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Abstract

We provide an overview of the corporate governance practé@razilian public compa-

nies, based primarily on an extensive 2005 survey of 116 eoiep. We focus on the 88
responding Brazilian private firms which are not majorityn@d by the state or a foreign
company. We identify areas where Brazilian corporate gwvece is relatively strong and
weak. Board independence is an area of weakness: The bdamtssbBrazilian private

firms are comprised entirely or almost entirely of insidersepresentatives of the con-
trolling family or group. Many firms have zero independerrediors. At the same time,
minority shareholders have legal rights to representaiiothe boards of many firms, and
this representation is reasonably common. Financial aisce lags behind world stan-
dards. Only a minority of firms provide a statement of cash $lowconsolidated financial
statements. However, many provide English language finhstatements, and an English
language version of their website. Audit committees areoommoon, but many Brazilian

firms use an alternate approach to ensuring financial statemceuracy — establishing a
fiscal board. A minority of firms provide takeout rights to miity shareholders on a sale
of control. Controlling shareholders often use sharehsldgreements to ensure control.

Keywords: Brazil; corporate governance; boards of directors; migahareholders.
JEL codes: G18; G30; G34; G39; K22; K29.
Resumo

Este artigo apresenta um panorama das praticas de gogaroarporativa no Brasil, ba-
seado em um extenso levantamento feito no ano de 2005 com @@&sam com controle
privado nacional. ldentificamos areas no Brasil, onde @&gmnca corporativa & relati-
vamente forte ou fraca. Os conselhos de administracaoaiariendas empresas privadas
brasileiras sao compostos totalmente ou quase totalrpentmembros ou representantes
da familia ou grupo controlador. Muitas empresas naorienhum conselheiro indepen-
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dente. Ao mesmo tempo, acionistas minoritarios tém tdiseile representacao no con-
selho de administracao de muitas empresas, e tal repaedené razoavelmente comum.
Divulgagdes de informacgdes financeiras estao aquaspddrdes internacionais. Apenas
algumas empresas fornecem informagdes sobre os fluxaxdea demonstragdes finan-
ceiras consolidadas. Entretanto, muitas empresas fomsaas demonstragdes financeiras
em inglés em sewebsite Comités de auditoria nao sao comuns, poréem muitasesapr
brasileiras buscam uma alternativa para assegurar agmwetas demonstracdes financeiras,
através da criacao de um conselho fiscal. Uma pequerafpanece direitos de protecdo
para os acionistas minoritarios em uma venda de controengaesa. Os acionistas que
detém o controle da empresa costumam utilizar acordosideistas para garantir o cont-
role.

Palavras-chave: Brasil; governancga corporativa; conselho de adminjatvaacionistas mi-
noritarios.

1. Introduction

This paper provides an overview of Brazilian corporate goaace in early
2005. Itis based primarily on an extensive survey distadub all firms listed on
Bovespa, Brazil's principal stock exchange (2005 Brazil 8@vey). We received
116 replies to the survey, including 88 from privately cotigd firms, 17 from
government-controlled firms and 11 from subsidiaries oéiigm companies. This
paper focuses on privately controlled firms.

Our data provide a uniquely detailed snapshot of Braziliarparate gover-
nance. Even basic data, such as the number of independenbariddependent
directors, was previously not available. We identify arehgre Brazilian corpo-
rate governance is relatively strong and weak. Board ingegece is an area of
weakness: The boards of most Brazilian private firms are cisegh entirely or
almost entirely of insiders or representatives of the ailitig family or group.
Many firms have zero independent directors. At the same tmieority share-
holders have legal rights to representation on the boardsaofy firms, and this
representation is reasonably common. Financial disotdagis behind world stan-
dards. Only a minority of firms provide a statement of cash$lowconsolidated
financial statements. However, many provide English lagguaancial state-
ments and an English language version of their website. tAeaihmittees are
uncommon, but many Brazilian firms use an alternate apprweehsuring finan-
cial statement accuracy — establishing a fiscal board. A nitjnof firms provide
takeout rights to minority shareholders on a sale of corteglond the minimum
required by Brazilian law. Controlling shareholders oftese shareholders agree-
ments to ensure control.

This paper proceeds as follows. In Section 2, we briefly veties general lit-
erature on corporate governance in emerging markets, awepra more detailed
review of Brazilian corporate governance. In Section 3 wecdbe our survey,
other data sources and sample. Section 4 discusses thd sizeraf the Brazilian
public market, and the cross-listing and Bovespa listingicds made by Brazil-
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ian firms. The remainder of this article concentrates on iBaazprivate firms
and covers boards of directors (Section 5); board and caesrprocedures (Sec-
tion 6); audit committee, fiscal board and independent au@8ection 7); share-
holder meetings and shareholder rights (Section 8); coofliaterest transactions
(Section 9); financial disclosure (Section 10); control ahdreholder agreements
(Section 11); and compensation (Section 12). Section 18ladas.

2. Literature Review

We review here the limited literature on corporate govecegratterns in emer-
ging markets. We cover studies of Brazil with care, and athadies in less depth.
We do not cover studies of developed countries or nonpubficsfi

2.1 Firm-level governance in emerging markets

This paper provides a detailed descriptive analysis of fewel governance
in an important emerging market. We know remarkably littoat those de-
tails. Cross-country studies of governance often provida kevel comparisons
between countries — for example, mean scores on discloBatel(et alii, 2002)
or overall governance (Bruno e Claessens, 2006). Morethase studies rely on
a limited set of cross-country governance measures. Thikabkamulti-country
measures which cover emerging markets are:

e Standard & Poor’s transparency and disclosure survey (gted in 2002,
repeated in selected countries but not generally) — co®Br&zilian com-
panies.

e Credit Lyonnais Securities Asia governance survey (cotatlio 2001, not
repeated) — covers 24 Brazilian comparties.

Individual country studies typically report summary sttitis for overall gov-
ernance and particular governance measures (e.g., Zhe®®)(2Jkraine; Drobetz
et alii (2004), Germany; Black et alii (2006), Russia). Cabalii (2007) provide
some details on the composition of Korean boards of direataring 1999-2002.
But there is very little that provides a fine grained pictufeagarticular coun-
try. The only comparable study we know of is a contemporasstudy of India
(Balasubramanian et alii, 2009).

2.2 Research on brazilian corporate governance

Overall governance

We survey here what we consider to be the more significanarelsen Brazil-
ian corporate governance. Leal (2007) provides a more sixteisurvey. Val-
adares e Leal (2000) and Leal et alii (2000) find a high degfeermcentration of

1Baker et alii (2007) report results from an index developgdliance Bernstein, which includes
Brazil (number of firms not stated), but provide too few dstan the index elements for us to assess
its reliability.
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voting power in Brazilian firms. This concentration is dudange part to firms
using dual-class structures, with insiders retainingngoiommon shares and out-
siders holding primarily nonvoting preferred shares.

Da Silveira et alii (2009) study the evolution of firm-levedrporate gover-
nance practices in Brazil from 1998 to 2004 using a broadaratp governance
index based on publicly available data. They find that oVg@lernance quality
improved over this period, but remains low. There are laifferénces between
firms, with greater heterogeneity over time. They found gaigicant explanatory
factors for firms’ governance choices.

Dutra e Saito (2002) study the effect of cumulative votingbaard compo-
sition as of 2000 for the 142 most actively traded Braziliam$§. They rely on
family names to identify which directors may be independ&hgy find little use
of cumulative voting, and estimate that about 20% of dinecéwe independent.

Da Silveira et alii (2004) study the association between fiedue and board
size, composition, and separation of Chairman and CEO. Tihdya positive as-
sociation between separation of Chairman and CEO and Eopin’

Novo mercado

De Carvalho (2000) reviews Brazil's experience during t880s and con-
cludes that the absence of IPOs, and the decline in tradiBpeaspa during the
late 1990s, is plausibly related to low investor protectidhis study formed part
of the basis for Bovespa's creation of Novo Mercado in 2000.

De Carvalho (2002) discusses the potential value of higheeignance listing
segments of an overall stock market, such as those intrddycBovespa. De Car-
valho e Pennacchi (2009) analyze firms’ decisions to go pusij or migrate to,
the higher Bovespa listing levels, and find evidence of lol# underpricing,
positive investor share price reaction to migration, arghér post-migration lig-
uidity.

Bovespa's success with higher listing levels has led toreffim copy its ap-
proach in, to our knowledge, Turkey and Romania, though fdauwith little suc-
cess (Alexandru, 2008, Ararat e Burcin Yurtoglu, 2007).

