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Abstract

Within the scope o'f“company law, the notion of corporate governance involves issues such as
the exercise of power over the directors of the enterprise, the supervision and control of
executive action, concern of the effect of the entity of other parties , and the regulation of
corporations within the jurisidiction in which they operate. ‘The constrasting needs of the
owners of the company (its shareholders) might conceivably leads to directors acting in a
matter which could be deemed to be inconsistent with the cencern of the “stekeholders”. Thus
this paper will focus on the question whether within the system of corporate governance, does
the directors owes a wider obligation beyond the traditional notion of accountability to
shareholders and whether directors are under an obligation to protect the creditors of the
company while the company is a going concern from a legal perspective. The idea of
corporate responsibility, a major component of corporate governance will also be discussed.
Within this context it will be argued that the position of certain groups such as the creditors
and employees can be feasibly incorporated within the ideas of “stakeholders”. Finally this
paper will also evaluate the practicality and the future prospects of some key issues in
corporate governance related to company law namely creditors interests, directors obligation
and the stakeholders within the Malaysia legal framework i.e. under the Malaysian Companies
Act 1965 and the extent in which its differs from the common taw position in United Kingdom.

Introduction

The term corporate social responsibility refers to the assumption of responsibility by
companies whether voluntarily or by virtue of statute in discharging socio-economics
obligations in society. Since corporation are perceived as social enterprise, it is permissible for
them to take account of the social welfare considerations which affect society. Company
should therefore discharge their social obligations for the benefit of society and in the public
interest. Within the concept of corporate social responsibility, the contrasting needs of the
owners of the company (its shareholders) might conceivably leads to directors acting in a
manner which could be deemed to be inconsistent with the concsin of the “stakeholders.”
Thus the thrust of this paper will focus on the legal provisions imposed fo companies in
accordance with keeping in line with the practice of good governance and at the same
time adhering to corporate social responsibility issues at a wider perspeciive. Within this
context it will be argued that the position of certain groups such as the creditors and
employees can be feasibly incorporated within the ideas of “stakeholders.” Finally this paper
will also evaluate the practicality and the future prospects of some key issues in relation to
good governance related to companies .

! Deputy Dean, Faculty of Law , Universiti Kebangsaan Malaysia, Bangi, Selangor. Paper presented
at International Conference on good governance : Perspective and practices, Universiti Brunei and the
Prime Ministers Department Brunei Darulsalam ,Bandar Seri Begawan, Brunei. 28-29" September
2002.



Concept of Corporate social responsibility

Corporate social responsibility can be regarded as an exceilent vehicie for demonstrating the
multitude of diverse theoretical and ideological approaches to corporate governance.
Approaches to corporate social responsibility are intimately connected to economic and social
structures and to political and cultural traditions. According to Herman?®, corporate social
responsibility means business obligations beyond those traditionally assigned, that is, other
than producing goods for a profit within a framework of law and customary behaviour. Sheikh?®
defines corporate social responsibility as the assumption of responsibilities of companies
whether voluntary Jor by virtue of statute in discharging socio-economic obligation in society.
Thus, it can be said that in corporate social decision-making, the power exercised must be
implemented in the public interest. In order to serve the public interest and at the same time to
maximize their profits, companies would be subjected to general legai constraints in force at
any particular time such as the rules of employment law, consumer law or environmental iaw.
in other words, profit maximization can also lead to the maximization of sccial wealth. in the
circumstances, company law and corporate governance can be used as an instrument of
broad social policy to construct a ‘corporate conscience’ or to make the organization more
responsive to its social environment.

Corporate Social responsibility and the relationship between directors, shareholder
and creditors

Company Law incorporates into its model a central obligation for the directors of trading or
industrial corporations within the purpose for which it is founded. Broadly, a duty to maximize
benefits to shareholders specifically, to maximize profits. Traditionally, company law has been
exclusively concerned with the relationship between directors and shareholders. Directors
shall have the management and supervision of the affairs of the company and they may
lawfully exercise all the powers of the company except, as to such matters as are directed by
a general meeting of the company®. The shareholders have delegated their powers of
management to directors with the hope that the directors will pursue corporate objectives for
their benefit. However, this traditional rule and concept of company law regarding directors’
duties and their relationship with shareholders have come under challenge. Modern
approaches to Company law contend that the law ought to allow or even require directors to
have regard to other wider considerations and interests. There are demands for recognition of
the claims of the company workforce, its customers, suppliers and creditors and more broadly,
the local community and the national interest.

