affairs and ensure that, whilst they are fulfilling their
responsibility of achieving the company’s objectives.

Whilst the duty of care in the UK is codified in the Companies Act 2006, there is no single
provision in the Saudi Companies law 2015 that explicitly requires a director to exercise the
reasonable care, skill and diligence. However, the duty of care can be derived from the articles
of association. The shareholder may wish to insert an explicit clause in the company’s articles
of association that requires a director to act with skill care and diligence which will ensure its
binding force upon directors from the Saudi CL 2015.5° It should be noted that the Model
Articles of Association provided by the Ministry of Commerce and Industry does not make any
reference to the duty of care.>’* Moreover, the question raised here is regarding the extent of
such duty can be in the absences of a clear recognition of the duty in the Saudi legislation and

the articles of association. At the outset, the Saudi legislation provides that all forms of

%67 the OECD Principles of Corporate Governance. (2004). Organisation for Economic Co-Operation and
Development., p.59.

568 Al Rimawi,L Emerging Markets of the Middle East (1997). A critique of selected issues in Arab Securities
Regulation. Journal of Financial Regulation and Compliance, 7(2), p. 160.

%69 Saudi Corporate Governance Regulations 2017.Article 21.

570 CL 2015, Article 78

571 Model Articles of Association issued pursuant to the CL 2015. The Saudi Model Avrticles of Association has
recently the website of the Ministry of Commerce and Investment (in Arabic only). Available
at:http://mci.gov.sa/cl2015/Documents/06.pdf [accessed 6/6/2018]
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companies are established by contract.’2 As mentioned in Chapter two, Sharia is the base for
all Saudi legislation, this means that Saudi contract law, drawing on the rules of Sharia would
play a role in the regulation of companies.>”® According to Sharia jurist, directors are regarded
as agents of the company (Shareholders) and their responsibility towards the company are
governed by the rules of the agent-principle relationship. Therefore, Sharia rules governing the
agent-principle relationship can be used in filling in the gap in the Saudi CL 2015.5"* As was
mentioned in Chapter six, Sharia scholars view that a director (agent) will not be held
accountable for damages to the entrusted property unless in cases of negligence and
aggression.>”™ Therefore, a director is required to act in a diligent manner and take reasonable
care whilst managing the affairs of the company on behalf of the shareholders to avoid
accountability. This was demonstrated in the case of the chairman of ABDAR Company, where
the court held the chairman was negligent in his duty to arrange a loan of $13 million. This
decision is viewed by the author to be in accordance with Sharia law.

While the CL 2015 does not explicitly recognise the directors’ duty of care, the Saudi CGR
2017 position is completely different in relation to listed companies. Article 30(17) requires
that each director must act with the necessary care and diligence in his role for the interests of
the Shareholders. Furthermore, Article 21(a) requires the board to perform its duty of care,
however, it refers to the ‘board’ instead of the ‘individual director’. Although a decision is
taken collectively by the board, the liability of decisions should be imposed individually. This
means that every board member is under an obligation to perform his duty with care and his
failure may expose the director to liability. Therefore, the wording of the article may cause a

sense of uncertainty about the nature of the liability of individual directors.

In relation to the position of the UK, the Companies Act 2006 has codified the duty of care
and set out the duty in section 174 which states that a “director must act with reasonable care,
skill, and diligence, as would be exercised by a reasonable and diligent person with the general
knowledge, skill and experience that may reasonably be expected of a person carrying out the
functions carried out by the director in relation to the company, and the general knowledge,
skill and experience that the director has”.°’® The standard of care and skill derived from

Norman v Theodore, whereby the standard expected from a director was measured both

572 CL 2015, Article 2

574 Please refer to Chapter six for more information on the Shaira views on directors.

575 AlBahuti, M,( 2000), Explanation of Muntaha al-Iradat , A Al-Turki ed, 3rd vol, Al-Resalah,(Arabic
Edition),p. 535.
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objectively and subjectively, to decide whether the director had breached the duty to exercise

reasonable care and skill. "7

In contrast, the omission of explicit recognition in Saudi legislation of the duty of care will
undeniably reflect on how directors behaviour will be assessed. Therefore, alternative
principles may be referred to in the uncodified rules of Sharia. The failure to act with care will
result in the director being liable for negligence or aggression. Under Sharia principles, the
agent is required to satisfy the standard of the ordinary reasonable man. Certainly, this standard
of care is an objective one. According to Al Jaber, a director will have to show reasonable care
that an ordinary careful director would satisfy the requirement under Sharia law.>’® This
indicates that the lack of skill or knowledge on the part of the director cannot be considered as
an excuse for not meeting the standards of a careful ordinary director.>”® It also indicates, that
highly skilled directors may avoid liability by pretending to be an ordinarily careful director.
This position is clearly not consistent with the two-old test (i.e., an objective and subjective
standard) applied in the UK.

7.2.2 Duty of Loyalty

The phrase ‘duty of loyalty’ is the principle that a fiduciary has a duty of allegiance to the
company, which is achieved by the director avoiding situations that may entail conflicts of
interest. It is important to understand what is meant by the term ‘fiduciary’. Millett LJ in Bristol
& West v Motthew provides a definition of the term as “someone who has undertaken to act
for or on behalf of another in a particular matter in circumstances, which give rise to a
relationship of trust and confidence. The distinguishing obligation of a fiduciary is the
obligation of loyalty. The principal is entitled to the single-minded loyalty of his fiduciary.
This core liability has several facets. A fiduciary must act in good faith; he must not make a
profit out of his trust; he must not place himself in a position where his duty and his interest
may conflict; he may not act for his own benefit or the benefit of a third person without the
informed consent of his principal. This is not intended to be an exhaustive list, but it is sufficient
to indicate the nature of fiduciary obligations. They are the defining characteristics of the

fiduciary.>*°8°

577 Norman v Theodore Goddard [1991] BCC 14)
578 Al Jaber,M, (2000). Saudi Commercial Law (Arabic), 5th Edition, Riyadh, p.340.
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Additionally, Finn points out that, ‘‘the nature of the obligation determines the nature of the
breach. The various obligations of a fiduciary merely reflect different aspects of his core duties
of loyalty and fidelity. Breach of fiduciary obligation, therefore, connotes disloyalty or
infidelity. Mere incompetence is not enough. A servant who loyally does his incompetent best
for his master is not unfaithful and is not guilty of a breach of fiduciary duty”.%8!

The duty of loyalty may be expressed as a duty of trust which requires the director to exercise
their duty in a fair and honest manner for the benefit of all shareholders whilst considering the
objectives of the company to ensure its success.>®? Section 172 of the UK CA 2006 provides a
formation of things to consider in the duty of acting in good faith. It states that “a director of a
company must act in the way he considers, in good faith, would be most likely to promote the
success of the company for the benefit of its members as a whole, and in doing so have regard
(amongst other matters)... the likely consequences of any decision in the long term... the
desirability of the company maintaining a reputation for high standards of business conduct...
the need to act fairly as between members of the company”.>®® The issue of acting in good
faith to promote the success of the company has been extensively analysed by several
authors.%®* However, the test applied by the UK courts in determining whether a director had
acted in good faith in his s.172 duty is a subjective one. Therefore, a director must act in the
way he considered, not the court may consider, in good faith would be likely to promote the

success of the company of the benefit of all its members.5

Regarding the Saudi position of the duty to act in good faith, the CL 2015 provides the board
of directors with the widest powers to manage the company to achieve its objectives®® and
provides detailed provisions to ensure that directors must not have any personal interest
whether directly or indirectly from contracts or transactions made on behalf of the company.®®’
the CL 2015 provides that the articles of associations should be used to clarify the responsibility
and of the board of directors.*®® However, the CL 2015 is silent in relation to the duty of loyalty
and the duty to act in good faith and there is no explicit mention to these issues in contrast to

the position in the UK CA 2006. Although there is an absence of such provisions in the CL

%81 Finn,P.D. (1977). Fiduciary obligations, Sydney: Law Book Co. p.2.
%82 Tricker, B. (2015). Corporate Governance Principles, Policies and Practices (3rd ed). Oxford: Oxford
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2015, the duty of loyalty and good faith has been recognised by Sharia law through the concept
of stewardship.®®® Moreover, the issue has been addressed by lower-ranking legislation in the

form of corporate governance regulations.

The new CGR 2017 stipulates that the board of directors shall “perform its duties of care and
loyalty in managing the company’s affairs and undertake all actions in the general interest of

22590 apd the board must work ¢‘on the basis

the Company and develop it and maximise its value
of complete information, in good faith and with the necessary care and diligence for the
interests of the company and all shareholders”.>** The new CGR 2017 also introduced three
principles which the board of directors must comply with, which are; the principles of
truthfulness, honesty and loyalty. The regulations also provided an interpretation of the
principles. The CGR 2017 states that principles shall include, the following:

"- Truthfulness: is achieved when the relationship between the board member and the company
is an honest professional relationship, and he/she discloses to the company any significant
information before entering into any transaction or contract with the company or any of its
affiliates.

- Loyalty: is achieved when the board member avoids transactions that may entail conflicts of
interest and ensures fairness of dealing, in compliance with the provisions relating to conflicts
of interest in these regulations.

- Care: is achieved by performing the duties and responsibilities set forth in the Companies
Law, the Capital Market Law and their implementing regulations and the company’s bylaws
and other relevant laws".>%

It is observed from reviewing the interpretations stated above, it appears to restrict the
definition of the principles to procedural cases, such as not following regulations on disclosing

conflicts of interests or not following particular laws.

7.2.3 Duty to Avoid Conflicts of Interest

It is generally understood that conflicts of interest within the board occur when a situation
affects the objectivity of members’ decisions, due to personal interests or the interests of their

relatives.®®® A conflict of interest arises when board member encounters situations in which

589 Please see chapter 6.5.2 for Sharia viewpoint on the duty of loyalty.
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there is an opportunity for formal action or inducement that has the potential to benefit their

private interests.

Conflicts of interest between directors and their companies can occur in a number of different
ways; for instance, when there is a transaction between the company and its directors, other
than that concerning directors’ remuneration, or when there is a transaction between the
company and a third party, and at the same time the director has a personal interest in the
transaction.®® Therefore, a decision taken by the board of directors must be made exclusively
for the genuine benefit of the company and maximise its value. Demski argued that a potential
conflict of interest is more likely to arise with non-executive directors as they not totally
independent. For example, non-executive directors usually own shares an option in the
company and may hold multiple directorships and the potential for conflict of interest is
exacerbated if these posts are in competing companies, seeing as their duties in one company
may be in conflict with those for another. °% Thus, being a non-executive director does not
preclude the occurrence of a conflict of interest situations, and robust regulations must be put
in place to prevent such incidences from progressing. However, in cases of conflicts of interest
within the Saudi corporate board, Demski claims appears to be unsupported as no cases have
been reported involved a non-executive director. Non-executive directors are encouraged to
occupy seats in the board and the board sub-committees, in fact, the Saudi legislator requires
that the majority of board members and its sub-committee must be non-executive directors.>%
In the UK the duty to prevent conflicts of interest is regarded as a crucial part of the fiduciary
relationship between the director and the company. If a director does fail to abide by this duty
they may be seen as disloyal and unfaithful in performing their fiduciary duty. The no conflict
rule was stated in case law before being codified in the CA 2006.%°” Following the introduction
of the CA 2006, the duty to avoid conflicts of interest has been set out in s.175 which states
that “A director of a company must avoid any situation in which he has, or can have, a direct
or indirect interest that conflicts, or possibly may conflict, with the interests of the
company’’.>%

The rule set out in s.175(1) prohibits any unauthorised conflicts between the directors’ personal

interest and that of the company. Section 175(2) CA 20086, affirms the equitable rule, whereby
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it states that it is immaterial if the company would have taken advantage of an opportunity,
information or property, °*° the fact that the director has a fiduciary duty towards the company
should preclude him, unless authorised®®, from seeking any interest that may conflict with that
of the company. However, section 175 does not apply to self-dealing transactions as they are
governed by s.177 or s.182 of the CA 2006.

Regarding the Saudi position, there appears to be no explicit statutory provision that obliges
directors to avoid situations of conflicts of interest. However, the Saudi legislator approach is
to regulate the actions of a director involved in a conflict of interest situation. The CL 2015
provides articles that govern self-dealing transactions which are set out in article 71(1) CL
2015, competing with the company in article 72 CL 2015 and voiding exploiting company
sectors for their own interest in article 74 CL 2015.