Takeout rights

Several papers study takeout rights (also called tag almids) in Brazil.
Many Brazilian firms issue both voting common shares and otmy preferred
shares, which have economic rights similar to common shaRer to 1997,
Brazilian corporate law required a new controlling shatéén who acquired 50%
of the common shares, to offer to buy all remaining commomeshat the same
per-share price paid for when acquiring control. In 1998Aremoved this rule
to facilitate the government’s sale of controlling stakemiajority state-owned en-
terprises. In 2000, the law was changed again, to reingkémut rights for com-
mon shares at 80% of the per-share price paid for the coingahares. Nenova
(2005) and Carvalhal-da-Silva and Subramanyam (2007)tepoflicting results
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on how these law changes affected the premium accorded tmoarshares, rel-
ative to preferred shares. Bennedsen et alii (2008), répatiduring 2000-2006,
a number of Brazilian firms voluntarily agreed to provide itiddal takeout rights

to common shareholders, provide takeout rights to predesihareholders, or both,
in connection with equity offerings.

Value of control

Dyck e Zingales (2004) study the premium paid for controtkkin 39 coun-
tries; of these, Brazil had the highest average premiump&t 6f the trading
value of the shares. Nenova (2003) estimates that Brazibhathtive high value
of control, at 23% of firm value; values for other countriesga up to 48% in
South Korea. See also Valadares (2002).

2.3 Overview of brazilian corporate governance

Historically, Brazilian financial markets were heavily téated? Brazil adop-
ted its first Corporations Law only in 1940. The governmenmt tlde stock ex-
changes. Brokers were civil servants, who had the excluiW to trade shares
on the exchanges, and could pass this right on to their @nldéovernment rules
specified the number of brokers in each area, as well as lag&dees.

Some financial liberalization began after a 1964 militarymoln 1965, the
new government adopted the first law to regulate capital etarand securities
offerings (Law 4728/65). The Brazilian securities comrutiss Comissao de Val-
ores Mobiliarios (CVM), was created in 1976 (Law 6385/7®new Corporations
Law, also enacted in 1976, established separate rulesdselglheld and public
corporations (Law 6.404/76). These reforms eliminatedoldecivil servant bro-
kers and permitted private stock exchanges and brokeeiddal emerge.

During the 1970s and 1980s, the government took severas stepncour-
age stock market development. It granted tax incentivesrsfthat went public
and to investors who purchased shares in public compamdsgeguired pension
funds and insurance companies to invest a minimum perceitatpeir assets in
the shares of public companies. By the end of the 1980s, there almost 600
publicly traded companies, but a significant number had gaidic only to cap-
ture the tax incentives, and had no interest in having puhlazeholders or active
trading of their shares.

In the late 1980s, the financial incentives for going publereveliminated;
since then, many of the firms which went public during thegebdf tax incentives
have returned to private ownership. At the same time, theigoaent partially or
fully privatized a number of state owned enterprises. Byehd of the 1990s,
a large fraction of share trading involved shares of pragticompanies. Many
large Brazilian firms cross-listed on the New York Stock Exogpe (NYSE), and a
significant portion of trading moved to the NYSE. Privatiaat aside, there were
almost no IPOs, and the number of public firms shrank.

2For further discussion of the history of Brazilian corpertw and governance, see Gorga (2006).
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Meanwhile, in the 1980s, the Rio de Janeiro Stock Exchanligpsed, leav-
ing the Sao Paulo Stock Exchange, Bovespa, as the printigiad srading market.
The remaining exchanges merged into Bovespa in 2000 (San2&08). The
Instituto Brasileiro de Governanca Corporativa (Brazilinstitute for Corporate
Governance, or IBGC) was created in 1995, and released tial i@bde on the
Best Practices of Corporate Governance in 1999. In 2000e8wvlaunched three
new listing segments, Level 1, Level 2 and Novo Mercado, witbnger require-
ments for corporate governance than for a regular Bovesiiregi(Santana, 2008).
We discuss the market success of these higher listing lbeésv. CVM issued its
own Recommendations on Corporate Governance in 2002. Hnegrire recom-
mendations, there is reomply or explairregime, in contrast to a number of other
countries.

3. Survey Methodology and Sample

3.1 Survey methodology

This study draws mainly on our early 2005 survey of all Bianilcompanies
with shares listed on Bovespa. Respondents could comjpletsurvey either in
paper form or by using a web interface. The survey was coedusith support
from Bovespa, which distributed the survey to member firms followed up with
each firm through repeated phone calls and emails. We prdrods#identiality to
all respondents, and thus do not name individual firms inghjger. We received
116 responses, for a response rate of $2%.

3.2 Data sources

We use several data sources in addition to the survey respons
The list of publicly traded companies is from Bovespayat.bovespa.
com.br/principal.asp. Market capitalization comes from Bovespa. Finan-
cial data comes from the Brazilian financial database Ecatiom avail-
able atwww.economatica.com. Basic company information comes from an-
nual reports, available from the Infolnvest Databaseéwat. infoinvest.com.
br. Information on Bovespa listing levels and date comes frawd3pa. Infor-
mation on cross-listing exchanges, levels, and dates cérmesBank of New
York, at www.adrbny.com, CVM, atww.cvm.gov.br, Deutsche Bank, atww.
adr.db.com, Citibank, atwwss.citissb.com/adr/common/linkpage.asp?
linkFormat=M\&pageIld=5\&subPageId=40, and JP Morgan, atww.adr.com
(we reconciled discrepancies between these sources bgatimgt companies di-
rectly).

3.3 Sample description

Table 1 provides basic information on all publicly tradeéalian firms, firms
with at least somewhat active trading (the firm’s sharessladn average, at least

3The survey (in Portuguese) and an English translation aitable from the authors on request.
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once every two weeks), and the firms which responded to tveguAs of January
2005, Bovespa included 358 firms with publicly traded shavés sent the survey
to all of these firms, and received 116 responses (32%),dimgjua 71% response
rate from government-controlled firms, and a 52% resporisdn@m subsidiaries
of foreign companies, but only a 28% response rate fByarilian private firms
(firms without majority government or foreign ownershipwkever, measured by
market capitalization, the response rate for Braziliangid firms is much stronger.
By this measure, we capture 61% of the market capitalizatfd@razilian private
firms. If we limit to actively traded firms, the response ratgioves, to 38%
overall, 34% for Brazilian private firms, and 63% for privéitens based on market
capitalization.

It is likely that governance characteristics differ betwemir three groups of
firms — Brazilian private firms, government-controlled firrasid subsidiaries of
foreign firms. We focus in this paper on Brazilian private fitnithe tables below
are limited to these firms, unless otherwise specified. We B&wesponses from
private firms. However, two firms answered only the first pathe survey. Thus,
for many questions, we have 86 responses instead of 88. Raytar questions,
we also have occasional missing or ambiguous responsss, dne noted below.

Table 1
Sample characteristics: all firms and responding firms

Total number of firms and market capitalization for (i) allyioly traded Brazilian firms, (ii) firms with active
trading (trading on at least 26 days during 2004), and (iifn$i which responded to the 2005 Brazil CG Survey,
separated into firms with Brazilian private control, stadateol, and foreign control. Data is as of January 2005.
Exchange rate as of December 31, 2007 is R$1.80 per US$1

Number All public Responding| Percent Actively Responding| Percent
of firms firms firms traded firms firms
All firms 358 116 32% 229 87 38%
Private 313 88 28% 194 66 34%
State 24 17 71% 19 14 74%
Foreign 21 11 52% 16 7 44%
Market cap (R$ billions)
All firms 871 441 51% 833 433 52%
Private 557 337 61% 523 332 63%
State 167 51 31% 165 50 30%
Foreign 147 54 36% 144 51 35%

Table 2 provides a breakdown of Brazilian private firms by ke&capitaliza-
tion quartile. The top quartile of firms by size represent 930the market cap-
italization of all Brazilian private firms, while the bottohalf of firms are quite
small and together represent only 0.4% of market capitidiza The largest pri-
vate firm by market capitalization (Vale do Rio Doce) has enlce market value
of the entire bottom three quartiles. Many of these firms vavg limited trading,
and perhaps should not be considered as public firms at all.

Our response rate was substantially higher for activelgedafirms, and for
larger firms. The response was 41% for the quartile contgitiia largest private
firms. Moreover, even within the top quartile, respondingitended to be larger
than nonresponding firms. For example, we received respdnsm 21 of the
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39 firms in the top octile of firms. As a result, responding firimslude 61%

of the market capitalization of all Brazilian private firm$leasured by market
capitalization, then, our sample is reasonably repreteatsf the Brazilian stock
market.

