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SECURI TI ES AND EXCHANGE COWM SSI ON OF PAKI STAN
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ORDER UNDER SUB- SECTI ON (5) OF SECTI ON 208 READ W TH SECTI ON 476 OF THE
COVPANI ES ORDI NANCE, 1984 - IN THE MATTER OF NAFEES COTTON M LLS LIM TED

Brief facts of the case are that fromthe annual accounts of the conpany
for the period ended on 30.09.1999 it was noticed that the conpany during
t he year 1998-1999 advanced a short termloan of Rs. 38 mllion to its
associ at ed conpany, nanely Legler Nafees Denim M IIls Limted (LNDM carrying
mark up at the rate of 18% per annum It was stated in the published
financial statenment that the | oan would be converted into shares of LNDM and
that the plan of the managenment is to sell these shares during the
accounting year 1999-2000 therefore, this | oan was grouped under current
assets. Since this investnent required authorization of sharehol ders of the
conpany in terns of section 208 of the Conpanies Ordinance, 1984, the
conpany was asked to furnish a copy of such authorization. In response, the
Conmpany submtted a copy of the special resolution of the conpany passed
seven years ago on 31.03.1992. The resolution then passed by the conpany is

reproduced as under: -

“RESOLVED that in ternms of Section 208 of the Conpanies Ordinance,
1984, and/ or any other provisions of the |laws of the country, the
Chi ef Executive be and is hereby authorized to make | ong/short term
i nvest nents, |oans and advances, etc., on behalf of the Conpany, up
to the extent of Rs.50,000,000/- (Rupees fifty mllion) in one or
nore of its associated, subsidiary and/or other conpanies, on terns

and condi tions which are not unfavourable as conpared to Such



i nvest nents, | oans, advances, nodaraba/ nusharaka investnents, etc.,
obtai ned from comrerci al banks, and to disinvest, liquidate, reinvest
and/ or vary the sanme, and/or change the nature thereof and/or the

terms and conditions attached thereto, fromtime to time.”

2. In the process of examining this matter it was further noted that the
i nvest ee conpany nanely Legler Nafees DenimLimted was not even in

exi stence at the tinme of passing of the resolution on 31.03.1992 (as it was
i ncorporated on 20.02.1993). In |last seven years all the directors of the
conpany i ncludi ng Chief Executive had changed except one director. Further
the resolution as reproduced above did not neet the requirenment of section
208(1) which says that “resolution which shall indicate the nature and

amount of investnment and ternms and conditions attaching thereto’’.

3. The Finance Act 1995 (1 of 1995) had brought an inmportant anmendnent in
section 208 of the Conpanies Ordinance, 1984, i.e. the requirenent of
passing of a “general resolution” was substituted by passing of a “speci al
resolution” by the shareholders. Then to advance the purpose of section 208
i bid, the erstwhile Corporate Law Authority (now SECP), in exercise of its
powers, issued an “Order” under section 246 of Conpanies Ordi nance, 1984 on
30th July, 1996 requiring that |isted conpanies shall, while issuing notice
of their general neetings, where a special business related to investnents
in any of the associated conpani es or associ ated undertakings is to be
transacted, under section 208 of said Ordi nance, annex a statenent, pursuant
to clause (b) of sub section (1) of section 160 of that Ordi nance, setting

out, anmong other the followi ng information nanely: -

(a) In case of equity investnment

(i) Narme of investee conpany or associ ated undert aking;
(i) nature, amount and extent of investnent;
(iii) price at which shares will be purchased;

(iv) source of funds from where shares will be purchased;



(v) period for which investnent will be made;

(vi) pur pose of investnent; and

(vii) benefits likely to accrue to the conpany and the
shar ehol ders from the proposed investnment.

(b) 1In case of Loans and Advances: -
(i) Name of borrower conpany and associ ated undert aki ng toget her
with the anount of | oan and advances;
(i) rate of interest to be charged on each | oan and advance

together with particulars of collateral security to be
obt ai ned from borrower;

(iii) period to which these | oans and advances wi |l be made;

(vi) the terms of repaynent or any other ternms of | oans and
advances;

(v) pur pose of | oans and advances; and

(vi) benefits likely to accrue to the conpany and the

shar ehol ders from | oans and advances.