In addition, the UK law includes the ‘no-profit rule’ principle which regulates conflicts of
interest that prevents a fiduciary from making a profit.6° The no-profit rule was mentioned in
the well-known case Regal (Hastings) Ltd v Gulliver. 82 The House of Lords held that the
directors, in this case, were liable to the company for the profits made through their exploitation
of an opportunity that became available by the reason and in the course of their directorship. %%
Lord Russell states “ the rule of equity which by insist on those, who by use of a fiduciary
position to make a profit, being liable to account for that profit, in no way depends on fraud, or
absence of bona fides; or upon such questions or consideration[...]The liability arises from the
mere fact of a profit having, in the stated circumstances, been made, however honest and well-
intentioned, cannot escape the risk of being called upon to account.” 841t must be noted that
the case of Regal (Hastings) Ltd v Gulliver was an illustration of a case decided on the no-

profit rule without the reference to the to the no-conflict rule.

Regarding the Saudi law, the CL 2015 does not include any provision that prohibits a director
from making a profit by reason and in the course of their tenure. However, the next section will
illustrate the Saudi position in cases involving conflicts of interest cases

In Saudi Arabia, the earliest case of conflict of interest is that of the Saudi Chemical Company
in 2009. This case involved a decision by the chairman of the board of Saudi Chemical

Company to purchase 15% of the shares of one of its subsidiaries Al Mawarid Company (a
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related party) without notifying or obtaining authorisation from the general assembly, despite
the clear interest of the Chairman in the transaction. In addition, the company did not announce
that the transaction which involved a related party either on the company’s website or the
Tadawul website. As a result of these breaches, the CMA imposed a fine for 50,000 Riyals
(equivalent to $13,333) on every member of the board of directors, including the chairman. %
Interesting, the fine imposed was not a result of breach of Article 71 of the CL 2015, it was
for a breach of Article 28 of the Saudi Listing Rules 2004, which states that ‘‘the directors of
a company should exercise their powers and perform their duties in such a way as to serve the
interest of the company.”*®% As this case was in 2009, the old CGR 2006 applied and it clearly
states that any board member must not have any direct or indirect interest without prior
authorisation from the from the general assembly to be renewed annually. %’

A more recent case concerned Emaar: The Economic City Company, which was fined 100,000
Riyals (equivalent of $26,658) in April 2017 for two violations of Article 710f the CL 2015.508
This was also due to the board’s failure to obtain prior authorisation from the ordinary general
assembly, regarding the singing of two contracts, on 22/01/2017 worth SAR 50 million
(equivalent of $13.3 million) with the Al Arabia Maintenance and Spare Parts Company (a
related party). In this case, a member of the board of directors, had a direct interest in the

contracts, as he owned 80% of Al Arabia Maintenance and Spare Company. %

It is suggested
that additional fines should have been imposed by the CMA on each member of the board for
allowing the contracts to be signed without prior authorisation from the general assembly;
however, the CMA punished the company, no punishment was imposed on the beneficiary of
this contract.®°

Similarly, the condition of informing the members of the board of directors and the
shareholders regarding conflicts of interest has been clarified under s.177(1) of the UK’s

Companies Act 2006. It affirms that “if a director of a company is in any way, directly or
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indirectly, interested in a proposed transaction or arrangement with the company he must

declare the nature” of such interest to the other directors.5!

7.2.4 Duty to Act within Powers

The CL 2015 confirms that the board of directors have full powers in the management of the
company.®2 However, the board of director’s extensive powers are restricted in several ways
including restrictions enforced by law, restrictions enforced by the company’s constitution and
by resolutions enacted by the general assembly.

Similarly, the board of director’s powers in the UK is clearly defined by the CA 2006,
specifically part 10 chapter 2 sections 170-177. Section 171 provides that a director of a
company must act within the company’s constitution and only exercises powers for the purpose
for which they are conferred.5**According to s.171 CA 2006, there are two main elements to
the duty to act within powers. The first element is that the director must act within the scope of
the company’s constitution which includes the company’s articles and any shareholder
resolutions and agreements.®** Thus any director acting outside definition provided by CA
2006 may be in breach of s.171 CA 2006 and third parties who deal with the company may be
able to rely on the ostensible authority of the directors to enforce any agreements or contracts,
they do not come within the protection provided by s.40 CA 2006. %> Also, a company may
bring an action against a director for breaching the duty set out in s.171, as a director ultimately
owes the duty to the company.®%® For instance, if the companies articles specify the procedure
in terms of the issuance and allocation of shares, such as calling of a shareholder meeting to
vote and approve such actions, if the director decides to ignore this procedure then the director
will be in clear violation of s.171 (A).

The second element of this duty has its roots in the case of Smith & Fawcett®!’ where Lord
Greene MR stated “‘the proper purpose doctrine’” specifically ‘‘a director much exercise their
discretion bona fide in what they consider, not what a court may consider, is in the best interest

of the company, and not for any collateral purpose.’*®!8
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The Doctrine of proper purposes was reviewed by Lord Wilberforce in a judgement in the Privy
Council in the case of Howard Smith Ltd v Ampol Petroleum Ltd.®'° Lord Wilberforce clarified
the doctrine of proper purposes and provided a test to be used in identifying the doctrine of
proper purposes. The test is made up of identifying the nature of the powers involved, the scope
and limit within which it may be exercised, examining the substantial purpose for which It was
exercised and deciding whether the purpose was proper or not.®?® The proper purposes test was
used in the case of Extra Insurance Ltd v Scattergood which involved the directors diverting
funds from one company within its group to another company that was hounded by an
aggressive creditor. The court followed the module set out in Howard Smith ltd v Ampol
Petroleum Ltd and criticised the actions of the directors, the court was able to identify the
substantial purpose of the exercise as allowing the other company to meet its liabilities to the
detriment of the plaintiff company. Therefore, the exercise of the directors’ powers in dealing

with the business assets was considered improper.

The Saudi CL 2015 has not explicitly mentioned mention that a director owes a duty to act
within powers. However, Article 78 of the CL 2015 states members of the Board of Directors
shall be jointly responsible for damage sustained by the company, the stockholders, or third
parties’ due to their mismanagement of the affairs of the company, or their violation of the
provisions of this Law or the company’s articles of association. Therefore, a director will be
held responsible for violating the provision of the CL 2015 or the company’s articles of
association.®

The CL 2015 restricts the powers of the board of the board of directors regarding financial
matters. Article 75 states that the board of directors should not contract loans for any term, or
“sell or mortgage the real estate property or the place of business of the company, or release
the debtors of the company from their liabilities, unless so authorized in the articles of
association of the company or a resolution is issued by the ordinary general assembly thus,
restricting the powers of the board of directors” in this regard.5?? This is a fair provision which
protects shareholders capital and safeguards the company’s financial position and protects
against superfluous private mortgages which may be abused by board members. A private
mortgage could be masked as a form of remuneration or a gift, especially if a mortgage is

granted with a significantly low rate interest.

619 Howard Smith Ltd v Ampol petroleum Itd 1974 AC.821,
620 1hid .

621 CL 2015, Article 78.

622 CL 2015, Article 75.
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Similarly, the UK CA 2006 states that a company may not make a loan to its directors without
the disclosure of the details of the loan which must be approved by the shareholders via
ordinary resolution. CA 2006 s.197 (1)

7.2.5 Board of Directors responsibilities

The board of directors is considered as the main driver that guides the company’s activities to
fulfil the company’s commercial objectives.®?® The significance of the board of directors is
clearly recognised when reviewing the CL 2015 and the CGR 2017 whereby the Saudi
legislator affirms the vital role that the board of directors play in ensuring that good corporate
governance practices are followed in listed Saudi companies. In order to ascertain whether the
Saudi laws and regulations that govern the responsibilities of the board of directors attain
international standards, it will be compared with international and UK principles on corporate
governance.

The G20/OECD principles on corporate governance states ‘‘the corporate governance
framework should ensure the strategic guidance of the company, the effective monitoring of
management by the board, and the board’s accountability to the company and its
shareholders.””%24

Moreover, the Cadbury report 1992 states that every public company should be headed by an
effective board which can lead and control the business. Sir Adrian Cadbury refers to the ways
in which the effectiveness of the board can be tested, stating “to test the board effectiveness
includes the way in which the members of the board as a whole work together under the
chairman — whose role in corporate governance is fundamental — and their collective ability to
provide both the leadership and the checks and balances which effective governance
demands.”®?® The UK’s Corporate Governance Code 2016 (CGC 2016) builds on the principles
of the Cadbury report and makes additional requirements on the board of directors. The code
states that “every company should be headed by an effective board, which is collectively

responsible for the long-term success of the company”.%%

623 Al Muneef, . (2006) Corporate Governance Functions and Duties and Responsibilities of the Board of
Directors, Arabic edition, Dar Al Mouder, Riyadh , p. 101

624 Organisation for Economic Co-operation and Development. (2015). G20/OECD Principles of Corporate
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The board of directors is tasked with the oversight of the executive management and must
ensure that the operations of the executive management are in accordance with the policies that
have been approved by the board for the benefit of the company and its shareholders.%?’ The
role of the board of directors can be compared of that of a watchdog, in that it can approve or
reject a company’s policies, performance schemes, and contracts which would serve
shareholders’ interests, rather than simply agreeing with all executive management
decisions.®%®

The Saudi regulator has assigned several responsibilities to the board of directors which can be
Articles 16-40 of the new regulations provide detailed conditions and principles governing the
members of the board of directors, including the chairman, the independent and non-executive
directors, and the secretary of the board. The articles include discussion of such matters as
board formation, composition, appointments, conditions for memberships, termination of the
board, independence issues relating to an independent director, responsibilities and
competencies, duties (including duties of the executive management), oversight over executive
management, duties of the chairman, agenda setting, board meeting procedures and activities,
compliance with the regulations and developing policies regulating the relationship with
stakeholders. Although the new regulations encourage the company to pay adequate attention
to the training of the board members and the executive team, including preparing an induction
for recently-appointed board members and executive team members, in order to familiarise
them with the nature and progress of the company’s business and its activities, it is not a
mandatory requirement under the new Saudi regulations®?®. Unlike the majority of provisions

under CGR 2017, which are compulsory, this article is only intended to guide.

It is clear that whilst drafting CGR 2017, the Saudi regulators have paid significant attention
to the UK’s Code on Corporate Governance, and they appear to have been inspired by its main
principles. This would explain the number of similarities between the UK’s Code and the Saudi
Regulations on corporate governance.

The UK’s CGC states that “[t]he directors should receive an induction on joining the board and
should regularly update and refresh their knowledge”.®3° This responsibility is placed on the

chairman, and he is responsible for ensuring that all new directors receive a full and tailored

627 Heath, J. and Norman, W. (2004). Stakeholder Theory, Corporate Governance and Public Management:
What can the History of State-Run Enterprises Teach us in the Post-Enron era?. Journal of Business Ethics,
53(3), p.251.

8 Solomon, J. and Solomon, A. (2004). Corporate governance and accountability. Chichester: Wiley, p.7.
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orientation on joining the board, to confirm that the directors’ development is regularly
reviewed.53!

It is therefore recommended that the article regarding the assessment and training of board
members under Saudi regulations be reclassified as mandatory instead of being viewed as
optional guidance. Furthermore, the chairman should be responsible for this task and should
ensure that development and training programs are available for all recently-appointed
directors whether executive, independent or non-executive. It is also recommended that all
directors, regardless of whether they have been recently appointed or not, as well as the
chairman, are encouraged to continuously enrol in training and development programs, and
regularly update their skills and knowledge. In fact, seeking knowledge, rebuilding and
reinforcing understanding and skills, can be found and Shariah principles, as the Holy Quran
and the advisory sayings (Hadith) of the Prophet Mohammed (PBUH) encourage the pursuit
of knowledge, regardless of age or profession. The Prophet (PBUH) said, “whoever secks a

way to acquire knowledge, Allah would make easy his way to paradise”.5%?

7.2.6 Main Functions of the Board

The board of directors have the complete power to manage and guide a company’s activities
for the benefits of the shareholders, in order to ultimately achieve its objectives. Therefore,
among the main functions of the board of directors, the board is tasked with

1

Laying down plans, policies and strategies of the company in accordance with the main

objectives of the company, and supervising their implementations, as well as regularly

reviewing them.

2- Setting the policies and procedures of the risk management committee and performing
regular reviews on such policies.