Table 2
Sample characteristics: Brazilian private firms, by sizartjle

Total number of firms and market capitalization for Brazilrivate firms which responded and did not respond
to the 2005 Brazil CG Survey, divided into quartiles basednamket capitalization. Market capitalization is in
R$ millions. Data is as of January 2005. Exchange rate is62§@r US$1

Size range Number of firms [ Market capitalization
Quartile| inmillions | Total] RespondingResponding asAll firms [ % of total] RespondingResponding as
of reais firms % of quartile | in quartile firms % of quartile
1 1,061 to 86,739 78 32 41.0% 515,919 | 92.6% | 322,734 62.4%
2 172t0991 | 78 24 30.8% 35,151 6.3% 12.478 35.5%
3 20 to 158 78 21 26.9% 5,592 0.3% 1.666 29.9%
4 0to 19 79 11 13.9% 465 0.1% 54 11.6%
Total 313 88 28.1% 557,128 | 100% 336,933 60.5%

4. Listing Levels: Bovespa and Cross-Listing

In 2000, Bovespa sought to respond to Brazil's image (ankgper substance)
of having poor corporate governance, by creating a familyadfintary listing
levels, with increasingly strict corporate governanceuregments. This experi-
ment with higher listing levels was patterned after NMeuer Mark} created by
Deutsche Borse. The higher levels provided investors witkaalily understood
signal of their corporate governance posture. The NeuekMailed and was
reabsorbed into the overall Frankfurt exchafige. contrast, the Bovespa effort,
after a slow start, has become a major success. Bovespa listiels now include
regular Bovespa, Level 1, Level 2, and Novo Mercado (New MarRet).

Many Brazilian firms issue both common shares and nonvotiefgped sha-
res, which are similar in their economic rights to nonvotammmon shares. A
Novo Mercado listing requires, among other things, thafitheissue only voting
common shares; have a minimum free float (shares not cagdrbif the control-
ling shareholders) of 25%; provide financial statementsctviciomply with U.S.
GAAP or IAS; provide full takeout rights to minority shardters in a transfer of
control; and agree that conflicts with shareholders willésolved by arbitration.
Level 2 is similar to Novo Mercado, but allows firms to issuefprred shares.
Level 1 is only a small step up from an ordinary listing, anduses on improved
disclosure. In 2006, Bovespa created Bovespa Mais, intefatesmaller firms,
with somewhat lower listing requirements than Novo Mercaald this level has
only one company listed. An appendix summarizes the Bovesgpsa for Regular,
Level 1, Level 2, and Novo Mercado listings.

Cross-listing provides another way for Brazilian firms tgrsl their intent to
maintain a higher level of disclosure and other corporategmance practices. Ta-

4For further details, see De Carvalho e Pennacchi (2009).
5The full name on Bovespa for Level 1 (2) is Differentiated &kwf Corporate Governance 1 (2).
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ble 3 summarizes the Bovespa and foreign cross-listingsiters of the respond-
ing Brazilian private firms at the date of our survey. Ninetéems in our sample
(22%) have cross-listed their shares. Most firms which elissshares do so only
for nonvoting preferred shares. Three firms in our sampldisted on Bovespa
Level 2, and two are listed on Novo Mercado.

Table 3 offers a snapshot of cross-listing and Bovespangjsti the first half
of 2005. But this picture has been changing rapidly. Fronb12903, there were
only six initial public offerings by Brazilian firms — an aage of less than one per
year. The number of IPOs then soared to 7 in 2004; 9 in 200%), 2606, and 64 in
2007. In 2008, there were 4 IPOs. Of these 110 IPOs, 78 wereowa Mercado,
15 on Level 2, 8 on Level 1, 1 on Bovespa Mais and 8 (all cragsdifirms) had
a regular listing. The ANBID (Association of Brazilian irstenent banks) bars
member firms from participating in an offering unless the fisntisted on Level
1 or higher; there is an exception for cross-listed firms,olvtare not eligible for
Level 1 or higher listing level$. In addition, 16 older firms have upgraded their
governance to meet the Level 2 or Novo Mercado requiremedtdy 4 of the
newly public firms were cross-listed in the U.S. on level 2 gaBlevel 2 listings
on the NYSE). Another 23 of these firms have cross-listed énUts. on level 4
(Rule 144A) and 2 firms have cross-listed on level 1.

Table 3
Listing on foreign exchanges and different Bovespa levels

Firms which have common shares, non-voting preferred shareboth cross-listed on a

foreign stock exchange. Sample is 88 Brazilian private fivh&h responded to the 2005

Brazil CG Survey. Seven firms are listed both on the NYSE and oon-U.S. exchange
Panel A. — Foreign cross-listing

Type of shares Common | Preferred Both Neither
US cross-listed firms 1 17 2 68
(% of firms in sample) (1%) (18%) (2%) (78%)
NYSE 1 15 2 —
Level 3 0 5 2
Level 2 1 10 0 —
Level 1 (OTC) 0 1 0 —
Level 4 (Portal) 0 0 0 —
Non-U.S. listing 0 6 1 -
Panel B. — Bovespa Listing Level
[ Regular | Levell [ Level2 [ Novo Mercado [ Total
Bovespa level |66 | 17 ] 3 | 2 | 88

Thus, a time series picture of cross-listing and Bovespiadjdevel choices is
valuable. Table 4 provides this picture. It shows the nundbdBrazilian public
firms — whether in our sample or not — which are cross-listethéU.S., their
cross-listing level, how many are cross-listed on foreixghanges, and how many
are listed on different Bovespa levels, from 2000 througtfitist half of 2007. The
data on number of listed firms includes firms which have pliplisted debt but
not equity, and thus is not directly comparable to the numbreTable 1.

6The ANBID regulation is available atiw.anbid.com.br
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Table 4 also indicates the number of Brazilian firms whichawss-listed in
the United States at the end of each year from 1995 on. Theeuofhfrms listed
on the New York Stock Exchange or NASDAQ grows steadily tigln@002 and
then levels off. It is probably not a coincidence that the.l8&banes-Oxley Act
(SOX), which applies to these firms, was adopted in 2002. Berdactor in recent
cross-listing decisions is likely Brazilian firms’ abilitp signal their corporate
governance by listing on Novo Mercado or on Level 2. This dowlduce the
value of the additional signal provided by a level-2 or le8aross-listing.

A large number of Brazilian firms are also cross-listed orelelv (over the
counter) or level 4 (Rule 144A). There is continued growtthie number of these
cross-listings, principally on level 4. Level 4 and mostde¥ cross-listed firms
are not subject to SOX.

Table 4
Listing decisions over time: cross-listing and Bovespa&lev

Number of Brazilian public companies which are cross-tistetside Brazil (principally in the U.S.) and
listed on the indicated Bovespa levels. Some firms with alaed@ovespa listing have public debt but not
public equity. Data is provided by Bovespa, and is at yearextept for 2007

Foreign cross-listing Bovespa listing
Year NYSE or uU.S. Regular | Levell | Level2 Novo Total
NASDAQ | (total cross-listings) ‘ ‘ Mercado
1995 2 23 577 577
1996 3 35 589 589
1997 7 39 595 these levels were created in 2000 595
1998 17 53 599 599
1999 19 56 534 534
2000 22 60 494 0 0 0 494
2001 26 66 450 18 0 0 468
2002 33 72 407 24 3 2 436
2003 34 72 374 31 3 2 410
2004 35 76 343 33 7 7 390
2005 35 79 316 37 10 18 381
2006 32 82 300 36 14 44 394
2007 31 87 293 40 18 82 433
2008 31 94 279 43 18 99 439

5. Boards of Directors

5.1 Board size

The board of directors is a central aspect of every firm’s aafe governance.
Brazilian corporate law requires public companies to hab®ard of directors,
with at least three membe¥sHowever, both CVM and IBGC recommend 5-9
member boards. Firms that list on Bovespa Level 2 or Novo Edwenust have at
least 5 member boarddn practice, most firms have relatively small boards. Table

7In Table 4, we show cross-listing in the U.S. but not in otheurtries. Relatively few Brazilian
firms cross-list in other countries; of these, all but oneafl&rspar, cross-listed in Madrid) also cross-list
inthe U.S.

8Law 6404/76, arts. 1382, 140. Closely held companies do not need to have a boardeatolis.

9CVM Recommendations on Corporate Governance (2002)1; (Brazilian Institute for Corpo-
rate Governance (IBGC), 20082.10); Bovespa Level 2 Listing Rules (20085.3 and Bovespa Novo
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5 shows the breakdown. Over two-thirds of the respondingsfinave boards with
between 3 and 7 board members, with a mean of 6.8 and a medéamembers.
Only five firms (6%) have more than 11 directors.

Table 6 divides Brazilian private firms into quartiles basedmarket capital-
ization. Not surprisingly, the largest firms have largerrdga However, once we
move below the first size quartile, board size is similar rdlgss of firm size. The
32 firms in the first quartile include all five firms with largedyds (more than 11
members), but only one of the 14 firms with only 3 directors.