Directors’ managerial duties to pursue corporate objectives are derived from the powers
conferred on them by the company’s articles and memorandum of association. They also
derive power from the common law and fiduciary duties, including directors’ duties to act bona
fide in the interest of the company. To include corporate social responsibility in the broad
objectives would include reviewing the company’s strategic aims and providing the leadership
in order to enforce the aims. This would include supervising the management of the business.
However, the board's actions are subject to laws, regulation and the policies adopted in
general meeting. Shareholder’s role is primary concerned with monitoring directors powers
and duties. They are regarded as owners of the company while the directors have been
declared as agents of the company®. Since shareholders are the owners of the company, they
could compel directors to pursue certain objectives including profit maximization.

*Herman, ‘Corporate Control, Corporate power’ (1981) Cambridge University Press Chapter 7.

Sheikh , ‘Corporate social responsibility, Law and practice’(1996) Cavendish Publishing Ltd. Chap 1.
“Malaysian Companies Act 1965, Fourth Schedule, Article 76. See Aishah Bidin, Undang-undang
Syarikat Di Malaysia, Dewan Bahasa dan Pustaka, (2001), Chapter 10.

Lennard’s Carrying Company Ltd v Asiatic Petroleum Co Ltd (H.O.L)(1915) AC 705, per Viscount
Haldane held that a corporation is an abstraction. It has no mind of its own any more than it has a
body of its own. Its active and directive will must consequently be sought in the person of of
somebody who for some purpose may be called an agent but who is really the directing mind and will



As mentioned, Professor Dodd® proposed that company law should regard the trusteeship of
corporate managers as extending to embrace the interests of the employees, customers and
others. A. Berle pointed out that the legal difficulties” involved would make the whole proposal
unworkable. He stated that when the fiduciary obligation of the corporate management and
control of shareholders is weakened or eliminated, the management become, for all purposes,
absolute. He reiterated that the only thing that can come out of it in any long view is the
massing of group after group to assert their private claims by force or threats. This he stated is
an invitation not to law or orderly government but to a process of economic civil war®.

With regards to thjs aspect, Professor Sealy® also shares the same skeptical view as Berle.
He contends that without some system of legally ordered priorities between the different
groups having claims to recognition as part of the corporations enterprise, there is no way in
which any such claim could be positively enforced. Infact, Professor Sealy argues that to
extend directors duties so as to embrace the interest of employees and similar group is to
deny any effective role for the law and the courts. Furthermore, he states that the concept
ceases to be justifiable and that company law lacks proper enforcement procedures.

In relation to this, as far as creditors are concerned any changes o increase and strengtnen
the concept of corporate social responsibility in the corporate governance system might
enhance the position of the creditor. The writer is of the opinion that reforms aimed at
increasing the shareholders voice in the company would also protect the creditor. A strong
shareholder voice would be useful to creditors since this would encourage non-negligent
management although creditor and shareholders may have divergent interest and a strong
shareholder voice might press directors to acts in ways inconsistent with creditors concern.
For example, creditors may fear that directors will use loans for riskier ventures than those the
creditors had anticipated. Shareholders, in contrast, may be content that decisions for projects
_with higher gearing are implemented or higher risks in pursuit of higher returns. However, one
aspect of corporate social responsibility that is relevant would be the improvement in the
supply of information and disclosure. One example, is the creditors representation on the
board. More rigorous rules on disciosure would be necessary if banks have representation on
the board and this would certainly assist creditors in situations where the company is in a
financial problem.