3- Determining the appropriate capital structure of the company and its financial
objectives, as well as ratifying the company’s budget.

4- Overseeing the main capital expenditure of the company and the acquirement and
disposal of its assets.

5- Setting performance indicators and monitoring the overall performance of the

company.

631 |pid, at B.4.1.
632 Sahih Muslim 2699.
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6- Setting the rules and procedures for internal controls and overseeing their performance,
as well as developing the policy to remedy any potential or actual conflict of interest
for board members, executive management and shareholders.

7- Ensuring the integrity of the financial and accounting rules and procedures, as well as
the preparation of the company’s financial reports.

8- Forecasting any potential risks that the company may face, and generally raising the
awareness of the culture of risk management. Communication must be transparent
when there is any such risk to the stakeholders or any parties related to the company.

9- Preparing and approving the interim and annual financial statements.

10- Ensuring effective communication channels with shareholders, affording them the
opportunity to periodically review the company’s business, and notifying them of any
major developments in the company.

11- Forming specialised committees, specifying the terms, powers, and responsibilities of
each committee, and periodically evaluate their performance.

12- Specifying all types of remunerations granted to all company employees.
Remunerations include fixed compensation, performance-linked remunerations and

remunerations in the form of shares.%%:

Lastly, the board must develop a written policy to regulate its relationship with the stakeholders
and ensure the company’s compliance with such policy. The board must disclose any material
information to the shareholders and stakeholders, as well as ensuring the compliance of the
executive management of such policies. ®3* The OECD/G20 principles on corporate
governance state that “corporate governance framework should recognise the rights of
stakeholders established by law or through mutual agreements and encourage active co-
operation between corporations and stakeholders in creating wealth, jobs, and the sustainability
of financially-sound enterprises”.5%°

The aim of establishing a clear written policy and procedure which regulates the relationship
between the company and its stakeholders is twofold. Firstly, a clearly written policy by the
board of directors may create a legalized relationship with stakeholders, thus encouraging the
board to fulfil its contractual obligations towards them. Secondly, the aim of the written
policies and procedures is to protect and safeguard the rights of stakeholders. The Saudi

regulator recommends the following policies %%:

833 CGR 2017, Article 22.

834 CGR 2017 Article 22 (4 and 5)

835 OECD/G20 Principles of Corporate Governance, 2015, p.36.
636 CGR 2017, Article 83.
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1- A clear mechanism must be in place, for the compensation of stakeholders when their
rights — established by laws or by contracts — are breached.

2- There must be a clear procedure for the resolution of disputes or complaints that occur
between the company and its stakeholders.

3- Methods for building and fostering good relationships with customers and suppliers and
ensuring the confidentiality of all related information must be clarified.

4- The rules of professional conduct for company managers and employees must be
prepared in accordance with professional and ethical standards and must regulate the
latter’s relationship with stakeholders. The board will be responsible for supervising
the implementation and compliance of such rules.

5- The company’s social contribution must be outlined.

6- All company transactions with board members and any related parties must be entered
on identical terms to those entered into with stakeholders. There must be no
discrimination or bias in the terms of the transactions.

7- Stakeholders will retain the right to obtain any relevant information regarding their
activities to allow them to perform their duties. The information must be provided
regularly and in a timely manner.

8- The treatment of all company employees must be based on the principles of justice and

equality and without any discrimination.

It appears that the Saudi regulator recognizes the rights of stakeholders and encourages active
cooperation between them and the company as an important part of its operation; however, it
is worth noting that the article which regulates the relationship of the company with its
stakeholders is only guiding in principle. It would certainly be more efficient if the article takes
a mandatory status for listed companies, given the significant effect of the actions of the

company on stakeholders.

Unlike the guiding provision provided by the Saudi CGR 2017, the Saudi CL 2015 is silent on
any matters relating to the stakeholder. However, the position in the UK is completely different
whereby section 172 provides a clear formulation to take into account the interest of the
stakeholders and require the directors to consider the company’s stakeholder. Section 172 states
that “a director of a company must act in the way he considers, in good faith, would be most
likely to promote the success of the company for the benefit of its members as a whole, and in
doing so have regard (amongst other matters) to: ... the interests of the company’s

employees,... the need to foster the company’s business relationships with suppliers, customers
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and others, ... the impact of the company’s operations on the community and the

environment”%3’

Returning to the Saudi CGR 2017, the policy on stakeholders appears to endorse in part s.172
CA 2006 regarding the stakeholder’s interests. However, it is not embodied in the CL 2015. It
would be beneficial for the corporate governance in Saudi Arabia, particularly from the point
of view of directors, to have a similar provision to s.172 to be adopted into CL 2015 to
consolidate that policy into one place, being the Saudi Companies law. This process would not
require any modification to the current article, provided it there is no conflict between the
existing principle and the provision dealing with these matters in the current CGR.

The Saudi regulator requires that the board of directors, upon a proposal from the audit
committee, create policies and procedures that stakeholders can follow, in order to report any
non-compliant practices and violations of their rights.®® The policy must include a method
through which all stakeholders (including employees) can report to the board any behaviour or
practices of the executive management that they feel to be in violation of laws and regulations,
any doubts regarding financial statements or internal audit controls, or if they feel that any
practices are contrary to their best interests in any way. In the event that such complaints are
made, the board of directors must initiate an investigation, whilst maintaining the
confidentiality of reporting procedures. This can be done by facilitating direct contact with an
independent member of the audit committee or any other committees®®, i.e. through a
dedicated telephone number or an email address. Furthermore, the board must appoint an

employee to deal with all correspondence sent by stakeholders.%4°

7.3 Board Structures and types of directors.

There are two systems which dominate board structures worldwide; the dual board system and
the single board system. The dual system, which is seen more frequently in countries such as
Germany and France, divides the board into two tiers: the supervisory board, where the

membership is selected by the company’s general assembly, and the administrative body,

837 UK CA 2006, 5.172(1)

638 1bid, Article 84
839 CGR 2017 Article 84 (2)
840 CGR 2017 Article 84 (3)

160



which is tasked by the supervisory body to carry out the operations of the company.®*! The
advantage of a dual board system is the marked separation between the executive and non-
executive members, as well as the clear distinction between the positions of the chairman and
the chief executive.*2Additionally, the dual board system permits shareholders’
representatives to sit on the board, thus empowering the stakeholders.%*3

Both Saudi Arabia and the UK adopt the unitary or single board system, which is composed of
executive and non-executive directors, as well as independent directors. The CGR 2017 states
that the company’s articles must specify the number of board members and that they must be
less than three but not exceed 11.54 The CGR 2017 also stipulates that the majority of the
board must comprise of non-executive and independent directors, and the number of
independent directors must be at least two directors or one-third of the board members,
whichever is greater.®4

According to Jensen and Meckling, boards who are dominated by non-executive directors may
mitigate the agency problem. This is due to the monitoring and control powers at their disposal
to curb any opportunistic behaviour displayed by the executive management. 54 A number of
studies have investigated the relationship between boardroom composition and firm
performance. For instance, Dehaena et al found that there was a positive correlation between
the number of non-executive directors and the financial performance of the company 7 and
similarly did Lefort and Urzua found a positive relationship between the number of
independent directors and the performance of the company. 4

Certainly, the UK CGC and recognise the important role of non-executive directors to
constructively challenge and assist in developing proposals on strategy. The non-executive
directors should inspect the performance of the executive management in meetings and monitor
their performance. The UK CGC has also stated that are responsible for the remuneration of
the executive directors as well as having a prime role in the appointment and removal of

executive directors. Furthermore, the UK CGC states that the board should appoint an

841 Bosch,F. (1999), ‘On the Supposed Independence of Two-Tier Boards: Formal Structure and Reality in the
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independent non-executive director to assume the role of a senior independent director.5° The
UK code states:

“the board should appoint one of the independent non-executive directors to be the senior
independent director to provide a sounding board for the chairman and to serve an intermediary
for the other directors when necessary. The senior independent director should be available to
all shareholders if they have concerns which contact through the normal channels of chairman,
chief executive or other executive directors has failed to resolve or for which such contact is
appropriate” 5%

Similarly, the Saudi regulator recognises the essential role played by independent directors and
has therefore assigned them several additional duties such as expressing their independent
opinions on strategic matters.®®* Furthermore, the independent director must ensure that the
interests of the company and its shareholders are taken into consideration and prioritise their
interest in any cases that may involve conflicts of interest.%5? The independent director should
also oversee the development of the company’s corporate governance rules and confirm the
implementation of these rules by the executive team. %%

In Saudi Arabia, the number of non-executive directors usually depends on what sector the
company is based. For instance, two of the most known banks in Saudi Arabia have a majority
of non-executive directors on the board. Saudi Hollandi Bank and Samba Bank both have 8
out of 10 of their board members as non-executives. In contrast, family-owned companies have
the least number of non-executive directors; for example, in the Al-Zamil Investment Co., five

out of eight members of the board are family members.

7.3.1 Separations of roles

Under Saudi Companies Law 1965, a single member was permitted to combine the roles of the
chairman and the chief executive. > However, it was argued that when an individual combines
the two top positions in the company, he may be inclined to adopt personal strategies which
will have a negative impact on the company as a whole.®*® Furthermore, Mallette argues that

in combining both roles, the chairman has to make decisions that may lead to a conflict of
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interest. He also claims that CEO duality can enable the CEO to set the agenda of the board, as
well as to exert influence, to the extent of controlling the selection process of the board. Thus,
the role duality can alter the board’s ability to effectively monitor the executive management.®>’
The Saudi legislator permitted the combining of the two positions for over 50 years, until the
publication of CL 2015, in which article 81 stated: “a single member may not hold the position
of a chairman and an executive position in the company”.®%® This stipulation has also been
incorporated into CGR 2017, article 24 reads “in all cases, no person shall have sole and
absolute power to take decisions in the company”.%®® The approach of the Saudi regulator with
regards to the separation of powers is similar to that of the UK corporate governance code
2016, which states that “no one individual should have unfettered powers of decision” and that
“the role of the chairman and the chief executive should not be exercised by the same
individual. The division of responsibility between the chairman and the chief executive should
be clearly established, set out in writing and agreed by the board”.6%°

Despite it is recommended that the positions of CEO and the chairman be held by separate
individuals, several Saudi listed companies, particularly those companies with the majority of
shares being held by the state or by wealthy families, appear to ignore this requirement. For
instance, the role of chairman and chief executive of Al Rahji Bank is held by the son of the
founder of the bank.%®* Another example can be seen in Al Zamil Holding Company, where
until recently, the post of the chairman and CEO were occupied by the founder of the company.
Therefore, it appears that the post of the chairman and CEO have been filled on the basis of
social ties, rather than being based on qualification, skills, and experiences. However, it must
be noted that this practice is not just confined to Saudi Arabia. For instance, in one of the largest
companies in the UK, Marks and Spencer, the roles of CEO and chairman was occupied by Sir
Stuart Rose from 2008 until 2011. This combination of roles goes against the corporate

governance code recommendations. %62
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7.4 Gender Diversity on Boards of Directors

The participation on board of directors has recently gained global attention and considered as
a key topic in corporate governance.®® Despite the recent progress towards gender balance in
the labour force of many European economies, women are still largely underrepresented in the
leadership position and particularly in executive positions. At the international level, women
representation on boards remains to be a slow upward trend, whereby in 2014 women occupied
just over 12% of board seats in the largest international companies with an increase of only 3%
since 2009.%64

The 2014 Catalyst Report®®® studied the board composition of 44 countries and found that
Norway reported the highest number of women participation on corporate boards with 40.9%
of board seats occupied by women. The report also found that Saudi Arabia was ranked 44 out
of the 44 countries chosen for the study with only 0.1% of board seats occupied by women in
2014.5% Norway is the leading country in terms of the number of female directors currently
serving in listed companies. Recent statistics have shown that female participation on corporate
boards in Norway has risen to almost 42%.67 However, the significant process that Norway
has made in board gender diversity is primarily attributed to their adoption of quotas legislation
as early as 2003.5%8 Norway is not the only country to adopt such legislation, many European
countries have opted to adopt quotas to increase female participation on company boards. For
instance, Italy, Belgium and France have all decided to enact binding quotas whilst countries

like Greece, Demark, Austria and Sylvania have placed quota requirements for state-owned
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companies.®®® Moreover, in 2015, legislation in Germany was introduced that requires at least
30% female representation on the supervisory boards of the largest listed companies.®°