Table 5
Size of the board of directors

Board size and percentage for 88 Brazilian private firms Wwhésponded to the
2005 Brazil CG Survey. Minimum board size under Braziliam la 3 directors

No. of directors | No. of firms | Percentage Cumulative percentage
3 14 16% 16%
4 3 3% 19%
5 19 22% 41%
6 11 13% 53%
7 15 17% 70%
8 6 7% 77%
9 4 5% 82%
10 4 5% 86%
11 7 8% 94%

12-15 4 5% 96%
22 1 1% 100%
Mean (median) 6.8 (6)

Table 6
Size of the board of directors

Board size and percentage for 88 Brazilian private firms Wwhiésponded to the 2005 Brazil CG Survey.
Minimum board size under Brazilian law is 3 directors. Qilestare based on market capitalization as of Jan.
2005. Amounts in R$ millions

Quartile Size range Firms in sample| Percentage| Mean | Median | Min. Max.
in reais R$
1 1,061 to 86,739 32 36% 8.59 8 3 22
2 17210 991 24 27% 5.96 6 3 10
3 20 to 158 21 24% 5.57 5 3 11
4 0to 19 11 13% 5.64 5 3 11
Total 88 100% 6.78 6 3 22

5.2 Board independence

Table 7 reports the breakdown of Brazilian boards betwedagandent and
non-independent directors. In many countries, firms mustntehis information
publicly, or else report directors’ backgrounds, from whibeir status can be in-
ferred. Not so in Brazil, however. One can tell from annupbs which directors
are also company officers. One can sometimes infer from &ses which direc-
tors represent the controlling family, but not always beeaiamily members or
representatives don’t always have the same last names. k&d esspondents to
use the following definitions:

Mercado Listing Rules (20064.3.
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¢ Non-independent directors are persons who are officers, former officers,
or members or representatives of a controlling sharehold&areholder
group, or family (for example, a director who is an officer abther com-
pany controlled by the same controlling family, or the peeddegal counsel
to the controlling family, would be considered to be an iegilifector).

¢ Independent directors are persons who are not officers or former officers
and are independent of the controlling shareholder, ctimgashareholder
group, or controlling family.

Beyond requiring disclosure, a number of countries requirglic companies
to have a minimum number of independent directors, or elsemenend this
through a comply or explain code of corporate governancegeuwhich compa-
nies must either meet the governance recommendation caiexphy not. The
U.K. Combined Code of Corporate Governance (Financial ReygpCouncil,
2006) is the model for the comply or explain approach. Brha# no legal re-
qguirements for board independence. Brazilian corporatesigecifies that only
one-third of board members may be company offi¢&isle follow common prac-
tice and refer to persons who are both directors and officeexacutive direc-
tors, and other directors amn-executive However, in many Brazilian compa-
nies, some or all of the non-executive directors representontrolling family or
group. The IBGC Code of Corporate Governance recommentla tinajority of
the board be independent, but this recommendation, oursthata, is rarely fol-
lowed. CVM recommends more vaguely tlagtmany board members as possible
be independent. A more realistic sense of how Brazilian fianesdoing comes
from Bovespa’s listing rules, under which firms that wantsbdn Bovespa Level
2 or the Novo Mercado must have 20% independent directoris. ifibans either
one or two independent directors, depending on board'size.

Table 7 shows the numbers and fractions of independenttdisefor the 80
Brazilian private firms which provided this information ineir survey responses
(8 firms did not respond to these questions). By internatistamdards, Brazilian
firms have very few independent directors. Over a third ofrégponding firms
with data on board composition (28/80) have no independeattdrs. Another
18% have only a single independent director. Only 10% havejanity of inde-
pendent directors.

The tendency for Brazilian firms to have either no or few irefegent direc-
tors is not limited to smaller firms. Table 8 divides our sanipko size quartiles
based on market capitalization. Even the largest firms dftafe no independent
directors. The tendency for the smallest quartile of firmseee more independent
directors likely reflects sample selection bias among tmédid number of small

10_aw 6404/76, art. 143 1.

11cvM Recommendations on Corporate Governance (2@02)1, IBGC Code of Best Practice of
Corporate Governance (2003) 2.12 , Bovespa Level 2 Listing Rules (2008%.3 and Bovespa Novo
Mercado Listing Rules (2006)4.3.
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firms which responded to the survey.

Table 7
Proportion of independent directors

Number and percentage of independent directors, for 80ilBmazprivate firms which responded to the
2005 Brazil CG Survey and provided data on board compositiosomputing proportion of independent
directors, percentages are rounded up to next whole number

No. of independent| Number | Cumulative Proportion of Number Cumulative
directors of firms percent independent directory of firms percent
0 28 35% 0% 28 35%
1 14 53% 1-10% 1 36%
2 16 73% 11-20% 12 51%
3 13 89% 21-30% 7 60%
4 5 94% 31-40% 15 78%
5 0 94% 41-50% 9 89%
6 4 99% 51-60"% 4 95%
7 1 100% 61-70% 3 98%
71% or more 1 98%
Mean 1.65 mean 0.24
Median 1.00 median 0.20
Total 80 total 80
Table 8

Board independence by size quartile

Number and percentage of independent directors, by sizgilguéor 80 Brazilian private firms which
responded to the 2005 Brazil CG Survey and provided data ard@mmposition. Quartiles are based
on market capitalization as of Jan. 2005

Number of independent directors Percentage
Size Firmsin | Firms withzero | Mean | Median | Max. Mean Median
quartile sample | indep. directors
1 30 8 (27%) 2.0 2 6 20 25
2 21 9 (43%) 1.4 1 6 17 21
3 18 9 (50%) 1.1 1 4 9 16
4 11 2 (18%) 2 2 7 40 38
Total 80 28 (35%) 1.65 1 7 24% 20%

At the time of our survey, 14 Brazilian firms were listed on Bepa Level 2 or
Novo Mercado; of these, six are included in our sample. Tliess are subject
to a Bovespa requirement of at least 20% independent diggéto

5.3 Representatives of controlling and minority shareholérs

Brazilian firms typically issue both voting common shared aan-voting pre-
ferred shares. The preferred shares typically have siedanomic rights to com-
mon shares. (We discuss these economic rights below.)dBitazilian firms can-
not issue U.S.-style preferred shares with fixed dividerdais, preferred shares
are, in effect, similar to non-voting common shares. Un@i02, Brazilian cor-
porate law allowed firms to issue up to 2/3 preferred shame2001, the cap on
preferred shares was reduced to 50%, but this lower limiti@ppnly to firms that

12Bgvespa Level 2 Listing Rules (2006%.3.
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go public after 2001. Firms with preferred shares cannbolisNovo Mercadd?
Seventy-four firms in our sample (84%) have issued prefeshades.

Almost all Brazilian firms have a controlling shareholdegooup, which owns
a majority of the common shares. This shareholder or groops#s a majority
of the board members. However, under legal rules descrileéalvb preferred
shareholders or minority common shareholders can often géleir own represen-
tative(s) to the board. Table 9 asks whether any indeperiedtors represent
preferred shareholders, minority common shareholdefsothr. The table is lim-
ited to the 52 firms with one or more independent directordoBewe refer to
preferred shareholders and minority common shareholdgestier asminority
shareholders

Table 9
Whom do independent directors represent?

Number of directors who represent preferred shareholdersrrity common shareholders, for 52 Brazil-
ian private firms which responded to the 2005 Brazil CG Syrpeyided data on board composition, and
have at least one independent director. Of these firms, 48ibaved preferred shares

Director represents
Number of Minority Either preferred or
directors in Preferred Percent common Percent | minority common Percent
category shareholders shareholders shareholders
none 28 58% 30 58% 19 37%

1 17 35% 14 27% 16 31%

2 2 4% 7 14% 13 25%

3 1 2% 1 2% 3 6%

4 0 0 0 0 1 2%
one or more 20 42% 22 42% 33 63%

Among firms with at least one independent director, 20 firn®/4%bf firms
with preferred shares) have a representative of the peefesinareholders in the
board; 22 firms (42%) have a representative of the minoritproon sharehold-
ers; and 33 firms (63%) have a representative of one or botlpgrof minority
shareholders. Including firms with no independent direx;t8B/80 (41%) of the
responding firms have one or more independent directors gfv@sent minority
shareholders.

Under Brazilian law, there are two basic ways that minoritgreholders can
be represented on a company’s board of directors. Firstpummshareholders
holding at least 10% of the common shares can demand cuwanatiing. How-
ever, cumulative voting is not often employed in practicd.tl@ 86 firms who
responded to this question, 10 (12%) reported that cumelanting had been
used at least once in the last five years. Cumulative votirguwsad once at four
firms, twice at four firms, three times at one firm, and in all fpears at one firm.

13_aw 6404/76, art. 155 2 (2/3 limit), amended by Law No. 10.303 of 2001 (50% limitprfhe
grandfathering provision, see Law No. 10.303 of 2001, grB@/espa Novo Mercado Listing Rules
(2006),8§ 3.1(vi).
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Second, preferred shareholders, minority common shaterslor both to-
gether, can vote separately to elect one representativajoyity vote of all shares
in the indicated group, as follows:

e By minority common shareholders, if minority common shaaesat least
15% of total common shares;

e By preferred shareholders, if preferred shares are at 18#2%i of total
shares?

e By all minority shareholders together, if they hold at le&a6f6 of total
shares and neither the 15% threshold for common sharesend®% thresh-
old for preferred shares is met.