4. The above said amendnents in section 208 of the Ordinance in 1995 and

i ssuance of “Order” by the erstwhile CLA (SECP) under section 246 ibid in
1996 changed the whole schene of law relating to transacti ng busi ness of
investnents in associ ated undertakings. Hence, the resolution passed in the
year 1992 becane in-operative and ineffective. Mireover, fromthe financi al
statenent for the year 1998-99 it was noticed that Auditors of the conpany
had al so qualified their audit report dated 08.03.2000 saying that

i nvestnent in the associ ated conpany was not nade on the basis of a valid
speci al resolution. A perusal of directors report published with financial
statenments for the year 1998-99 indicates that directors had replied to
auditors qualification in the directors report dated 08.03. 2000, considering
t he busi ness of advancing |loan to the associ ated conpany validly transact ed.
Since it was a clear contravention of Section 208 ibid, a show cause notice
dated July 26, 2000 was served upon the Chief Executive of the conpany for
the said default. The managenent of the conpany on the other hand havi ng



snelled (fromthe correspondence exchanged earlier between the Comm ssion
and the Conpany) initiation of proceeding under section 208, pronmptly
schedul ed an EOGM on 19t h August, 2000 for which a notice of neeting was

i ssued on 26th July 2000 proposing to ratify and confirmits earlier

resol ution dated 31.03.1992 with enhancenment of ampunt of investment from
Rs.50 mllion nmentioned therein to Rs.60 mllion. The proposed resolution is
reproduced as under: -

“RESOLVED that in ternms of Section 208 of the Conpani es Ordi nance, 1984,
and/ or any other provisions of the |aws of the country, the chief
executive of the Conpany be and is hereby authorized to make | ong/short
terminvestnents, |oans and advances, etc., on behalf of the conpany,
upto the extent of Rs.60,000,000/- (Rupees sixty mllion) in one or nore
of its associ ated, subsidiary and/or other conpanies, on ternms and
conditions which are not un favourable as conpared to such investnents,
| oans, advances, nodaraba/nmusharaka investnents, etc., obtained from
commerci al banks, and to disinvest, |iquidate, reinvest and/or vary the
sanme, and/or change the nature thereof and/or the ternms and conditions
attached thereto, fromtinme to tinme.”

5. This special resolution as reproduced above was again in contravention

of the provisions of section 208(1) which requires that resolution shall

i ndicate the nature and ambunt of investment and terms and conditions

attached thereto. It also violated the Order under section 246 dated July
30, 1995 of erstwhile Corporate Law Authority (Now SFCP) which had
categorically laid down the requirenments of a statenment u/s 160(1)(b). The

statenment annexed to fresh notice was found to be

deficient/defective/fal se/deceptive to that extent that it nentioned that
investnent in Legler Nafees DenimMIls Ltd. will be made to the extent of
Rs.40 mllion whereas the resolution as reproduced in foregoing nentions

figure of Rs.60 mllion without making any nention of the nanme of the



i nvest ee conpany.

6. In the circunmstances Comm ssion pointed out deficiencies in the “Notice”
under section 160 through its letter dated 11th April, 2000 in the follow ng
manner :

Quot e

a)

b)

d)

The proposed resolution intends to ratify the special resol ution
passed in March 31, 1992 with enhancenent of anmount from Rs. 50
mllion to Rs.60 mlIlion to be advanced/invested in one or nore
associ at ed/ subsi di ary conpani es. The provisions of section 208 of

t he Conpani es Ordi nance, 1984 do not allow such ratification.

The resolution is general in nature and do not conformto the
requi rements of SRO No. 634(1)/96, dated 30.7.1996.

There is contradiction between the text of the proposed resolution
and para 2 of statenent under section 160(1)(b) of the Ordinance
encl osed with above referred noticed. The text of the proposed
resol uti on no where nention the investnment of Rs.40 mllion in the
equity of Legler Nafees Denim M IIls Ltd. (LNDM.

The resolution proposes to enhance the authorization of CEO to
invest in associates to the extent of Rs.60 million. The conpany’s
total Equity as on Septenmber 30, 1999 is Rs. 151.764 mllion, this
woul d mean that the Chief Executive is being authorized to invest
in associates upto the extent of 39.5% of total Equity of the
conpany which is contrary to the provisions of section 208(1) of

t he Conpani es Ordi nance, 1984.

A conparison of financial statenments of Nafees Cotton MIIls Ltd.



(NCM and Legler Nafees DenimMIls (LNDM Ltd. for the years ended
Sept enber 30, 1999 reveals that the two conpani es are according
different treatnments to the said ampbunt. Ms. Legler Nafees Deni m
MIlls (LNDM Ltd. is treating this anount as “share deposit noney
(Notes 6 to the accounts) while NCMis treating it as a short term
| oan (Note 21). Moreover, NCMin note 21.2 of the accounts states
that the said | oan carries interest of 18% per annum This position

rai ses serious reservations as to the status of this anount.