7.4.1 Gender Board Diversity in UK Board of Directors

In the United Kingdom, the Government Equalities Office of Statistics revealed that in the
FTSE 100 female directors hold 23.5% of board seats and that statistics that there were no all-
male boards in any of the FTSE 100 companies. This represented an increase of 11% since
2012 in female representation on company boards. The increase has been attributed to
government campaigns, voluntary initiatives and legal disclosure requirements.®’

The Davis review was commissioned in 2010 by the coalition government to review the
barriers that prevented more women from reaching the boardroom and make recommendations

on what the government and businesses can do to increase women representation on boards.®

In 2010, women representation on corporate boards was only 12.5%, although that figure
represents an increase of 3.1% from 2004, the progress was deemed too slow. 67 Concerned
the lack of progress, Lord Davis began to examine the situation by considering the number of
women occupying board seats in FTSE 350 companies. Lord Davis consulted with a wide range
of parties, including stakeholders, senior business figures, women business leaders, women
networks, executive hiring firms and women who occupied positions just below executive
level. Over the course of the consultation, Lord Davis discovered that many women who are
qualified and ready to hold seats on corporate boards faced complex barriers that ultimately
prevented them from reaching corporate boards. ®’* Firstly, a significant number of women
were overlooked in development opportunities and it was evident that there were disparities in
the way women were mentored and sponsored compared to their male colleagues. Secondly,
gender behavioural traits were key reasons that would prevent more women from reaching

executive and boardroom level, whereby women often undervalued their own experience and
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skill level. Thirdly, the relatively small number of female role models who are successful board
members tended to re-enforce the stereotype of the difficulties in reaching high positions in a
corporate environment. Finally, due to the high number of women occupying leadership
positions in academia, media and other professions outside the corporate environment, women
tend to be overlooked as it is viewed they do not possess the relevant corporate experience,
which contributes to the fears that they may not understand certain corporate issues. °”° Lord
Davis also found that “Informal networks in board appointments, the lack of transparency in
the way which executive search firms operate” presented a significant barrier that stood in the
way of women reaching corporate boards. 7
In 2011 the Davis Review made several recommendations, including:
1. That all FTSE 100 companies should aim for at least 25% female representation on
boards by 2015. (A target that was reached six months ahead of schedule) 87
2. All FTSE 350 should set aspirational targets for the percentage for women on their
boards®®
3. Quoted companies should disclosure of the number of women on the percentage of
women on the board, in senior executive positions and the overall proportion of women
in the company.
4. Amending the UK Corporate Governance Code to require listed companies to establish
a policy that addresses the issue of diversity in the boardroom. The policy should
include measurable objectives for application of the policy and annual disclosure of the

policy and the progress.

Annual reports were published by the steering board between 2011 and 2015 to review and
track the progress of companies in reaching the goals of female representation on boards. The
recommendation of the Davis Review works well together with the gender diversity disclosure
requirements are set out in the UK CA 2006 and the UK Corporate governance code. Section

414 (8)(c) of the CA 2006 requires quoted companies to include in the annual strategic report
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a breakdown at the end of each year showing the number of each sex who were employed by

the company including directors and senior managers. 7°

The UK corporate governance code also recommends that the directors should be appointed on
merit and ‘“With due regard for the benefit of diversity on the board, including gender’’.%8 The
UK CGC also states that a separate section of the annual report must include a description of
““The board's policy on diversity, including gender, any measurable objectives that it has set
out for the implementation of the policy, and progress on achieving the objectives’’. %8 In The
UK, large companies tend to be closely scrutinized by the market and the media. These
disclosure requirements tend to incentivise large and well-known companies to meet the
public’s expectations for diversity on boards. Companies who achieve the required level of
diversity are sometimes rewarded by diversity awards or indexes. Diversity indexes are
considered powerful market tool which shines the spotlight on gender equality issues. For
instance, the annual Davis Report ranks FTSE 100 companies on their gender diversity
performance.®® Similarly, a female FTSE 100 index is incorporated into the annual report of
Cranfield School of Management, where the report ranks FTSE 100 companies on the number
of female directors currently occupying seats on boards.®®® Additionally, annual awards can be
seen as an important tool to promote gender equality, whereby a diversity award can is awarded
to companies that promote gender diversity on their boards. An example of this is ‘‘“The
Breaking the Mould Awards’’ This is an award ceremony that is organized annually in the UK
by the Institute of Directors, the Mail on Sunday and the 30% Club where an award is presented
to companies in recognition to their efforts in encouraging the appropriate representation of
women. These incentives have helped to foster the idea of gender equality, even if companies
did not believe in such a policy, the risk of bad publicity in the media may serve as an incentive

and help promote greater gender diversity.
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7.4.2 Benefits of a Gender Diverse Board

Norway is considered to be the leading nation in terms of the number of females serving on
boards, therefore it is important to get an insight into the benefits a company may gain from
female directorship. Nelsen and Huse conducted a study which sampled 201 Norwegian firms
found that women directors have a positive impact the boards strategic control and decreased
the level of conflict. 584

Presence of a more diverse board would help avoid instances of ‘‘Group-think’’. Janis defined
group-think as ‘‘A mode of thinking that people may engage in when they are deeply involved
in a cohesive in-group, where the members striving and unanimity override their motivation to
realistically appraise alternative course of action”’. ®3 The phenomenon where the desire for
harmony and conformity in a group may lead to irrational decision making.®% Furthermore,
Branson argues that companies operate in a diverse market and their board should be a
reflection on the diversity of the market. Dialogue is essential for a board to function
effectively,%® the dialogue should be both constructive and challenging to avoid issues that
may arise from ‘‘Groupthink’’. Groupthink has been uncovered as one of the reasons for the
financial crises in the United Kingdom.%® One of the methods to ensure against issues arising
from groupthink is to ensure that there is a constructive debate in the boardroom. Having a
diverse board is one of the ways to ensure against such a problem. Diversity in the composition
of the board promotes differences of approach and experience. According to the UK corporate
governance code, diversity is also a very important tool for ensuring effective engagement with
key stakeholders and help achieve the company’s strategy.%® Therefore, the Saudi CGR should
include an article that ensures that a mandatory number of seats should be held by female
directors.

According to Catalyst Research Series ‘‘the bottom line’’, boards with more female
participants achieve better financial results than boards with fewer women participants. The

research also found that companies with more women on boards had an average of 16% higher
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Return On Sales and 26% higher Return On Investment.®®®  However, the research also
confirmed that in order to reap the benefits of gender diversity on boards, at least 3 or more
women are needed on each boardroom this is to create a ““critical mass’’®* of women and thus
leading to higher financial performances®®?. Adding to this, Linda Eling et al found that the
presence of 3 or more women on boards can change the dynamics of the boardroom and

“‘enhances the likelihood that women’s voices and ideas are heard’’.%

7.4.3 Gender diversity in Saudi Boards

One of the main goals of vision 2030 is providing equal opportunities for both genders. This
goal can be used as a catalyst for the promotion of gender diversity on company boards. The
increase of Saudi women’s representation on boards can bring many benefits as discussed
above. Furthermore, the benefits of a more gender diverse board can broaden the perspective
of the board and make use of interpersonal skills to promote collaboration which can widen the

context of discussions in the board.

S. Mtango rightly argued that the issues surrounding women participation in the workforce in
Saudi Arabia are determined primarily by traditions and regulations that are often sanctioned
by law. Adding this, he argued that the main issue of women participation is not that it is
derived primarily from Sharia principles, but rather it is subject to interpretation. The
interpretation of Sharia Law is left to government-appointed individuals who may have an

agenda that would limit the rights of women in the workplace.®%

The Saudi Arabian Basic Law 1992 states that the constitution of Saudi Arabia is the Holy
Quran and the Sunna (Traditions of the prophet Mohammed PBHU) which together contains
the main principles of Sharia. The Quran and the Sunna did not place any restrictions on the

rights of women to enter the workforce or placed any limits on women in that regard. The Basic
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Law 1992 contains a chapter on the ‘‘Rights and duties of citizens’’ which stipulates that the
state shall facilitate the provision of job opportunities to ever able person and the states should
enact laws that protect employees and employers.®® The Basic Law 1992 did not discriminate
between genders and has afforded each person the right to work as long as that person is able.
Furthermore, under Labour Law 2005, there are no legal restrictions for women to enter the
workforce apart from an obligation on the employer to ensure that the employee’s health and
safety are protected.® In fact, the Saudi Labour Law 2005 dedicated an entire chapter on the
employment of women. Article 149 of the Saudi Labour Law grants the right for women to
work in all fields suitable to their nature. However, the labour law only prohibits women from
working in hazardous jobs or industries that are deemed too detrimental to their health or likely
to expose women to specific risks. %7 Going back to Mtango’s claims that the key issue is not
with the Saudi law but with the interpretation of Sharia by the council of senior Ulama
(Religious scholars) who are tasked with the conformity of Saudi laws with the principles of
Sharia. This raises some concerns on the method of interpreting such laws and sometimes can

limit the promotion of women participation in the Saudi workforce. %

Nevertheless, the position in Saudi Arabia saw a shift in 2012, where the then King Abdullah
issued a royal order permitted women to enter the Consultative Council (Shura Council) and
provided women with the right to stand in municipal elections. King Abdullah was regarded as
the main driver for the promotion of women rights in Saudi Arabia.®®® King Abdullah Said in
a ceremony where 30 women have taken their seats in the Saudi consultative council for the
first time in the country’s history ‘‘we refuse to marginalise women’s role in Saudi Society’”.”®

King Abdullah revealed that the promotion of women’s representation is a process that requires

time and that ‘‘the developments we are working at must be gradual’’.”®* Furthermore, the
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royal order stipulated that the Consultative Council must have 20% female participation at all

times.

7.4.4 Impact of vision 2030 on the role of women in companies

According to the 2016 Global Board Diversity Report conducted by Egon Zehnder, Saudi
Arabia was found to be one of the worst performing countries in terms of women participation
in boards and in leadership positions.’®? The report was based on a sample of the biggest listed
Saudi companies in the stock exchange it was revealed that only 29% of boards had any female
board members and an average of 0.4 seats per board held by women and no significant growth
in the percentage of women on boards from 2012-2016.7° However, due to the implementation
of the National Transformation Plan (Vision 2030), there have been some steps in promoting
more females in leadership roles. For instance, in February 2017, Rana Nashar became the
chief executive officer of Samba Financial Group, becoming the first female CEO of a listed
commercial bank on the Saudi Exchange. This appointment was in line with the Saudi
governments economic and social reforms for achieving vision 2030.7%* The week prior to the
appointment of Rania Nashar as the CEO of Samba financial group, the Saudi stock exchange
named Sarah Al Suhaimi as its first female chair.”® However, despite the recent high-profile
positions afforded to Ms AlSuhaimi and Ms Nashar, Saudi Arabia remains far off the desired

level of gender diversity in companies.

7.5 Board Sub-Committees

In order to provide assistance with the board to engage and perform its responsibilities in an
effective and efficient manner, the company needs to establish a number of committees in
accordance with its requirements.’® These committees play a major role, in particular where
there in situations where there is a potential for conflicts of interest, can increase the ability of

the company in tackling such issues in an object and independent manner, as well as increase
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the observance to the law and any other bylaws and policy. However, these committees will
not reduce the individual and collective accountably of the board of directors and its
members. "%’

According to the Saudi law, it is compulsory for a joint stock company to set up three key
committees; namely, the audit committee,”®® the nomination committee and the remuneration
committee.’® The next section will discuss the role of these committees in light of the Saudi
and the UK standards in corporate governance.

7.5.1 Audit Committee

The audit committee oversees the internal and external auditing process of the company and is
considered to be the most significant of all board sub-committees. The primary objective of the
audit committee is to review the financial statements of the company and to make sure that it
has effective internal controls, accounting procedures, and external auditors. Baruch states that
the primary role of the audit committee is to observe the consistency of the company’s
procedures on accounting and auditing, thus safeguarding shareholders’ interests.”® This can
be seen in the Smith Report (2003), which states “while all directors have a duty to act in the
best interest of the company, the audit committee has a particular role, acting independently
from the executive, to ensure that the interests of the shareholders are properly protected in
relation to the financial reporting and internal control”.”*! The audit committee plays a key role
in corporate governance as its oversight and conduit role between the management and the
internal and the external auditors allow it to ensure the credibility of the company’s financial
reports.

Horon et al. summarise the importance of the audit committee through its three main
responsibilities’?:

1- Assisting the board to perform their duties in relation to financial reporting and internal
control.