There are no procedures for minority shareholders to infatirar shareholders
about candidates before a meeting, so as a practical miagtee tights are avail-
able primarily to large minority shareholders who can shgvatithe shareholder
meeting, nominate a director, and cast a sufficient numbeots to elect this
person. In addition to these formal rights, the controlhgreholder can include
a representative of the minority on the main list of candidat

We turn next to a more detailed look at thenrindependent directors. The
first two columns of Table 10 show the number of non-indepahdeectors at
each firm. A large majority of firms has 3 or more non-indepetdé&ectors. The
remaining columns of Table 10 show themberof non-independent directors
who are officers or former officers, the number who are noteffidut represent
the controlling shareholder, and the number who also siherbbards of one or
more related firms. These related firms could be either poblgrivate. Perhaps
due in part to the legal requirement that officers cannot beertitan 1/3 of the
overall board, most firms have only one or two officers or farofécers on their
board; some have none. Altogether, only 23 of the 88 respuad26%) have
three or more directors in this category.

If most directors are not independent, as we have seen, dyd arinority can
be officers, it makes sense that a fair number will be non-@ffiepresentatives of
the controlling family or group. Table 10 confirms this. Theabd of 67 of the 88
respondents (76%) include at least one such person; most {#6%0) have two
or more such directors, and the mean firm has three such geosaits board. It
is also reasonably common for firms to have overlapping l®ard6 of the 86
respondents on this question (53%) indicated that at lewstimector was also on
the board of a related firm.

14Law 6404/76 art. 141§ 4-5, as amended by Law 10.303/2001. These rights are aeadaly to
shareholders who have held shares continuously for the 3hm@neceding the meeting.

15Through 2006, the controlling shareholder could requiee fiheferred shareholders to choose
their representative from a list of three persons propogettid controlling shareholder. Law 10.303/
2001, art. 85 4.
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Table 10
Non-independent directors

Number of non-independent directors who are (i) officeisrépresentatives of the controlling shareholder
or group, or (i) also on the boards of one or more relateddijrfior 88 Brazilian private firms which
responded to the 2005 Brazil CG Survey (80 responses fodlmmanposition; 86 responses for question
about related firms). Percentage is of firms which answerel g@aestion

All non Officers Represents On the board
No. of independent| % or former | % controller (but | % of related %
directors directors officers not officer) firm(s)
0 0 0 14 16 21 24 59 67
1 2 25 35 40 9 10 9 10
2 4 5 16 18 17 19 4 45
3 25 31 12 14 11 13 0 0
4 9 11 7 8 7 8 2 2
5 10 12.5 3 3 7 8 3 3
6 or more 30 37.5 1 1 16 7 11 12.5
Mean 5.3 1.7 3.1 1.55
Median 4 1 2 1

5.4 Are the CEO and chairman the same person?

A common governance recommendation is that the CEO and i@aaipo-
sitions should be split, to prevent the CEO from having to@impower over the
firm. This concern is less important when the CEO is a hiredagan facing over-
sight from a controlling family or group. Separation mayoat®t be important if
the CEO is a member of the controlling family or group becahsecontrollers,
not the board, will decide who runs the firm. Nonetheless, Ckdommends
splitting these two role&

Most Brazilian firms have different persons as CEO and Cleirng2 of the
88 respondents (71%) separate these two roles. A separestiaquis whether
some firms have a nonexecutive chairman who does not reptésecontrolling
family or group. This pattern is common in the U.K. We did nsk about this, but
the common Brazilian pattern is for the chairman to represgencontroller.

5.5 Director characteristics

There are no legal requirements that directors have p&atienpertise. CVM
recommends that at least two directors should possgssrience in finance and
primary focus on accounting practice8GC recommends a diversified board, its
list of criteria includesinancial knowledge and accounting knowledtRGC also
recommends that each firm have an audit committee with &t tieieese members,
who should béamiliar with basic financial and accounting mattérsin addition,
many cross-listed firms are subject to the Sarbanes-Oxl¢éywhdch applies to
all NYSE and NASDAQ-cross-listed firms, and contains regients for audit
committees, minimum number of independent directors, dneronatters.

16CVM Recommendations on Corporate Governance (2G02)}.
17CVM Recommendations on Corporate Governance (2G02)1; IBGC Code of Best Practice of
Corporate Governance (2008}, 2.9.2, 2.17.
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Table 11 summarizes which firms have directors with paricciharacteristics
and experience. It is quite common for firms to have a direatith financial
or accounting expertise. Lawyers are also common board memibout one-
fourth of private firms have a politician or former governrhemployee on their
boards. Scholars are apparently in less demand; only 8 fiaws bne on their
board.

Table 11
Director expertise and background

Characteristics and background of directors of 88 Brazfiavate firms
which responded to the 2005 Brazil CG Survey and provided dat
board composition. Number of responses varied from 85-&8cet-
age is of firms which answered each question

One or more Yes | %yes If yes:
directors that are Mean Median

Financial sector specialisf 64 74% 3.2 2
Accounting specialist 50 57% 2.4 1
Lawyers 46 52% 1.5 1
Female 29 33% 1.5 1
Politician or former 26 31% 2.4 2
government employee

Foreign 22 25% 2.6 2
Employee representative| 11 12% 12 1
Scholar 8 10% 1.3 1

5.6 Director terms in office

Table 12 provides information on board terms, and whetheyr éine staggered,
with a fraction of the board elected each year. Brazilian élews directors to
serve for terms of up to three years, but makes them subjeetioval by share-
holders at any time. It is silent on whether these terms castdmgered® Since
most Brazilian firms have a controlling shareholder or shalder group, and in
any case shareholders can remove directors at any timeggestal board is not
important as a takeover defense. A staggered board can takee difficult for
minority shareholders to elect representatives using tatiie voting, but Brazil-
ian law provides other ways for minority shareholders tody@esented on public
company boards. Thus, in contrast to the United States (Bebet alii, 2002), a
staggered board is likely not an important aspect of goveraéor Brazilian firms.
Only 2 respondents have staggered board terms.

Multiyear terms are common: Almost half (42/88; 48%) use Itieximum
3-year term permitted by the law; another 15 firms (17%) hae year terms.
CVM and IBGC recommend that all board members should semewroent one-
year terms of officé® Bovespa requires directors of companies listed on Level 2
or Novo Mercado to have non-staggered board terms of eithepotwo yearg®
Bovespa initially required annual terms, but changed tteans allow two-year

18 aw 6404/76, art. 140.

19CVM Recommendations on Corporate Governance (2G02)1; IBGC Code of Best Practice of
Corporate Governance (2008)2.18.

20Bovespa Novo Mercado Listing Rules (2038}.4; Bovespa Level 2 Listing Rules (20065.4.
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terms — as we understand, at the request of institutionakiovs who preferred
longer terms for their own nominees.

Table 12
Board terms: staggered and non-staggered

Number of years of directors’ terms and whether they aregstagl, for 88 Brazilian private firms
which responded to the 2005 Brazil CG Survey

Number of Staggered Non-Staggered Total
years Number of firms | Percent| Number of firms | Percent Number of firms
1 — — 31 35% 31
2 0 0 15 17% 15
3 2 2% 40 46% 42
Total 2 2% 86 98% 88

6. Board and Committee Procedures

We turn next from the substance of who sits on the board ottirs, to the
procedures the company follows, in holding board and cotemineetings.

6.1 Board meetings and minutes

Brazilian law does not require a minimum number of board ingst CVM
recommends that the board should establish a minimum ngegtgquency, but
contains no numerical recommendation; IBGC does not pepasinimum num-
ber of meetings, but does suggest a maximum of one meetingqeh, “to avoid
undue interference” in the operation of the busirféss.

Table 13
Meetings of the board of directors

Number of total, physical, and telephonic board meetin@dv for 87 Brazilian
private firms which responded to the 2005 Brazil CG Survey @nodided this

information

Number of Total Physical Telephone
meetings | meetings| % meetings | % meetings %
0 0 0 2 2 75 87
0-3 3 3 5 6 4 5
4-6 24 28 25 29 4 5
7-9 16 18 15 17 1 1
10-12 21 24 18 21 1 1
13-18 8 9 12 14 0 0
19 or more 15 17 10 12 1 1

21CcVM Recommendations on Corporate Governance (2602R; IBGC Code of Best Practice of
Corporate Governance (2008)2.30.
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Table 13 provides information on the number and type of bozedtings held
during the previous year (2004). Most Brazilian firms holdeaist 4 meetings per
year. We asked separately about physical and telephonitimgseon the grounds
that while a telephonic meeting can be useful for handlinglsor emergency
items, only a physical meeting is likely to generate a reatusion, or useful
advice to the company’s management. If we treat four phi/siegtings per year
as a minimum for an effective board, only seven firms (8%ththis standard.
However, two firms did not have a single physical meetingtieréntire year. One
wonders what these firms’ directors thought their job cdedisf.