In addition, the increase in the use of non-executive directors and greater reliance on audit
committees might also assist creditors as, to a certain extent, these mechanism would act as
a monitoring principal so that any acts of mismanagement and reckless disregard of the
creditors can be reduced or at least minimised. Thus, it is hoped that corporate governance
through corporate social responsibility will enable the imposition of certain rules and a wider
extension of duties on directors, which can include creditors protection. This will certainly
enhance creditors rights which at present are not adequately protected under the sigtutory
provisions of the companies legisiation.

if the corporation, the very ego and centre of the personality of the corporation aud under the direction
of the shareholders in the general meeting.

SFor whom are corporate manager trustees? (1932) 45 Harv. L.R 1145. This article was written in
response to Berle ‘Corporate powers as powers in trust‘ 44 Harv. L.R 1049.

"Berle ‘For whom corporate managers are trustees; A note’ (1932) 45 Harv. L.R 1365. See also
Weiner, ‘The Berle-Dodd dialogue on the concept of corporation ¢ (1964) 64 Columbia L. Rev 1458.
’[bid Berle, Pg 1367-1369.

°Supra see Sealy note 118.



Protection of employee’s interests

This section will analyse how employee’s rights and interests have been recognised through
legal developments in company law and suggest that in addition to creditors, directors also
owe a duty to employees within the corporate governance system'®.

The protection of employees’ interests in relation to the concept of the stakeholder has
undergone a profound development in Britain™. In the early days of Company Law, employees
were perceived as having no ‘legitimate interest’ within the business of the company and thus,
protection was not required. Employees were permitted to benefit from managerial discretion,
but only when the _benefit was consistent with the benefit accruing to the shareholders. The
early Company Act had nothing much to mention about employees interests. This was
reflected in the line of early cases concerning rights of employees in relation to the company.
Furthermore, although shareholders could invoke the ultra vires rules in the court in order to
restrict the activities of a director, employees did not possess such rights'2.

The basis of their relationship was a personal contract of service and the contractual
relationship between the employer and the employee would not be affected by a change of
control in the company. Another factor, which demonstrates the lack of concern for
employees, was based on the concept of risk and enterprise, which are the key elements in
capitalist philosophy. As enunciated by Goyder'?, employees risked nothing in the conduct of
employees and thus they should not be allowed {o claim a stake in the fruit of enterprise.
Conversely, shareholders were viewed as risk takers and hence company laws ought to be
concerned with their welfare.

However, with the developments in Company Law, employee interests were later incorporated
in the Act. The position was eventually changed in English law in 1980 with the introduction of
what is now Section 309 of the 1985 Company Act'. Section 309(1) of the Companies Act
1985 provides that the matters to which the directors of the company are to have regard in the
performance of their function include the interests of the company’s employees in general, as
well as the interests of members. Subsection 2 states that the duty imposed by this section on
the directors is owed by them to the company (and to the company alone) and is enforceable
in the same way as any other fiduciary duty owed to company by its directors. Furthermore,
subsection 3 specifies that this section also applies to shadow directors.

Parkinson'® argues that this section is open to two different interpretations. Firstly, it is now the
duty of the director to operate the business in the interest of the employees in addition to the
members. This would mean company law now regards members and employees as joint
stakeholders. In this regard, it can be said that there is a substantial conflict of interest
between shareholders and employees. Each of these groups has a competing interest in
maximising it's share of the surplus generated by the company’s business. The shareholder
would, of course, prefer as high a rate of profit as possible, but the employee would prefer
profits to be lower since maximising could subsequently lead to plant closures or even the
introduction of job destroying technology. Hence, employees interests will not always be best

WFor background reading on duty of director to employees see: Prentice, ‘A Company and its
employees: The Company Act 1980’ (1980) ILJ; Birds, ‘Making directors do their duties’ (1980) I Co
Law 67.

HFor background reading see Xuereb, “The jurisdiction of industrial, relation through company law
reform, (1988) 51 MLR, Wedderburn, ‘Trust, Corporation and the Worker’ (1985)23 Osgoode Hall
Law Journal. A more recent account is based in Parkinson, ‘Corporate power and responsibility;
Issues in the theory of Company Law’ (1993) especially at page 81-87.