2-Oversight of the managements’ actions and applying best practices and procedures.
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3- To objectively address issues of the management and the company.
The UK Corporate Governance Code states that “the board should establish an audit
committee of three, in case of smaller companies two, independent non-executive directors”
and that “the board should satisfy itself that at least one member of the audit committee has
recent and relevant financial experience”.’*®
The Saudi legislator recognised the important role of the audit committee, even before the
publication of the country’s first corporate governance regulations in 2006, by incorporating
a piece of legislation that strongly encouraged companies to establish an audit committee
amongst the boards sub-committees.”**
CGR 2017 has outlined specific roles for the formation of the audit committee. It should be
formed by a resolution of the ordinary general assembly and its membership must include the
following:
1- At least three members.
2- No executive directors; only non-executive and independent members are permitted to
join.
3- At least one of its members must specialise in finance and accounting.
4- The chairman of the audit committee must be an independent director.
5- Members of the audit committee must not have any direct or indirect interest in the
company’s transactions or contracts.
6- Any person who works or has worked for the company’s finance department, the
executive management, or the company’s external auditors in the past two years is

prohibited from membership.

The independence of the audit committee members is highly regarded by the Saudi regulator,
as the terms of membership are clearly designed to ensure its integrity and the impartiality.
Notwithstanding the efforts of the Saudi regulator in maintaining the impartiality of the audit
committee, several Saudi listed companies have violated the provisions regarding this matter.
For instance, Salama Cooperative Insurance has recently been fined $7,999 for not setting up
an audit committee which is free of any executive directors.’*®

Another case concerning the existence of independent members on the audit committee is that
of Banque Saudi Fransi. The bank was found not to have any independent members on the

audit committee; in fact, Banque Saudi Fransi did not have any independent members on its
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entire board. This was a clear violation of article 12 (E) of the CGR 2006 which states that “the
independent member of the board of directors and audit committee shall not be less than two
members, or one-third of the members, whichever is greater”.”'® This violation resulted in
Banque Saudi Fransi being fined $13,333.7Y/

Returning to the point regarding the independence of the audit committee, Monks argues that
having an audit committee composed only of independent or non-executive members can make
it harder to achieve its objectives, mainly due to the part-time work arrangements of these
directors.”*® Monk also argues that independent or non-executive members will not have a
strong relationship with the company’s employees, compared with the relationship of the
executive board members, who work on a full-time basis and thus have more direct contact

with company employees.’*°

Evidence suggests that a considerable number of Saudi listed companies have a cynical
disregard for audit committees and have failed with one or more provisions of the CGR 2006.
For instance, a common violation involves the nominating and appointing of audit committee
members without prior approval from the general assembly.”?° This occurred in both the Tabuk
Cement company and the Basic Chemical Industry company, and both companies were fined
$13,333 for their violation of article 14 B CGR 2006. These penalties were in line with article
14 B of CGR 2006, which states that “the general meeting of shareholders shall be based on
the recommendation of the board of directors, issue rules for appointing the members of the
audit committee and define the terms of their office and the procedure to be followed by the

committee”.”?

7.5.2 Remuneration Committee

Directors’ remuneration remains a contentious topic in the field of corporate governance, and
the remuneration committee plays a significant role in avoiding potential conflicts of interests
between senior executives and shareholders. If the remuneration committee does not perform

its functions adequately within the company, senior executives may arrange a higher level of
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remuneration for their personal interests, which may not be in the best interests of the
shareholders.’??

The Greenbury Report in 1995 was focused on making sure that executive remuneration was
linked to the company’s performance; the level of pay was not of concern, as long as the
remuneration was justified by the performance of the company.’?® The Greenbury Report was
the first report which recommended that certain aspects of directors’ remunerations should be
dependent on the performance of the company, thus aiming to align the interests of the directors
with those of the shareholders. According to the Greenbury Report “to avoid potential conflicts
of interests, boards of directors should set up remuneration committees of non-executive
directors to determine on their behalf, and on the behalf of the shareholders, within agreed
terms of reference the company’s policy on executive remuneration and specific remuneration
packages for each of the executive directors, including pension rights and any compensation

payments”.’?4

The main purpose of the Greenbury Report was to strike a balance between the remuneration
of the directors and the performance of the directors; however, a number of academic
researchers have shown that director’s pay is only weakly correlated with the performance of
the company.”® The UK code of corporate governance outline the remuneration level that
directors should receive, stating that the level of directors remuneration should be sufficient to
attract, retain, and motivate directors of necessary quality as required to run the company
successfully, but that a company should avoid paying more than necessary to achieve this
purpose, and a significant portion of directors’ remuneration should be designed to link
remuneration to corporate and individual performances.’2

Furthermore, one of the main principles under the UK Corporate Governance Code
recommends that the remuneration received by the executive director should be designed as to
promote the long-term success of the company, but clarifying that “performance-related
elements should be transparent, stretching and rigorously applied”.”?” The UK Corporate

Governance Code also states that the remuneration committee should be composed of three
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independent non-executive directors, and the committee should be delegated the necessary
powers to set remuneration for all executive directors and the chairman, including any pension

rights and any forms of compensation.’?

Similarly, the Saudi regulator states that the board of directors should form a remuneration
committee and, based on the board’s recommendation, the ordinary general assembly should
appoint members of such a committee. Members should include at least one independent
director, whilst the remaining members should be non-executive, and no executive director is

allowed a seat on the remuneration committee.”?®

The CGR 2017 also set out what information must be included in the remuneration policy,
whereby it stated that it must be in-line with the company’s strategy and objectives, provide
remuneration with the aim of encouraging the board member and the executive management
to achieve “the success of the company and its long-term development”,”*° and take into
consideration the remuneration of board members in other companies. However, the committee
must avoid the risk of such comparison in leading to unwarranted increases in remuneration
and compensation. The remuneration policy must also aim to attract talented professionals and
retain and motivate them ‘without exaggeration’. The new regulations award power to the
remuneration committee to reclaim any unwarranted remuneration handed to the director and
recommend that mechanisms be put in place to deal with situations that may warrant a
suspension or a reclamation of remuneration, if it appears that such remuneration was based on
inaccurate information that was provided by members of the board or the executive

management. "3

Despite the similarities of the Saudi and UK code of corporate governance, the fact remains
that the sub-committees, remain subordinate to the board of directors and it holds the final say
on all matters. This is evident from the wording of article 21 in CGR 2017 which affirms that
the final responsibility lays with the board of directors, even if it delegates some of its powers

to other committees or persons.’32
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7.5.3 Nomination committee

The existence of a nomination committee is generally viewed to better safeguard shareholders’
interests, in contrast with companies without such a committee. Therefore, nomination
committees can be seen to prevent — or at least limit — the nomination and eventual appointment
of weak and ineffective directors.”®® The procedure for the appointment of board directors is
one that carries a great deal of significance as the procedure will ultimately lead to the
appointment of the director who will be trusted to lead the company. **

Furthermore, to reflect the importance of such a procedure, the nomination committee must be
made up of independent directors. The UK CGC 2016 states that the majority of members in
the nomination committee should be independent non-executive directors’® and that the
committee should ensure that there is a balance of qualifications, skills, and expertise in the
board.

Under the previous Saudi Corporate Governance Regulations 2006, the importance of the
nomination committee appeared not to have been fully appreciated. This is clear from the fact
that the Saudi regulator recommended the establishment of the nomination committee
alongside the remuneration committee, and both carried identical provisions. However, the
Saudi regulator appears to have realised the benefits of separating the two committees, and this
is made clear under CGR 2017. In addition to this, the Saudi regulator has assigned each
committee with its own responsibilities in a clear and precise way. CGR 2017 states that the
nomination committee must suggest clear policies and standards for membership of the board
of directors and the executive management.”® The committee should also ensure the continued
autonomy of the independent directors on an annual basis, and ensure the absence of any
conflicts of interest if a board member is also acting as the board member of another
company.”” The nomination committee is also required to annually review the skill and
expertise of the board members, as well as of the executive management.

Furthermore, the new regulations require the company to publish nomination announcements
on its website and on the website of the CMA and invite persons who wish to be nominated for
the membership of the board. Such announcements must remain on both websites for at least

one month.”*®However, the Saudi regulator does not set out the procedure by which sub-
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committee members should be remunerated,; it is therefore recommended that amendments are
made to CGR 2017, addressing this point. The CMA should follow similar recommendations
set out in the Greenbury Report, namely that remuneration committee members should
typically be remunerated by way of a fixed fee set by the board of directors. The fee should be
within the limits provided in the company’s articles and should reflect the amount of time the
committee member has dedicated to the company. This method should be considered and

applied to all sub-committee members. "%

7.6 Board of directors’ remuneration

The UK code of governance does not explicitly set the pay of the directors; however, it does
outline remuneration levels. The UK’s CGC 2016 states that executive remuneration should be
designed to promote the long-term success of the company.”® This principle emphasises the
importance of liking directors pay with the company’s performance, as it is presumed that the
link is weak between the pay on one hand and the performance on the other. Nonetheless, in
determining such remuneration, the committee should be aware of the company’s position
relative to other companies. However, that comparison should be used with caution, to avoid
the risk of “an upward ratchet of remuneration levels with no corresponding improvement in
corporate and individual performance”. " Moreover, companies should avoid excessive pay
for executives and should aim to be sensitive to pay and employment conditions elsewhere in
the company.’#? Executive remuneration is expected to be structured in such a way as to be
linked to corporate and personal performance.

The Saudi regulator appears to have adopted a similar approach as the UK, whereby it
recommends that the remuneration of directors receive should be sufficient to attract skilled
professionals and take into account paid practices of other relevant companies, without falling
into the trap of unjustifiable increases in remuneration and compensation.’*® Furthermore, and
for the first time, the CGR 2017 appears to have linked the remuneration of a board member
and the executive management to the long-term performance of the company. This is a
considerable change in approach, as, under CGR 2006, there were no articles dedicated to the
linking of the remuneration of board members and executives to the long-term performance of

the company.
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There is one marked difference between the position in Saudi Companies Law and that in the
UK. While the Saudi CGR 2017 expresses the same principle as the UK CGC 2016, the Saudi
CGC 2017 must be read subject to the provisions in Article 76 of the CL 2015 which states:

“The company’s articles of association shall specify the manner of remunerating the members
of the board of directors. Such remunerations may consist of a specified salary, a fee for
attending the meetings, in taking benefits, a certain percentage of the profits, or a combination
of two or more of these benefits. If, however, such remuneration represents a certain percentage
of the company’s profits, it must not exceed 10% of the net profits after deduction of such
reserves determined by the general assembly pursuant to the provisions of this Law or the
company’s articles of association, and after distribution of a dividend of not less than 5% of
the company’s capital to the stockholders, provided that the eligibility of such remuneration
shall suit the number of sessions attended by the member. Any determination of remuneration
made in violation of this provision shall be null and void. In all cases, the total remuneration,
whether cash or in kind one, to be received by the member of the board of directors shall not

exceed SAR 500,000 per annum as per the regulations set by the Competent authority”

In a bold move, the Saudi legislator stated that the maximum remuneration that a director may
receive, whether in cash or in kind, must not exceed 500,000SAR ($133,300). The decision of
the Saudi legislator to fix a maximum amount for directors’ pay was based on a review of such
payment by the Saudi consultative council, which has legislative power over commercial and
corporate law.”** The reason for this review was due to a previous ministerial resolution, which
set the maximum amount that non-executive directors and independent directors could receive
in compensation. The ministerial resolution stated that the maximum remuneration that non-
executive and independent directors should be capped at 200,000SAR ($53,333) annually.
Building on this, the Consultative Council recommended that the total amount of compensation
for any director should not exceed 500,000SAR ($133,300). It is evident that the approach of
the Saudi legislator is different to that of the UK legislator; whilst the latter insists that
director’s remuneration is a matter for the market and the shareholders, and it would not get
involved in setting directors pay, the former favour a more hands-on approach, believing that

it is within the Saudi legislator’s powers to set the maximum levels of director’s remuneration.
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It is reasonable to assume those harsh penalties, including imprisonment for breaching any
provisions of the Company’s Law 2015 work as a strong deterrent and ensure compliance of
companies to the provisions on the law.”*® Article 213 in the CL 2015 states that any company
or director who fails to abide by the laws and resolutions relating to the company’s business
and fails to comply with instructions, circulars or directives issued by the competent authority,
shall be punishable by a fine of 5 million Riyals and 5 years imprisonment.”*® Additionally, the
Saudi CGR 2017, as a part of its disclosure and transparency requirements, requires that the
annual board report should include the remuneration policy and the procedure by which
remuneration of the board and executive management is decided. The annual board report
should disclose detailed information of all remunerations granted to board members and
members of executive management in the company, without any omissions or misleading
information. Furthermore, the pay of the top five senior executives — those who have received
the highest remuneration the CEO and CFO must also be included in the report. However, there
a need for clarification in the Saudi CL 2015. The CL 2015 does not expressly state which
types of directors are limited to this figure as it is unclear in CEOs and other members of the
executive management team who have additional responsibilities in the daily management of
the company than NEDs or independent directors. Therefore, for the sake of clarity, the

legislator should issue some guidance on the applicability of this article.