® There are | arge nunber of conplaints fromthe sharehol ders, Karach
St ock Exchange, and a creditor of the conpany nanely Union Leasing
Limted who have requested the Conm ssion to intervene and ask the

conpany to refrain from proceedi ng the proposed busi ness.

g) As regards benefits arising out of this investnent, the conpany has
stated that it would benefit in terms of dividend and capital gain
where as fromthe financial statements of Legler Nafees MIIls Ltd.
it has been noticed t hat accunul ated | osses of Legler Nafees
MIlls Ltd. stand at Rs. 374 mllion which have eroded the equity of
t he conpany conpletely and the Legler Nafees MIIls Ltd. has not
pai d any dividend since its listing in the year 1996."

You are expected to keep in view the matters pointed out in foregoing

bef ore proceeding further in the matter.
Un- quot e

7. The above nentioned |etter, warning the conpany’s managenent to keep in
view the | egal position and concern of Stock Exchanges, creditors and
sharehol ders was witten by the Conm ssion on 11th August 2000 and on 12th
August, 2000, a letter fromthe Director Finance of the conpany which was

dated 5.8.2000 was received in the Comm ssion through which it was



reiterated that investnment in the associ ated conpani es had been made on the
basis of valid special resolution and further that the conpany was hol di ng
an extra-ordinary general neeting to pass a “special resolution” to ratify
and confirmthe powers vested in the Chief Executive vide earlier resolution
dated 31.3.1992. The reply was totally unsatisfactory and i ndi cated the nood
of the managenent of the conpany totally disagreed the |Iegal position,
therefore, immrediately on the sane day a notice of hearing was issued fixing
hearing on 24.8.2000. The Conmi ssion thereafter, never received any response
fromthe conmpany to its warning letter dated August 11, 2000 nentioned
above. No body bothered to appear on the date of hearing and at this
juncture of time with the purpose to neet the ends of justice, the Chief
Executive was provided another opportunity to explain his position fixing
hearing on 11.9. 2000 and Show Cause Notices to other 6 directors of the
conpany who had joined hands in this deliberate violation of law with the
chi ef executive of the conpany were al so issued. The other directors of the
conpany through their separate letters dated Septenber 4, 2000 al so stated
that the resolution passed in 1992 was valid, that conpany had al ready
ratified and confirmed powers vested in the Chief Executive vide earlier
speci al resolution and consequently if there was any irregularity before it
then stood ratified. It was further argued that powers under section 208
coul d be exercised by the Conm ssion only if the contravention of the

provi sion of |law was found to be knowingly and willfully commtted. It was
further stated that at the nost, the violations, could be stated as
“inadvertent”. They al so pleaded the absence of “neans rea” or

knowi ng/wi I | ful and crimnal intent.

8. It is pity that directors of the conmpany who had violated | aw on every
step and continued with their illegal nove in their letters were taking a

position that even if there was default, it was not knowi ng and w Il ful.

9. Different dates for hearing were fixed but the hearing finally held on
3.10. 2000 when M. Ali Kazim Advocate alongwith Ms. Bushra Naz, Finance



Director of the conpany appeared and case was argued.

10. The whol e of the argunents advanced by the counsel of the Conmpany

centered round the follow ng points: -

1. That the Resol ution passed under section 208 of the Conpanies
Ordi nance, 1984 on 31.3.1992 had been without any |egal defect
because it had been submtted to the concerned Conpany Regi stration
O fice and that no objection whatsoever had ever been pointed out

by the Registrar concerned since then.

2. That even if there was any violation of law it was not intentional

and wi |l ful.

3. That the Resolution dated 31.3.1992 stands ratified by the
Resol ution dated 19.8.2000 whereby authorization has been enhanced

fromRs. 50 mllion to Rs.60 mllion.

4. That the Comm ssion cannot inpose the heavy penalty provided under

section 208 because the default is neither willful nor intentional.

5. That the Show Cause Notice are defective because these do not spell
t he amount of the penalty
11. The Counsel in support of his argunents that penalty nay be inposed only
if default is found to be willful and intentional submtted the foll ow ng
case law of foreign origin because in his view the whole of the present

corporate statute is an extensi on of the Angl o-Saxon Laws: -

i) AELR, February 19, 1953
LONDON 7 COUNTRY COMMERCI AL PROPERTY | NVESTMENTS, LTD. Versus.
ATTORNEY - GENERAL



ii) AELR, May 12, 1939
GAUMONT BRI TI SH DI STRI BUTORS, LTD.
Ver sus
HENRY.

iii) AELR
TUCK & SONS Versus PRI ESTER

iv) AELR, January 14, 30, 1948.
HARI NG Ver sus PRI CE

V) February 25, 1957
R. Versus HALLAM

| have gone through the cases cited in the above and feel that
circumstances in these cases were different than in the matter in
hand.