Two-thirds of the responding firms (58/87) had between fowl B2 meetings
per year, which is a normal number by international starslatdowever, some
reported a large number of meetings — indeed ten firms repaf@r more meet-
ings in the last year. It is possible that these meetings fae@ short and involve
mostly insiders. This pattern could make sense for smatierpanies, especially
those with no independent directors. These firms might haweekly or biweekly
management meeting, and call it a board meeting. Telepher&mgs are uncom-
mon. Only 11 firms (13%) used them at all, although a few magguent use of
this meeting procedure.

A standard corporate governance recommendation is thgpaoies prepare
written minutes of board meetings, which indicate who atezhthe meeting, the
issues voted on, and the voting outcomes. Brazilian lawiregdirms to keep
minutes of board meetings, but does not specify the contetieominutes’?
IBGC recommends that listed companies should forward ti@iutes to CVM
or Bovespa, and indicate any dissenting vatea. fair number of Brazilian firms
are lax in this regard. Five firms (6%) did not keep written até@s, despite the le-
gal requirement. Only about half (41 of 83 respondents anghestion) recorded
directors’ votes.

6.2 Board processes

Table 14 summarizes Brazilian practice for selected boeodgsses. These
processes are not required by Brazilian corporate law, laumyrare recommended
by CVM and IBGC. On the whole, Brazilian boards adopt a re¢dyi small num-
ber of formal processes. This is consistent with many badaedsy both small and
dominated by the controller.

Both CVM and IBGC recommend that the board of directors atynasaluate
the CEO’s performanc#. Only about a third of responding firms (28/88) do so.
A slightly larger number (34/88; 38%) evaluate other officéBGC recommends
that the board have a succession plan in place for the CEQlanter key persons

22| aw 6404/76, arts. 10Q VI, 130 § 1. Article 130 states that the minutes “may” include a
summary of the matters discussed, and any dissents.

23BGC Code of Best Practice of Corporate Governance (2G0B)5.4.

24CVM Recommendations on Corporate Governance (2602)1; IBGC Code of Best Practice of
Corporate Governance (2008)2.26.
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in the organizatio®® Only 15 firms (21%) have such a plan. For some firms,
however, the controlling family may have an informal susies plan within the
family — we did not ask about this.

Both CVM and IBGC recommend that the board adopt bylaws taletg its
own duties and meeting8. A bit over half of the responding firms (48/88) have
done so. Most companies (91%) provide materials to boardbeesnn advance
of board meetingd’ However, only a few (7/52; 14%) formally provide for inde-
pendent directors to retain their own advisors, at the coyip@xpensé®

IBGC recommends that firms should have a code of conductpapgiby the
Board of Directors, which regulate the relations betweentbard, shareholders,
employees, suppliers, and other stakehold&ssbout half of the responding firms
have a code of conduct; we did not ask about what it covers.

Table 14
Board processes

Number of firms which adopted the indicated board proce$se88 Brazilian private firms which responded
to the 2005 Brazil CG Survey. Questions relating to independirectors apply only to 52 firms with one or
more independent directors. The survey asked/ésanswers, but nato answers, so we cannot distinguish
no from missing

Process Yes % No/ Total
yes missing

Affecting all directors

Regular system for evaluating the CEO’s performance 28 32% 60 88
Succession plan for the CEO 15 21% 73 88
Regular system for evaluating other officers 34 39% 54 88
Specific bylaw to govern the activity of the board of direstor 48 55% 40 88
Company code of conduct or ethics 45 51% 43 88
Board members receive materials in advance of board meeting 80 91% 8 88
Independent directors can obtain outside advice at congpearpense 7 14% 45 52
Affecting only independent directors

Regular system for evaluating independent directors 6 12% 46 52
Retirement age for independent directors 3 6% 49 52
Annual meeting exclusively to independent directors 1 2% 51 52
None of the above 0 88 88

IBGC recommends that the Chairman should annually revievpétformance
of other directors® We did not ask about this, but did ask whether the board
regularly reviews the performance of independent dirsct@nly 6 of the 52 firms
with one or more independent directors did so. IBGC recondsdhat firms
establish a maximum length of service on the bdardVe did not specifically
ask about this, but did ask whether firms have a retiremenf@gedependent
directors; only 3 firms have such a policy. IBGC recommenas ithdependent

25IBGC Code of Best Practice of Corporate Governance (2G@327.

26CVM Recommendations on Corporate Governance (29@22; IBGC Code of Best Practice of
Corporate Governance (2003)2.5.

27CVM so recommends. CVM Recommendations on Corporate Gameen(2002§ 2.2.

28CVM again so recommends. CVM Recommendations on Corporaver@ance (2002) 2.2.

29BGC Code of Best Practice of Corporate Governance (20337,

30IBGC Code of Best Practice of Corporate Governance (2G03)15.

31IBGC Code of Best Practice of Corporate Governance (2G03)19.

404 Revista Brasileira de Finangas 2009 Vol. 7, No. 4



The Corporate Governance of Privately Controlled Brazif&ms

directors should meet regularly, without officers or othieectors present, in part
so they can assess management’s perform#n@aly one company has adopted
this practice. To be sure, however, such a practice makeas sy if a company
has a reasonable number of independent directors, say dhmere. Only 22
firms have this many independent directors.

6.3 Specific board actions

Brazilian boards are not strong on formal processes, as we joat seen.
But how do they behave? We asked about a number of importamt awtions
within the last five years. At 20 firms (23%), the board had laepd” the CEO
(Portuguese: substituiu). This could include both disalifs poor performance
and normal replacement when the CEO retires or becomedniilesly, the board
of 25% of the firms had replaced, or asked the CEO to replaesgiomore officers.

For firms with independent directors, we asked whether tleedbad asked
an independent director to resign, or had not renominaisd#rson, during the
last five years. Four firms out of 52 with independent direx{86) had done so.
None of the respondents stated that an independent ditemtioresigned because
of a dispute over policy during this period.

Table 15
Actions of the board

Number of firms which adopted the indicated board proce$se88 Brazilian private firms which responded
to the 2005 Brazil CG Survey. Questions relating to independirectors apply only to 52 firms with one or
more independent directors. The survey does not let usdigshno answers fronmissingresponses

Within the last 5 years, has Yes | % Yes | No/missing Total
The board replaced the CEO 20 23% 68 88
The board replaced (or asked the CEO to replace) one or morg2 25% 66 88
other officers
The board asked an independent director to resign, or did|noé 8% 48 52
propose reelection of an independent director
An independent director resigned because of a dispute ¢ved 0% 52 52
policy

6.4 Board committees

Brazilian corporate law is silent on committees of the bazrdirectors, and
forbids the board from delegating its authority another body created by law
or (the company’s) bylaw® It is interpreted to permit their creation, but the
committee’s authority to take action remains unclear. lrebly, a committee
can take actions which the board is not required to take iffitsteplace, much as
management can.

32IBGC Code of Best Practice of Corporate Governance (2G03)13.
33_aw 6404/76, art. 139.
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CVM and IBGC recommend rather vaguely that firms should hapedial-
ized” board committees. They recommend an audit commitigenot other spe-
cific committees* Bovespa has no committee requirements. Only 25 respondents
(28%) have standing committees of the board. Of these firth@@% of the firms
with committees) prepare minutes of committee meetingd,cdrthese 20 firms,
half (10 firms) record directors’ votes on agenda items.

Table 16
Board committees

Number of firms which adopted the indicated board procedses88 Brazilian private firms

which responded to the 2005 Brazil CG Survey. Question ostexce of committee minutes
(content of minutes) apply only to 25 firms with one or morendtag committees (20 firms
which prepare committee minutes)

Yes | %yes | No | Total
Does the board have standing committees? 25 28% 63 88
If the board has standing committees, are minutes prepgreg0 80.0 5 25
for meetings of the committees?
If minutes are prepared for committee meetings, are dirgctp 10 50.0 10 20
votes recorded in the minutes?

7. Audit Committee, Fiscal Board, and Independent Auditor

Brazilian law does not expressly provide for audit comneiter other com-
mittees of the board of directors. It does provide for a szldtody, known as a
fiscal board, which may partly substitute for the audit cottesi We next discuss
audit committees, fiscal boards, and independent auditors.

7.1 Audit Committee

Audit committees are a familiar part of the overall goverggystem in many
countries, but not yet in Brazil. CVM and IBGC both recommémat firms create
an audit committee of the board of direct§?sBovespa does not require an audit
committee, for any listing level. Only 15 respondents (1%%o}he responding
firms have an audit committee. All 15 of these committeesuihelat least one
person with accounting expertise; at 14 firms the committeetawith the outside
auditor at least once per year; and 12 firms have bylaws torgtlre committee’s
operations.

34CVM Recommendations on Corporate Governance (2§92)2, 4.3; IBGC Code of Best Prac-
tice of Corporate Governance (2008§,2.8-2.9.