On a different note, the UK CA 2006 adopts a ‘‘Corrective’’ approach in relation to directors
pay. The CA 2006 does not make any provisions that stipulate how directors should be
remunerated instead the Act makes provisions on how the shareholders should act if they feel
that the director's pay is excessive.’*’ This is a demonstration of the stance of the UK legislator
whereby, it does not want to get involved in settings directors remuneration, as it believes that
it is an internal matter and should be handled by the company’s management. This can be seen
as a contradiction on the part of the UK legislator, in other words, if the UK legislator believes
that directors pay is a matter for the company’s management, why did the CA 2006 get involved
in the first place. The position of the CA 2006 on directors pay can be traced back to the case
of Hutton V. West cork railway Co.”#® In that case, directors by default had no lawful

entitlement to remuneration unless it was stipulated in the company’s articles or in a separate

745 CL 2015, Article 213.

746 CL 2015, Article 213 (R).

47 Ernestine Ndzi, (2016) Directors’ pay regulation: “one goal two approaches”, International Journal of
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contract.”*® However, by early 1990s, the UK legislator began to take interest in the executive
remuneration, especially when in 1994 the CEO of British Gas received a 70% pay rise which
led to public outcry and attracted headlines in the press. The huge amount of negative press
was not only because of the huge pay rise of the CEO of British Gas but because at that time
British Gas was implementing voluntary redundancies towards the company’s employees. The
Chief executive at that time Mr Brown was required to appear in front of the house of commons
employment committee to defend his pay. This was a shift in the position of the UK legislator
whereby previously it stated that the director’s remuneration was a matter for the market and
the shareholders. From this moment onwards, the law made several provisions on director’s
compensation which was intended to increase transparency and accountability to director’s

compensation, however it did not have the intention to curb executive pay.

The Companies Act 1985 saw two major provisions which required listed companies to
disclose directors’ remuneration and provide shareholders with a non-binding vote on the
remuneration report.”® Greater disclosure requirements have also been introduced into the
2006 Companies Act by the Enterprise and Regulatory Reform Act 2013 (ERA 2013), all
aimed at increasing transparency and accountability in the pay procedure and the quality of the
disclosed information’?. Therefore shareholders had been granted greater access to directors
remuneration and this would surely lead to shareholders making a more informed decision
when voting on directors remuneration report at the general assembly.”? Previously, section
439 CA 2006 allowed shareholders a non-binding vote on the remuneration report, however,
as the vote was non-binding if the shareholders decided to vote down the remuneration policy,
the company was not forced to act in accordance with that vote. The Enterprise and Regulatory
reform act 2013 inserted section 439A into the companies act and made it a requirement for
the remuneration policy to be approved by the members of the company by way of an ordinary
resolution. Listed companies were required to produce a remuneration report which must be
separated into three sections. Firstly, a statement from the chair of the remuneration committee.
Secondly, the remuneration report and thirdly, the implementation report. Specifically, the
statement from the chair of the remuneration committee must contain a summary of the major

decisions that were taken on directors remunerations, any major changes that occurred during

9 Villiers, C. (2010), “Controlling executive pay: institutional investors or distributive justice?””, Journal of
Corporate Law Studies, 10(2), pp. 3029-3342.
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52 CA 2006, 5.412

181


http://www.emeraldinsight.com/author/Ndzi%2C+Ernestine

the company’s fiscal year regarding directors remunerations and what context these decisions
were taken on and the context that those decisions were taken.”® The policy report must set
out the proposed future remuneration policy which the shareholders must approve in abiding
vote once every three years. The policy report however only indicates the terms in which
executive directors are remunerated and does not include the specific amount paid to executive
directors. The implementation report must be put to an annual non-binding vote by the
shareholders.”™*

The shareholders binding vote alongside other powers given to shareholders under the 2006
act, such as the requirement for the approval of the shareholders for directors’ service contracts
that exceeds two years™>, the ability for the shareholders to remove a director from office by
an ordinary resolution’*®and the approval of certain payments for loss of office’’, all these
powers represent the significance of the voice of the shareholders in the UK. However, the fact
remains that the average shareholder lacks the expertise and the time to fully comprehend the
complex nature of the reports, excluding institutional shareholders who can afford to hire
outside expertise to interpret such reports. Roach argued that shareholders that hold a relevantly
small percentage of the shares will have to incur additional costs by hiring experts to interpret
the remuneration reports for them to make an inform decision when voting on the remuneration
policy. Therefore, it is likely that these shareholders would decide to abstain from voting. "*®

Whilst Ndzi argues that shareholders are not familiar with the remuneration process of the
company and would only base their decisions on the payout of dividends and cast their vote
for or against the remuneration report. Adding to Ndzi’s argument even though disclose
requirements were introduced as early as 2002, only a small number of companies have their
remuneration report rejected by shareholders with the majority number of shareholders
preferring to abstain from such voting”™®. The situation is very similar in Saudi listed
companies, whereby, to the author's knowledge not a single remuneration report has been voted
down by the shareholders in the general assembly. This may be due to the lack of shareholder’s

knowledge to interpret the remuneration report.

3 Ibid.

754 Large and medium size companies group accounts and report regulation 2008.
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A study conducted by Clark et al 2011 of 342 company chairman listed on London Stock
Exchange found that the effect of disclosing director’s remuneration actually led to an increase
of the levels of executive pay. Half of the 342 UK respondents believed the disclosure of
executive pay had resulted in a significant increase in pay levels’. This was since executive
directors used the disclosure requirements to their advantage whereby, executive directors used
the disclosure requirement to compare their pay levels to that of their peers. Therefore, instead
of risking the departure of the executive directors, companies tend to offer the dissatisfied
directors a pay package similar, if not better to their peers’®l. Nzdi concluded that there is
several challenges facing the CA 2006 on director’s remunerations, chiefly, the CA 2006 did
not intend to get involved in the setting of directors pay and it was of the view that it was an
internal matter for the company. Thus, the law cannot make provisions as to the appropriate
levels of remunerations that a director should receive or the aspects that make up their pay
package. The ‘‘non-use’’ of shareholders voting rights to review and monitor directors pay
appears to have contradicted the law’s approach to set director’s pay. Thus, rendering the role
of CA 2006 companies act in this area ineffective which is clearly seen by the continued

increase of directors pay in the UK."®?

Although shareholder votes are aimed to indirectly influence the remuneration process, the
effect of their influence is minimal, to say the least. Therefore, there is a need to enact certain
clear provisions in the CA 2006 such as, who should determine the pay of the directors.
Therefore, as a matter of law, directors set their own remuneration, and this may lead to

potential conflicts of interests.”®

Moving back to the Saudi position, board member remuneration in Saudi listed companies has
been associated with negative headlines in recent history. In April 2017 a headline in Al
Eqtisadiya newspaper was titled “Five Companies on the brink of liquidation pays out 16.6
million SAR in remunerations”. The article questioned whether these payments to board
members and senior executives were justified despite the company’s suffering huge losses and

being faced with impending liquidation.”®* The five companies were: Bisha Agriculture

%0 Clarke, M. (2011), “Banks remuneration report highlights failure of institutional investors”, available at:
www. freshbusinessthinking.com/news.php?NI1D11106 [accessed 30 December 2016]
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Development Company, Al Baha Company, Nema Petrochemical Company, Sanad
Cooperative Insurance and the Saudi Fishery Company. Sanad Cooperative Insurance’s annual
report (2016) showed that the company paid out SAR 5.86 million to senior executives, and
SAR 1.91 million in allowances for board members, even though it had recently suffered losses
amounting to 91% of its capital.

In a similar case, the Saudi Fishery Company to remunerate its senior executives and board
members 3.2 million SAR in salaries and allowances to two of its executive directors, whilst
making a loss of 72%. This company is considered to be one of the worst performing companies
in the Saudi exchange, yet it has continued to pay relatively high remunerations to senior
directors and board members over the past four years,’® leading to the question of how the
remuneration committees of how it has managed to design its executive and board members

remuneration policy with total disregard to corporate and individual performances.

7.7 conclusion

This chapter debated the main thesis question, namely whether the Saudi Arabian corporate
governance standards meet international standards by using the UK best practices as exemplar
in relation to directors’ duties, the board structures, directors remuneration and gender
diversity. The chapter discussed the duties of directors in the Saudi legislation and proceeded
to compare it to the duties stated in the UK legislation. It was observed that the Saudi
Companies law fails to explicitly refer to the two essential fiduciary duties: the duty of loyalty
and the duty of care. The analysis revealed that these duties need to be clarified in the primary
companies legislation rather than depend on the uncodified principles of Sharia law which are
subject to interpretation. The chapter also reviewed the structure and the composition and
structure of the board of directors in Saudi Arabia in light of the UK and international standards
of corporate governance. It was shown that the both systems share many similairty in structrue
and composition of the board. It was also discussed the diversity of the board of directors and
the roles of Executive, non-executive and independent directors and the issue of gender. The
issue of directors remuneration was also discussed in detail and it was revealed that the Saudi
position is considered more strict and set a limit on the remuneration a director whilst the UK
position is less strict and sets no limit on directors pay. However, it was argued that there needs

to be a review of the limitation set by Saudi law of the overall amount a director would receive

785 Ibid

184



as it was not explicitly mentioned if the remuneration limit includes executive directors who

undeniably have more responsibilities.
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8.1 Conclusion

The aim of this research is to analyse and asses the current Saudi corporate governance
framework to determine if it attains international standards by using the UK best practices as
an exemplar. The thesis is set out to examine the current corporate governance practices in
Saudi Arabia in relation to directors’ duties, the board of directors’ practices, gender diversity
and director’s remuneration which are all key issues and controversial features of corporate
governance. In order to achieve the stated research aim, this thesis assessed the compatibility
of the Saudi legislation in respect to English law. This has been achieved through a
comparative law approach. in adopting such approach, the research seeks to clarify the Saudi
local political, legal and cultural environments that impact the development and the
application of corporate governance in Saudi Arabia and to identify deficiencies in the Saudi
law in relation to the board of directors in listed companies. The objective of this study is to
propose certain recommendations to improve the respective laws by suggesting more clarity,
certainty, transparency and accountability. In achieving this the following chapters were

reviewed and analysed where appropriate.

The thesis first discussed a detailed review of the definitions, importance and concepts of
corporate governance. It then explored the popular theories and models of corporate
governance that affect the role of directors such as the agency and stakeholder theory. This
will help extend the knowledge and understanding of the role of directors and their
relationship with the company’s shareholders and stakeholders. This was followed by
investigating the most extensively followed models of corporate governance that affect the
role of directors and the extent those models are followed in Saudi Arabia. It was noted that
the several corporate governance models and theories have levitated from different
theoretical viewpoints whether they be social, cultural political or economic. Upon evaluation
of the different theories explored, it was apparent that each has its own merits, and some have
practical elements that can be applied in different environments that can contribute to the
development of corporate governance.’®® In addition, this chapter concluded that The Saudi
and UK legislation consider the company (not the shareholders) as the principal and the board
of directors as autonomous fiduciaries who act on behalf of the interest of the whole

company. It was found that Both countries recognise various stakeholder as part of the

766 Kiel, G., and Nicholson, G. (2003). Board Composition and Corporate Performance: How the Australian
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company who have needs, rights and claims.”®” Thus the relationship between the board of
directors and the company is quite unique where it never can be described as an exclusive
agent-principle relationship between the board of directors and the shareholders.”®® It was
also reported that the two most renowned models of corporate governance were the Anglo-
American and the Continental European models. The research then explained the huge
differences between the two models which led to recognize that these differences were due to

a host of legal, cultural and institutional reasons.”®®

Consequently, The Saudi model of corporate governance is regarded to be much closer and
more in harmony with the Anglo-American model and its shareholder ordinated approach.
The Saudi legislator adopts a unitary board and does not allow for a two-tier model. The
Saudi legislator does not provide an option for any form of employee participation or
representation in the decision-making process. Furthermore, the Saudi model does not
support the bank orientated system nor any form of long-term dominate ownership. However,
this system relies on the advanced nature of the capital markets and strict regulation on
discourse and reporting as well as the legal infrastructure in the country. Such system
requirements might be difficult to implement in a country such as Saudi Arabia. On the other
hand, The corporate governance system in continental European countries was built on civil
law and is considered quite distinct from the Anglo-American system of the corporate
governance these continental European countries tend to be more focused on certain
stakeholder groups offering their interests and rights wider legal protection than to
shareholders.””® The main features of this model can be described as being bank focused,
insider-dominated and stakeholder oriented.””* In contrast to the one-tier structure found in
the Anglo-American model, continental European countries opted for two-tier board: the
board of directors and the supervisory board. The continental European model highlights and
promotes the labour related aspects and employee involvement and participation, it also

allows them to contribute to the strategic management decision. Therefore, it was concluded
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that there is no system of corporate governance should be imitated blindly. Each system of
governance explored has its merits and must be viewed in the light of local and legal settings,
the characteristics of the capital market and the ownership structure.’”?