12. Before dilating upon the real issue, it is appropriate to nention that
mere filing of a return with the Registrar does not absolve the directors
fromthe consequences of violations of law conmtted by them This argunent
that default was not intentional or willful is falsified by the fact that
even on pointing out the sanme by the Auditors vide their report dated
8.3.2000, directors did not prefer to exercise care about he |l egal position
which they are to observe as a mandate of the |law. Instead of keeping

t hemsel ves within the confines of the restraints the Board continued with
its obdurate practices even when Comm ssion vide its letter dated 1lth
August, 2000, warned themto keep in view the |egal position which is a
clear reflector of their collective mnd of continuing with violation of

| aw.

13. The directors, therefore, knowingly, willfully and with an ulterior
motive continued an act not warranted in |aw by making investnment in

associ ated conpany and then enhancing the authorization limt of investnent



of the Chief Executive fromRs.50 million to Rs.60 mllion by passing

anot her unlawful and invalid Resolution on 19.08.2000.

14. Here it is pertinent to nention that in the case of this conpany Chief
Executive and directors (other than one director) were different persons on
the date of passing of the earlier resolution (of 1992) and on the date of
maki ng i nvestnent (year 1998-99). The resolution passed seven years ago had
enpowered a different individual nanely M. Naseer A. Shai kh who ceased to
be the Chief Executive and in the year 1998-99, a different individual
namely M. Ahmed H. Shai kh, with different board except one director nmade

t he subjected investnent. The position of lawis that even if an individua
is re-elected as director/chief executive for a subsequent termafter expiry
of the earlier term he cannot be treated a deened to continue with past
such aut hori zation under section 208 because brain child of lawis different
fromearlier one though the human being is the sane. In this case even the

i ndi vidual originally authorized ceased to hold the office. A resolution
passed seven years ago, never enforced and not even ever nentioned in any of
the directors report cannot be considered to be alive and bindi ng upon

hundr eds of new sharehol ders who have purchased shares in | ast seven years.

Specially when the requirenents of |aw have been changed materially.

15. Such a conscious, deliberate and unlawful departure fromlawis |ikely
to even disqualify the board of directors because ignorance of the corporate
| aws dis-entitles an individual to hold the office of either director or of
chi ef executive. A clear |egal presunption is that all the directors and the
Chi ef Executive are well aware of their duties and obligations under the | aw
and desertion of law by themis alien to the concept of corporate

| egi sl ati on.

16. In view of the circunstances nmenti oned above, each of the follow ng
directors who have been found knowingly and willfully in deliberate,
continuing as well as recurring default with the mandatory requirenments of



section 208 ibid read with section 476 of the Conpani es ordi nance, 1984 are

made |liable to pay a fine of Rs. 1,000, 000/-(Rupees one mll ion only): -
1. M. Ahnmed H. Shai kh, Chairman/ Chi ef Executi ve.
2. M. Aehsun Shai kh, Director
3. Syed Abid Husain, Director
4. M. Mihammad Ashiq, Director.
5. M. Abdus Sattar, Director
6. M. Naeem Yousaf Qureshi, Director
7. M. Shahid Aslam Director

17. The latest half yearly financial statements of the investee conpany for
t he period ended 31.03. 2000 indicate that break up value of shares of the
conpany is only Rs. 0.09. If the directors of the conpany fail to protect
the investnment of Rs.38 mllion in that conpany or convert the |oan into
shares havi ng negligi ble break up value, they may, in addition to above
penalty be nmade liable to reinburse to the conpany any consequential | osses
on this account as provided in sub-section (5) of section 208 ibid.

18. The anmount of penalty total Rs.7,000,000/- (Rupees seven mllion) i.e.
Rs. 1, 000, 000/ - (Rupees one nmllion) shall be paid by the Chief Executive and
each director fromtheir own resources in the follow ng head of account
within 30 days of the issue of this Order.

“Account No. 75010-6

Habi b Bank Ltd., Centre Branch,
102/ 103, Upper Mall,

Lahore.”

(M zafar - ul - Haq Hijazi)
Comm ssi oner (Enforcenent)

Announced:




Oct ober 19, 2000.