12See Forbes v New South Wales Trotting Club (1977) 3 ACLR 145 at pg 150.

3See Goyder, The furture of Private enterprise(1951) at pg 18-19.

“For the reaction to the changes in the law see Birds,Making directors do their duties, (1980) 1 Co
Law 72, Prentice,A company and its employee (1981) 10 ILJ 1, Mackenzie, (1982) 132 NLJ 688 and
Prentice, ‘Employee participation in Corporate Government - A critique of the Bullock Report (1978)
Canadian Bar Review 277.

YParkinson, ’Corporate power and responsibility - Issues in the theory of Company Law’, (1994).



served by a policy of profit maximisation. However, improvements in the prosperity of the
company might lead to higher dividends or rising share values which might benefit
shareholders and may also result in increase in wages and job security.

The second opinion is that section 309 can be interpreted as changing the definition of the
interests of the company. In the second approach, the idea is to add the employees to the
shareholders as the people whose interests the directors are required to serve. Since this
section does not give any indication as to how the interest of employees and shareholders are
10 be given different emphasis, what has emerged is that the duty of the directors in managing
the company is based on balancing the respective interests of the groups.

The writer is of the opinion that although the provision acknowledges the existence of the
employees interests, it fails to address the issue of potential conflict between the employees
and shareholders interests, since no guidelines as to which interests shouid be given priority is
offered, Subsection (3) makes it clear that this obligation extends to shadow directors.
However, the scope is reduced by section 741(3) which states that for these purposes a
parent company cannot be regarded as a shadow director simply because the directors of the
subsidiary follows it's instruction. Problems would also arise in relation to the means of
enforcing this section since a decision to institute legal proceeding to ensure compliance of
Section 309 is a matter at the discretion of the board or the general meeting. In this respect,
employees have no right to be represented on the board and uniess employess own any
shares in the company they would not be eligible to participate in the general meeting. Thus,
in such cases, the decision to challenge the conduct of directors is unlikely to be pursued.

Therefore, as conceded by Professor Sealy'®, the emptiness of Section 309 is thus exposed,
‘since it is either one of the most incompetent or one of the most cynical pieces of drafting on
record’. However, Pettet'” is more assured in his statement by saying that," a moral principle
has been embodied in a statute with the intention of making it law while the absence of an
effective sanction may not detract from its legal quality as such it reduces its impact and
importance’.

The Concept of Corporate Governance

The origin of the word governance can be traced to the Latin word ‘gubernare’ meaning to rule
or to steer and from the Greek word ‘kybernaein’ meaning to steer. Wiener'® used the Greek
root, as the basis for cybernetics, the source of control in man and machine. The idea of a
steering, with someone at the helm provides a particula-ly helpful insight into the reality of
governance.

Until recent years, the subject of corporate governance has been the subject of litile
discussion, yet the issues have existed for, as long as there have been corporate structures.
Today, the subject is a central political and economic issue in Britain and the United States.
The word ‘governance’ itself was revived by Harold Wilson'™ in 1977. In his book, the Prime
Minister of the day identified governance solely with governance at state level, R. . Tricker
defines governance as the process by which companies are run and the process by which
corporate entities, particularly limited liability companies, are governed®. The notion of
corporate governance includes issues such as the exercise of power over the directors of the
enterprise, the supervision and control of executive actior, concern for the effect of the entity
on other parties, the acceptance of a duty to be accountable, and the regulation of
corporations within the jurisdiction in which they operate?®'.

“Supra See Sealy, note 118 at page 177.

Pettet, (1981) 34 CLP 199 at page 204.

BWiener, Cybernatics, Wiley (1948).

“Wilson, The Governance of Britain, Weidenfeld and Nicholson Ltd and Michael Joseph, Ltid, (1976),
Sphere Books, 1977.

“Tricker, Corporate Governance: Practice, Procedures and Powers in British Companies and their
Board of Directors, Gower Publishing Company, 1984.

MIbid, Chapter 1: The Principal features, Issues and Ideas.




