35CVM Recommendations on Corporate Governance (29@23; IBGC Code of Best Practice of
Corporate Governance (20032.9.
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However, even when an audit committee exists, it is oftefiextantirely by
inside directors. Only seven of the 15 firms with an audit cattem include even a
single independent director on the committee. This rate&ats the central value
of the committee, as used in other countries, which is toigewdependent over-
sight of the firm’s financial statements and its relation$itg outside auditor. In
four of these firms, minority shareholders can elect one aremeembers of the
committee’® But only two firms have a committee staffed solely by indepnid
directors®” Of the five firms with both independent and non-independemhme
bers of the audit committee, three provide that the indepenthembers meet
separately with the outside auditors at least once per year.

One customary task for the audit committee is overseeingdheany’s inde-
pendent auditors. Under Brazilian law, one board duty isstect and discharge
the firm’s independent auditors. This duty cannot be deézfjathus, while the
audit committee can recommend hiring or dismissing thetaugdfirm, doing so
requires full board actioff

Table 17
Audit committee of the board of directors

Number of firms which have audit committees, and relatedquores, for 88 Brazilian private firms which
responded to the 2005 Brazil CG Survey. Questions on proescapply only to 15 firms with an audit
committee. Last question applies only to five firms which anevin to have both independent and non-
independent members on the audit committee

Yes | %yes | No | Missing/do | Total
not apply

The firm has an audit committee 15 17 73 0 88
For firms with an audit committee:
The committee includes a member with expertise in 15 100 0 0 15
accounting
The committee meets with the external auditor 14 93 1 0 15
at least once per year
There is a bylaw to govern the committee 12 80 3 0 15
Audit committee independence:
The committee includes at least one independent dire¢tor7 47 6 2 15
The committee consists solely of independent 2 15 11 2 -
directors
Minority shareholders can elect one or more members| 4 27 11 0 15
of the committee
If the committee includes both inside and independent| 3 60 2 0 5
directors, the independent members meet separately
with the external auditor at least once per year

36CVM recommends that at least one member represent mindrtyebolders. CVM Recommen-
dations on Corporate Governance (2092)3.

37IBGC, recommends that all members of the audit committeeldhue independent. IBGC Code
of Best Practice of Corporate Governance (20§2.,9.1. CVM recommends that the audit committee
should not include company officers, but does not recomnteatchil members be independent. CVM
Recommendations on Corporate Governance (2@082B. Our survey did not ask whether officers
served on the audit committee.

38Law 6404/76, arts. 139 (no board power to delegate power omitiees); 142(1X) (board
chooses and replaces auditors).
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7.2 Fiscal board

Brazilian corporate law is silent on audit committees, byiressly contem-
plates the creation of a separate body, not part of the bdaddextors, known
as a fiscal board, charged with examining the company’s finhstatements and
offering an opinion on them. The fiscal board can engage é&xferesumably a
second accounting firm), at the company’s expense. Eachawmympust provide
procedures in its bylaws for the fiscal board to operate; aedpecifies that it
must have between 3 and 5 memb#rs.

Actual creation of the board is optional — a company can hagermanent
fiscal board, or merely provide for the existence from timértee of a temporary
board. A temporary fiscal board must be created on demand byrityi share-
holders — the percentage thresholds to make this demandoé&eol common
shares or 5% of preferred shares for small firms, but only 2%oaimon or 1%
of common shares for large firms. The temporary board’s aifyhexpires at the
next annual shareholder meeting; but the shareholder d&foathe board can be
renewed at that meetirf§.

Table 18 describes firms which have a permanent fiscal bodrdut0% of
firms have such a board (34/88). If a fiscal board exists, idaiired by law to
keep minutes; all 34 firms reported doing“8oHowever, only 22 of the firms
with permanent fiscal boards (65%) record member votes imihetes. And 5
of the firms with a permanent fiscal board report not having lavyo govern
the functioning of the fiscal board, even though this is regfliby law. Only a
bit more than half of the firms (18/34: 53%) had fiscal board&tvincludes a
member with accounting expertise.

Table 18
Fiscal board

Number of firms which have a permanent fiscal board, and relatecedures, for 88 Brazilian
private firms which responded to the 2005 Brazil CG Surveyesions on procedures apply only
to 34 firms with a permanent fiscal board

Yes | %yes | No Total
Does the company have a permanent fiscal board? 34 39% 54 88
For firms with a permanent fiscal board

Minutes are prepared for meetings of the board? 34 100% 0 34
There is a bylaw to govern the fiscal board? 29 85% 5 34
When minutes are prepared, directors’ votes are recordgd 22 65% 12 34
in the minutes?

The board includes a member with expertise in accounting?28 53% 16 34

39Law 6404/76, art. 16§1.
4OLaw 6404/76, arts. 161, 163.
4ILaw 6404/76, art. 100(VI).
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Table 19 provides details on the size of the permanent fiszaidy and how
often it meets with the external auditor. Three firms have arébof at least six
members, despite the statutory requirement of a 3-5 menaaedbTo be sure, the
policy reasons for capping fiscal board size at five members@rapparent. Most
boards meet with the external auditor either quarterly (&) or annually (11
firms); but at three firms the fiscal board does not meet witlexternal auditor at
all.

We turn next to minority shareholder representation on tafiboard. One
might think that the fiscal board, much like the audit comedftshould be a watch-
dog on behalf of noncontrolling shareholders. If so, inalgdrepresentatives of
controlling shareholders on the board makes little senkis. i$ not, however, how
Brazilian corporate law operates. The law instead givestiiders of preferred
shares the right to elect one member of the fiscal board, ated gninority com-
mon shareholders holding at least 10% of the common shanedlarsight. Other
common shareholders can then elect the remaining membersumber equal to
those elected by preferred shareholders and minority camshareholders plus
one?? This ensures that the controlling shareholders can coiftediscal board.

Table 19
Permanent fiscal board: size and meetings with auditors

Size of fiscal board and number of meetings with externaltaydor 34 Brazilian private
firms which have a permanent fiscal board and responded t@0®BRrazil CG Survey

Number of | No. of firms | No. of meetings Number of meetings between
members (per year) fiscal board and external auditor
3 17 (50%) 0 3 (9%)
4 4 (12%) 1 11 (32%)
5 10 (29%) 2o0r3 3 (9%)
6 or more 3 (9%) 4 16 (47%)
— - 5 1 (3%)

CVM has a complex recommendation on the composition of tlealftsoard —
it recommends that minority shareholders should have tite td elect one (two)
member(s) out of a three or five member board if the controlgrelects one
(two) members. The controlling group should then cede gfists to elect the last
member, who should instead be elected by a shareholderwitttegommon and
preferred shares each carrying one vote. IBGC has a sinetammimendatiofi®
We did not ask whether any firms adopt this complex structouoe,two firms
reported having three representatives of minority shddehs, perhaps because
they followed this approach.

42| aw 6404/76 Art. 161§ 4 b.
43CVM Recommendations on Corporate Governance (29@22; IBGC Code of Best Practice of
Corporate Governance (2003p.2.
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Table 20 provides information on the minority shareholdgresentatives on
permanent fiscal board. Only 3 firms (9%) have no minority éspntatives. But
another 19 firms (56%) have only one minority shareholderesgntative on the
fiscal board, and only three firms have three or more minogjtyesentatives (who
therefore comprise a majority of the board).

Table 20
Minority representation on permanent fiscal board

Minority shareholder representatives on fiscal board for 34
Brazilian private firms which have a permanent fiscal board
and responded to the 2005 Brazil CG Survey

Represent minority common shares
= 0 1 2 Total
0 3 2 0 5
Represents| 1 17 7 1 25
preferred 2 2 1 0 3
shares 6 1 0 [9] 1
Total | 23] 10 | 1 34

One might think that the audit committee and the fiscal boaedikely to be
substitutes, so that even firms which had one or the othertmigthave both. As
Table 21 shows, this was partly true, but only partly. Of thefitms with audit
committees, 7 had a permanent fiscal board as well; 8 did nbthe73 firms
without an audit committee, 27 (31%) had a permanent fiscaldydout 46 firms
(52%) had neither.

Table 21
Crosstabulation: audit committee and permanent fiscaldboar

Crosstabulation for firms with audit committee, permanesadi board, both, or nei-
ther, for 88 Brazilian private firms which responded to th828razil CG Survey
- Permanent fiscal board| No permanent fiscal board Total

— No. of firms | Percent| No. of firms Percent
Audit committee 7 8% 8 9% 15
No audit committee 27 31% 46 52% 73
Total 34 39% 54 61% 88

Next, what about the firms without a permanent fiscal board® blten did
shareholders demand that the firm create a non-permaneamt?dable 22 pro-
vides this information. At 24 of the 52 firms which respondethiis question, the
nominally non-permanent board was, in practice, permamenéarly so, having
been convened in four or five of the last five yeHrdf we treat these firms as
having a permanent or near-permanent fiscal board, twostbirthe responding
firms (58/88) have such a fiscal board. Of the remaining 30 fitms have an
audit committee, leaving 28 firms (32%) with neither an agdinmittee nor a
permanent or near permanent fiscal board. At all but 12 firnfiscal board has
been convened at least once during the last five years (3 sé th2 firms have

440ne firm indicated that the non-permanent board had beerenedv20 times — we interpreted
this to mean quarterly meetings each year in each of the \@sydiars.
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audit committees). Thus, the fiscal board is an importatitini®n in Brazil. Fur-
ther research is needed to understand its strengths andhesssds, compared to an
audit committee, and whether it makes sense for a firm to hatredfiscal board
and an audit committee.