The thesis then discussed the background and the legal structure of Saudi Arabia, it then
underlined the local environment in Saudi Arabia in relation to the political, legal and judicial
settings which is considered key issues that affect corporate governance practices in the
country. The discussion was proposed to highlight some of the more unique characteristics of
the Saudi legal structure. The research has clarified the role of Sharia as the foundation of all
laws in the country and the considerable influence of Sharia judges was noted in matters

relating to corporate governance such as the quasi-judicial committee and commercial courts.

Consequently, the discussion in chapter three acts as a crucial base to the upcoming chapters
as an understanding of corporate governance in Saudi Arabia it critically depends on the

understanding of the legal system and its underlying structure.

Subsequently, the fourth chapter then analysed the development of the Saudi corporate
governance framework. The discussion focused on the first set of corporate governance
regulation issued in Saudi Arabia in 2006. It was observed that the Saudi corporate
governance regime adopted the Anglo-American model with the emphasis placed on the
rights of shareholders. This was further proven by the fact the CGR closely reflected the
recommendation of the Cadbury Report, such as the as the voluntary nature of compliance
i.e., “comply or explain” approach suggested in the Report and opting for the unitary-style
board as well. The ‘comply or explain’ nature of the regulation was viewed as not appropriate
as the Saudi legislator adopted the approach without considering the local environment such

as ownership concentration and social and hierarchical that is prevalent in Saudi companies.

The discussion then moved to the UK companies law and corporate governance framework,
this was due to the decision to use the UK as a benchmark for possible recommendations in
relation to director’s duties and the development of corporate governance in Saudi Arabia.
The position of the law on directors’ duties prior to the enactment of the Companies Act 2006
was explored. It was noted that directors’ duties were governed mainly by common law rules

and equitable principles and to some extent by statues. The need for reforming the
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Companies Act and codifying the duties of directors was presented. The UK company act
needed to be reformed as directors’ duties were fragmented and there were demands for the
full or partial codification of the law. The ‘new’ general duties were also examined. Further,
the research then reviewed the long experience of corporate governance, spanning over 30
years and the constant process of review and development that was led by the Financial
Reporting Council.

The thesis then turned its focused on the Saudi Companies Law and corporate governance
framework it also reviewed the changes between the 1965 Companies law and the updated
Companies Law 2015. It was evident that the new law contains several provisions that deals
with corporate governance, the law also removed barriers that aim to reduce the cost and the
procedure required to establish a firm. It was noted that one of the most important additions
to the new law was to provide the audit committee with increased independence and powers.
Furthermore, the new law stipulated harsher punishments for violation of the provisions,
including imprisonment heavy fines. However, it was observed that there was no explicit
mention of any of the fiduciary duties in the Saudi Companies. Although the fiduciary duties
of loyalty and care have established in Islam, these duties were not clearly specified or
defined in the current Saudi Companies Law 2015. In fact, it was suggested that these duties
need to be clarified and clearly specified in the companies law, rather than depending on the
scattered range of rules and principles outside the legislation which will only add to the

current Uncertainty.

The new corporate governance regulations 2017 was also reviewed in light of current
economic environment, in particular, Vision 2030 which aims to have a huge impact on the
diversification of the Saudi economy, increasing foreign direct investment and restructuring
state-owned enterprises. The new regulations were in response to the issuance of the new
Saudi Companies law to harmonise their rules. Numerous provisions were added, and many
shortcomings have been tackled in the new regulations. Unlike its predecessor, the new
corporate governance regulation is compulsory on all listed companies, except for a limited
number of articles which indicates that the new Regulations have been customised with the

local business enviroment.

In the final chapter, the thesis discussed the board of directors in Saudi corporate governance
as compared to the UK. It was identified that the Saudi corporate governance has some

deficiencies in relation to director’s duties and gender diversity. However, in relation in
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relation to director’s remuneration, it was revealed that Saudi Arabia adopts a completely
different position to the UK, whereby the Saudi legislator set a limit on the maximum
remunerations a director receives, although it is not expressly stated if the provision applies

to all directors including executive directors.

8.2 Summary of findings and recommendations

8.2.1 Recommendations in relation to Saudi corporate governance and company law

One of the most important issues that were addressed in this research is the Capital Market
Authority and its competent authority for handling disputes relating to Saudi listed
companies. The disputes of listed companies in Saudi Arabia are dealt with by the Committee
for the Resolution of Securities Disputes (CRSD) disputes which work outside the
jurisdiction of the courts. This is also the case with the appeal panel of these disputes. The
CRSD was established by the CMA which is the sole authority that issues regulations and
rules concerning the capital markets. The CMA has the power to determine infringements in
the capital market as well as being the authority that issued the regulations relating to such
infringements. This gives the CMA the power to set the rules that determine the practices
and acts that would constitute fraud and insider trading as well as stipulating and defining
related terms.””® This means that the CMA in these cases plays the role of the lawmaker,

claimant, investigator, judge and jury at the same time.

Although the CRSD and ACRSC carry out judicial functions and have authority to do so.
However, according to the Saudi law, the members of these committees are not viewed as
judges and their verdicts are not deemed judicial, but they consider as administrative
decisions.””* Furthermore, the CRSD and ACRSC exercise their judicial duties outside the
remits of the courts and have the power to issue fines, suspensions and even imprisonment
even though they have no legal qualification or independence as is the case of members of the

judiciary.

73 CML 2003.Aricles 25 (c), 49 and 50.
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A noteworthy example of the deficiencies in the Saudi securities market was the recent case
of Al Mojil Group. The CRSD in the final resolution handed down a fine of 1.6 billion Riyals
(%427 million) to be deposited in the CMA accounts and imposed a five years prison sentence
for the chairmen Mohammed Al Mojil and his deputy for irregularities related to the
company’s initial public offering (IPO). /® It should be noted that to appeal a decision by the
CRSD, permission must first be granted by the Appeal Committee for the Resolution of
Securities Conflicts (ACRSC) which has the discretion to decline to review the decision by
the CRSD, affirm the decision or reconsider the lawsuit. In this case, the ACRSC declined to
hear the case deemed final with no legal recourse to the Board of Grievance or any other

court for that matter.””®

It was also noted that the decision of this committee is considered final without any
opportunity for judicial review for the aggrieved party. This situation was considered
unacceptable and may have serious negative consequences not only on the Saudi companies
and their directors but also on the integrity of litigation in the capital market which may deter
foreign investors from entering such a market. It was also pointed out that this situation
hinders the role of the corporate sector which goes against the goals of Vision 2030. Saudi
Arabia is heading towards intensive privatization. Thus, the Saudi legislator must improve
the regulation and the judicial system to create a welcoming and secure environment for all
parties. The cause of this current dilemma is the long-term disagreement between Sharia
scholars and Saudi legislators about enacting laws that tend towards dealing with the need of

modern times.

Recommendation

To ensure fairness in the justice system, it is recommended that CRSD and ACRSC be
transformed into authentic courts. Such authentic courts would be divided into two levels; the
court of the first instance and an appeals court. This would necessitate the legal system in Saudi
Arabia to recognise these committees as part of the judiciary and afford its members the same
power, protection and independence currently afforded to members of the judiciary authority.
This would also apply to the process of appointment, tenures and the nature of decisions taken

by the members of these committees.

775 The Capital Market Authority. (2018). The CMA Announcement on The Issuance of a Final Decision by The
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[Accessed 2 Aug. 2018].
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Furthermore, the fact that the decisions of the committees are considered final would
considerably lessen the attractiveness of the Saudi market. Under Article 25 (g), the CML
provide that the decision of the ACRSC shall be deemed final. Thus, the litigant has no legal
recourse available in the form of a judicial review on the decision of these committees.
Therefore, it is recommended that the Saudi legislature to remove Article 25 (g) and replace it
with an appropriate article to ensure that the aggrieved party has legal recourse before the Board

of Grievances as is the case in the UK legal system.

In addition, the lack of committee sittings outside the capital city presents an obstacle that
might discourage (both in terms of cost and location) aggrieved parties from bringing an action
before the CRSD. It is recommended that Saudi Arabia could benefit from the experience of
the UK regarding this issue, for example, the High court in the UK has many sittings around

key locations in the country.

Recommendation for an Independent body for corporate governance

In the UK, the development of corporate governance can be seen to have begun early in the
20" century when public companies took the significant step of being listed on the stock
exchange, widening the dispersion of shareholders and thus weakening the shareholder-

management link.

Behind the increasing numbers of measures taken in the UK to regulate corporate governance
lie a number of factors, including concern arising from several instances of corporate
financial collapse 1990s and 2000s. A strengthened awareness of corporate governance
practices has also arisen from the greater investment of pension funds, insurance companies
and other institutional investors in the shares of public companies and the consequent
increase in their concern regarding their exposure to the risks inherent in these shareholdings.
At the same time, companies have increasingly sought and expected to obtain external
funding, giving rise to the increasing importance of corporate governance and its role in

reassuring prospective investors that their money is in safe hands.
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The Financial Reporting Council (FRC) was established as an independent organisation, that
“officially took over the role of review and updating the UK corporate governance code’ "’
this was to promote high standards of corporate governance and reporting with the objective
of fostering investment. The health and growth financial market contribute directly to the
overall development of an economy and ensuring the that the UK financial market function in

an efficient way there is an inherent need for investors to have the confidence to invest

The FRC is the UK’s independent regulator and is responsible for setting and promoting
high-quality corporate governance standards in listed companies. Some of its functions are
maintaining and reviews the UK Corporate Governance Code, implementing and monitoring
the standards of corporate reports, encouraging companies to publish reports in a fair,
balanced and understandable way and operating a Financial Reporting Lab that connects
companies and investors together to participate in the improvement of company reporting.

On the other hand, The CMA is the sole authority that supervises and regulates the conduct of
all listed companies in Saudi Arabia. The weakness of the present regime is that the CMA
reports directly to the Council of Ministers. It acts as an agency of the government, which
directly appoints the board members making its independence restricted by excessive
government interventions that compromise its ability to monitor and regulate corporate
practices.””® This was confirmed by The World Bank’s report on the observance of standards
and codes relating to corporate governance practices in Saudi Arabia which suggested that
there was a lack of managerial independence among the regulatory authorities, unnecessary
political interference and a shallow market where corporate legislation is weakly

implemented and enforced.

Recommendation

It is recommended for Saudi Arabia to create a separate independent body for corporate
governance, a similar organisation like the UK Financial Reporting Council to be in charge of
maintaining and reviewing the Saudi Corporate Governance Regulations, monitoring the
standards of corporate reports and to engage with stakeholders on regular basis and respond

to any concerns they might have. The body should also hold conferences, workshops, publish

"7 Yeoh, P. (2018). Corporate Governance in the UK: A Time for Reflection. Business Law Review, 36(4),
p.130.
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consultations to increase awareness of corporate governance and ensure that regulations are

harmonized with the local business environment so that it would serve its purpose.

8.2.2 Recommendation in relation to the role of Sharia in corporate governance.

Since the foundation of the Saudi nation, Sharia has been recognised as the official legal code.
The research, therefore, considers it is significant that the analysis of the issues on director’s
duties is expanded to include the viewpoint of Sharia. Furthermore, the duties and
responsibilities of directors in relation to the rules and rights afforded by Sharia may provide
useful suggestions. These suggestions include increased effectiveness when dealing with the
misconduct of directors. the recommendations provided by Sharia law may be used to improve
the efficacy of certain regulations in Saudi company law which will subsequently have a

positive impact on corporate governance.

This thesis has shown that several director’s duties have been acknowledged by Sharia
scholars. To ascertain the origins of these duties, several primary and secondary sources have
been analysed to confirm this claim. The thesis has also proven that the origins of the fiduciary
duties were Sharia law.””® Moreover, the duty of care, the duty to act within powers, the duty
to avoid conflicts of interest and other duties have been proven to have its origins in Sharia law
and have been acknowledged by Sharia courts. Sharia scholars categorise the director
(Mudharib) is a trustee and therefore, must act in a certain manner and within the agreement
between him and the shareholders. As a trustee, the director is not authorised to undertake
risks that are harmful to the people that placed their trust in them and must only act in their best
interest. Form Sharia perspective, a trustee is personally held liable in cases of negligence or
aggression. The concept of negligence is recognised as the absence of care in the maintenance
and the protection of commodities or money that have been placed in the care of a trustee. In
relation the level of care expected from a trustee, Islamic scholars have clarified this position
by stating that as the adequate level of diligence that experts consider is acceptable under
normal circumstance.’”® Breaching the duty of care was demonstrated in the case of the
chairman of ABDAR company where he was sued on the grounds of negligence when the

chairman failed to arrange the required loan of $13 million which caused huge losses to the

779 See Chapter 6.
780 Siraj,M, (1993). liability of aggression in Islamic jurisprudence compare to tort liability in Law, Dar
Alddirasat Aljame’eiah, Beirut, pp.251-257

195



company. The Commercial court at the Board of Grievances ruled that the chairman was
negligent and was liable to the company for the damages by breaching his duty of care.”®!

Despite Sharia recognition of the duty of care, the Saudi companies Law 2015 has no specific
mention of the fiduciary duties of directors.”? for instance, The Saudi legislator has failed to
clearly define the duty of care in the CL 2015 which makes it difficult to hold directors
accountable for their breach under Saudi law.

Recommendation

It is recommended that the Saudi legislator should clarify the fiduciary duties in the Saudi
Companies Law 2015. The fiduciary duties of directors are not well defined in the Saudi
legislation, although Sharia law has recognised these fiduciary duties and through this
recognition exerts its influence in the country and is applied by Sharia courts. However, this
recognition is achieved through scattered Sharia rules and principles which can create a sense
of legal uncertainty. Therefore, given that other duties are generally codified in the Saudi
Companies Law 2015, it recommended that this is applied in relation to directors fiduciary
duties. This will be beneficial to directors and will clarify Saudi Arabia legal stance regarding
fiduciary duties. For example, the Saudi legislator will benefit from the UK companies Act
2006 s.174 which offers a clear definition of the duty of care and provides the standards that

directors are required to meet

8.2.3 Recommendations in relation to the cultural and political environment.

The new trend of vision 2030 is a key factor that can greatly affected corporate governance in
Saudi Arabia. Vision 2030 outlined the proposed new economic blueprint for the kingdom of
Saudi Arabia. This could be a turning point in the history of the nation and may have a huge
impact on the diversification of the economy in Saudi, promoting the culture of work and
corporate governance practices. The new vision in Saudi involves a comprehensive
privatization programme of state-owned companies and government agencies which aim to

increase transparency, tackle any form of corruption and reduce unemployment by encouraging

781 The Board of Grievances the Commercial court, Judgment Number. 10421/1 in 2011.

82 Al Rimawi,L, (1999), “Emerging Markets of the Middle East: A Critique of Selected Issues in Arab
Securities Regulation”, Journal of Financial Regulation and Compliance, 7 (2),p. 160.
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the private sector to employ most of the labour force. all these factors together and linked to
the current legal environment raises questions about the ability to achieve the targets of vision
2030 whilst protecting the rights of shareholder and stakeholders.

Recommendation

In light of Vision 2030, good governance and the protection of stakeholders interest would be
more significant than ever before. The research has shown that there is no equivalent of 5.172
CA 2006 in the Saudi Companies Law. Indeed, the Saudi corporate governance framework
would benefit greatly from adopting a similar provision to the duty set out ins.172. The essence
of the duty is to make directors base their decision, on the long-term success of the company
and take into account the interests of stakeholders. The director will have to think harder about
making decisions, this shouldn’t be viewed as an impendent on the directors, rather should
ensure that the decision would entail stability and sustainability. Further to the discussion in
chapter two, the principle of Sharia law recognises the need to take into account the effect on
the other stakeholders of the board of directors’ decisions. The importance of consulting
stakeholder can be found in Sharia, the following text from the Quran affirms this. Allah
declares: “And consult them on affair [ of the moment] then, when you have decided put your
faith in Allah”"® Also “Those who respond to their Lord and establish regular prayers who
[conduct] their affairs by mutual consultation who spend out what we bestow on them”.784

This confirms the importance of consulting with stakeholders especially in areas where they
are likely to be affected by the decision of the director. It is therefore recommended that the
law is made more certain by codifying the Sharia principle in a similar manner to that of section
172 CA 2006. The proposed provision was found to be a good tool for corporate governance

and is being fully compliant with Sharia law.

Female participation

The representation of women on board of directors has recently gained global attention and
considered as a key topic in corporate governance.’®® Despite the recent progress towards
gender balance in the labour force of many countries women are still largely underrepresented

in leadership positions and particularly in executive positions.

83The Holy Quran, Surrah Al Amran:3:159

784 1bid, AL Shura 38.

785 Hill, B., Lunn, M. and Morrison, W. (2015). Saudi Arabia: An Overview of Executive Compensation, Board
Structure, and Sustainability. Drake Management Review, [online] 4(1\2), p.2. Available at:
http://faculty.cbpa.drake.edu/dmr/0412/DMR041205R.pdf [Accessed 13 Oct. 2017].
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However, it was revealed that Saudi Arabia was one of the worst performing countries in terms
of women representation. In the 2014 Catalyst Report which studied the board composition of
44 countries found that Saudi Arabia was ranked 44 out of the 44 countries chosen for the study
with only 0.1% of board seats occupied by women in 2014. " Many European countries have
opted to adopt quotas to increase female participation on company boards. For instance,
Norway, Italy, Belgium and France have all decided to enact binding quotas whilst countries
like Greece, Demark, Austria and Sylvania have placed quota requirements for state-owned

companies.’®’

In the United Kingdom, the Government Equalities Office of Statistics revealed that in the
FTSE 100 female directors hold 23.5% of board seats and that statistics that there were no all-
male boards in any of the FTSE 100 companies. This represented an increase of 11% since
2012 in female representation on company boards. The increase has been attributed to
government campaigns, voluntary initiatives and legal disclosure requirements.’®® In 2011 the
Davies Review into women on boardrooms made several recommendations, including; all
FTSE 100 companies should aim for at least 25% female representation on boards by 2015. (A
target that was reached six months ahead of schedule) "®° , All FTSE 350 should set aspirational
targets for the percentage for women on their boards, quoted companies should disclosure of
the number of women on the percentage of women on the board, in senior executive positions
and the overall proportion of women in the company and Amending the UK Corporate
Governance Code to require listed companies to establish a policy that addresses the issue of

diversity in the boardroom.

The recommendations of the Davies Review work well together with the gender diversity
disclosure requirements are set out in the UK CA 2006 and the UK Corporate governance code.

Section 414 (8)(c) of the CA 2006 requires quoted companies to include in the annual strategic

786 Catalyst. (2014). Catalyst Census: Women Board Directors. [online] Available at:
http://www.catalyst.org/knowledge/2014-catalyst-census-women-board-directors Last accessed 22 January 2016
787 Valsan, R (2016), 'Board gender diversity and the enlightened shareholder value principle' The Company
Lawyer, 27(6), pp. 171-177.

788 Davies. Lord Mervyn. 2011. Women on boards. London: Department for Business, Innovation and Skills.
Awvailable at: http://www.bis.gov.uk/assets/biscore/businesslaw/docs/w/11745womenonboards. [accessed 23
August 2016]

789 Davis. Lord Mervyn. 2015. Women on boards Davis Review five year summary. . London: Department for

Business, Innovation and Skills. Available at: https://www.gov.uk/government/publications/women-on-boards-
5-year-summary-davies-review.
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report a breakdown at the end of each year showing the number of each sex who were employed
by the company including directors and senior managers. '*°

The UK corporate governance code also recommends that the directors should be appointed on
merit and ‘“With due regard for the benefit of diversity on the board, including gender’’.”® The
UK CGC also states that a separate section of the annual report must include a description of
““The boards' policy on diversity, including gender, any measurable objectives that it has set

out for the implementation of the policy, and progress on achieving the objectives”’. '%?

It was noted that one of the benefits of the gender diverse board was the promotion of dialogue
which essential for a board to function effectively. The dialogue should be both constructive
and challenging to avoid issues that may arise from ‘‘Groupthink’’. The presence of a more
diverse board would help avoid instances of ‘‘Group-think’” which is the phenomenon where
the desire for harmony and conformity in a group may lead to irrational decision making.’®
Groupthink has been uncovered as one of the reasons for the financial crises in the United
Kingdom.”* One of the methods to ensure against issues arising from groupthink is to ensure
that there is a constructive debate in the boardroom. Having a diverse board is one of the ways
to avoid such a problem.

Diversity in the composition of the board promotes different approachs and experiencies.
According to the UK corporate governance code, diversity is also a very important tool for
ensuring effective engagement with key stakeholders and help achieve the company’s
strategy.’®® Furthermore, according to the Catalyst Research Series ‘the bottom line’’, boards
with more female participants achieve better financial results than boards with fewer women
participants. The research also found that companies with more women on boards had an
average of 16% higher Return On Sales and 26% higher Return On Investment.”®® However,
the research also confirmed that in order to gain the benefits of gender diversity on boards, at

least 3 or more women are needed on each boardroom this is to create a ““critical mass’’’®’ of

790 CA 2006 414A (8)(c)

791 UK Corporate Governance Code, 2016, Principle B.2.

2 |bid, B.2.4

93 Al-Janadi, Y., Rahman, R. A., Omar, N. H. (2013) Corporate Governance Mechanisms and Voluntary
Disclosure in Saudi Arabia. Research Journal of Finance and Accounting, 4 (4), 25-35.

94 Ibid

95 Ibid.
%6Catalyst. (2014). Catalyst Census: Women Board Directors. [online] Available at:
http://www.catalyst.org/knowledge/2014-catalyst-census-women-board-directors Last accessed 22 January 2016

97 Kanter, R. M. (1977a) ‘Some Effects of Proportions on Group Life’,American Journal of Sociology, 82 (5),
965-90.
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women and thus leading to higher financial performances’®. It was argued by Linda Eling et
al that the presence of 3 or more women on boards can change the dynamics of the boardroom

and ‘‘enhances the likelihood that women’s voices and ideas are heard’’.”®°

One of the main goals of vision 2030 is providing equal opportunities for both genders. This
goal can be used as a catalyst for the promotion of gender diversity on company boards. The
increase of Saudi women’s representation on boards can bring many benefits as discussed
above. Furthermore, the benefits of a more gender diverse board can broaden the perspective
of the board and make use of interpersonal skills to promote collaboration which can widen the
context of discussions in the board.

Recommendation

It is recommended that the Saudi legislators adopt mandatory quota legislation requiring every
board to have at least 20% female representation. Saudi women are a great asset that has been
neglected for a long time.8%° However, with vision 2030 and under the wisdom of the King and
the vision of the crown prince, Saudi women have more rights than ever before. Therefore,
adopting mandatory quota legislation will ensure the increase of female representation in

corporate boards.

Finally, if these recommendations are adopted they will certainly enhance Saudi corporate
governance to a level that is comparable to the United Kingdom and of global best practice.
This in turn will enhance the flow of foreign investment into the kingdom and ensure the

success of vision 2030.

"%8Eling, L, Marshall.R, Rallis A, and Moscardi.M. (2015). MSCI, Women on Boards: Global Trends in Gender
Diversity on Corporate Boards.” Available at: https://www.msci.com/documents/10199/04b6f646-d638-4878-
9c61-4eb91748a82b [ accessed 22 January 2016]

799 1hid.
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