Table 22
Non-permanent fiscal board: how often used

Number of times non-permanent fiscal board was convenedgluri
last five years, for 52 Brazilian private firms which do not éav
permanent fiscal board and responded to this question o0t 2
Brazil CG Survey

Number of times convened Number of firms Percentage
0 12 23
1 7 14
2 4 8
3 5 10
4 10 19
5 14 27

7.3 External auditor

Brazilian law requires public Brazilian firms to have theidncial statements
audited by an independent audif®!CVM rules require public companies to rotate
their external auditor every five years. Once an auditor bas Ibotated away from
a particular company, the company cannot rehire this auéttoat least three
years?® Only two firms reported having the same auditor for more thanyfears.

We asked firms whether they had replaced their external@ualithin the last
five years. In theory, all firms should have done so, but intpraconly 49 firms
answered yes. Of these, 31 cited legal reasons (presuntebiptation require-
ment). Of the others, six responded that their auditor hategmt of business,
six were unhappy with the auditor’s fees, and six cited oteasons. Four firms
indicated their reasons — two wanted to use the same auditbeaontrolling firm
(2 firms), one moved to an internationally known auditor (injirand one cited
unspecified problemd\o firm reported changing auditors after a dispute over ac-
counting policy. However, such a dispute could still haverbpart or most of the
reason for replacement in some cases.

We asked whether the auditor also performs non-audit ssvidroviding
these services could create a conflict of interest for thét@udince if it loses
the firm as an audit client, it will likely lose non-audit coatts as well. CVM
recommends that public companies should not hire theitarsdior other services
that may raise conflicts of interests, and should limit nadifees as a percentage
of total fees paid to the auditor. IBGC recommends more mitdat the audit
committee (or the board for firms without an audit committesould be aware
of” all services provided by the external auditor, shoulsictbse to shareholders
the auditing and other fees paid to the external auditorstiodld be sensitive to

4SLaw 6404/76 Art. 177§ 3.
48Instruction CVM No. 308 (1999), art. 31.
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the potential for conflictd! Only 16 firms (18%) obtain non-audit services from
their auditor. In part, this may be because mandatory wtgirevents the long-
term relationships which are likely to lead to firms usingitaeditor for non-audit
services. Of these firms, only five reported that non-auds fepresented 10% or
more of the auditor’s total fees.

Table 23
Relation with external auditor

Information about external auditor for 88 Brazilian prizdirms which
responded to the 2005 Brazil CG Survey. Responses on repadtef
auditor exclude replacement for legal reasons

[ Yes | Yes%

Within the last 5 years

Company employs external auditor for non-audit servides16 [ 18%
Company replaced the external auditor | 18 | 20%

Reason for replacing auditor
Auditor went out of business
Fees charged
Disagreement over accounting policy
Other reasons

7%
%
0%
7%

| O O O

8. Shareholder Meetings and Shareholder Rights

We discuss in Section 5 above the rights of minority shawdrslto elect rep-
resentatives to the board of directors. We discuss in tiitsosethe rights of minor-
ity shareholders in connection with shareholder meetisgigs of control, share
offerings, and other matters.

8.1 Shareholder meetings

Table 24 reports responses to several questions relatked twtding of share-
holder meetings. Brazilian law requires public compangeprovide at least 15
days notice of a shareholder meeting, including the agemdhé meeting. How-
ever, both CVM and IBGC recommend 30 days notice, and CVMmeuends 40
days for firms whose shares are cross-listed in other matk&@sly seven firms
(8%) reported that they provide at least 30 days notice afettrdder meetings (2
of these are cross-listed on a foreign exchange).

Brazilian law requires the notice of a shareholder meetingdlude the agenda
for the meeting. IBGC recommends that the agenda and accegrimgedocumen-
tation “should be as detailed as possible.” CVM recommematthe notice should
contain a “precise description” of the agenda iteffid/Ve asked firms whether the
names of director candidates are included in the notice bheefolder meeting.
Only 12 firms (14%) answered that they do so.

47CVM Recommendations on Corporate Governance (29@2%; IBGC Code of Best Practice of
Corporate Governance (2003%.6.

48Law 6404/76, art. 124 1, item II; CVM Recommendations on Corporate Governanc6Z29
1.2; IBGC Code of Best Practice of Corporate Governance3p9Q.5.2.

49Law 6404/76, art. 124; CVM Recommendations on Corporatee@mnce (2002§ 1.1; IBGC
Code of Best Practice of Corporate Governance (2903%.4.
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Table 24
Shareholder meetings

Sample is 86 Brazilian private firms which responded to th€520
Brazil CG Survey and provided information on shareholdeetings.
Number of responses varies from 84 to 86

Provision Yes | %yes
Company provides at least 30 days notice of annpial 7 8%
meeting
Company discloses director candidate names in pd12 14%
vance of annual meeting
Company considers conflicts with annual meetings 18 21%
of others companies in the same industry wherj it
schedules its annual meeting

Company discloses an annual agenda of corpofate85 41%
events "

CVM recommends that meetings should be held at dates ang tima¢ “do
not impair shareholder attendance”; IBGC recommends afikly choosing the
venue, date and time to encourage attendahiée asked whether, in scheduling
annual meetings, companies consider possible conflickstivt annual meetings
of other companies in the same industry. Only eighteen fih%d) reported doing
Sso.

Firms listed on Bovespa Level 1 and higher must provide itoresby the end
of January of each year, with an agenda of important corpenagnts for the year,
including the date of the annual shareholder meethdy fair number of firms (35
firms; 41%) do this.

8.2 Rights of preferred shareholders

Table 25 reports survey results for questions relating éaithts of preferred
shareholders. Most Brazilian companies issued prefemed-yoting) shares —
74 of the 86 firms which responded to the questions on shatehdlhts have
issued preferred shares. Brazilian law requires that pabimpanies which issue
preferred shares give these shares one of three types ofitages, relative to
common shares. These advantages, and the number of firmis prioicide them,
are®?

e dividends 10% higher than the dividends on common shareéir{89, or
53%);

e dividends of at least 25% of net income (25 firms, or 34%);

e takeout rights on a sale of control, which provide at leagt& the per-
share price paid for the control block (17 firms, or 23%).

50CVM Recommendations on Corporate Governance (202); IBGC Code of Best Practice of
Corporate Governance (20031.5.3.

51Bovespa Level 1 Listing Rules (2006)4.5.

52| aw 6404/76, art. 17. Under Law 6404/76, art. 111, prefesteares acquire voting rights if no
dividends are paid for a period specified in the bylaws, wihnot exceed 3 years.
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IBGC recommends that firms provide takeout rights for bot#fegnred shares
and minority common shares at 100% of the per share pricefpaidontrol>?
Bovespa requires takeout rights for preferred shares feell2firms, of at least
80% of the per share price paid for cont?dl.Of the 17 firms which provide
takeout rights to preferred shareholders, 12 do so at 80%eopér-share price
paid for control; the other 5 firms do so at 100% of this price.

We also asked whether the company provides voting rightsefeped share-
holders on particular matters. Bovespa’s Level 2 rulesirequeferred sharehold-
ers to have voting rights, together with the common shacdre| for>®

(a) transformation, merger, consolidation or spin-offle tompany;

(b) approval of conflict-of-interest transactions with aatolling shareholder
(assuming that the transaction is one which requires shitehapproval
under law or the company’s bylaws);

(c) valuation of non-monetary assets contributed in exghdar shares; and

(d) changes to the bylaws which affect the rights of prefisteareholders.

CVM recommends that preferred shareholders have votirgsig the first
three instance¥®

Table 25
Selected rights of preferred shareholders

Sample is 74 Brazilian private firms which responded to th@52Brazil CG Survey
and have preferred shares

Yes | %yes
Special rights (one of these is required by law) — -
10% higher dividends than on common shares 39 53%
Dividends of at least 25% of net income 25 34%
Takeout rights, at price of at least 80% of the price paidfier t 17 23%
control block
\oting rights
Mergers, transformations and similar transactions 9 12%

Transactions with controlling shareholder involving canfl 6 8%
of interest, which require shareholder approval

Evaluation of non-monetary assets given in exchange faksto 2 3%
Approving the external company which determines economic 3 4%
value during a freezeout

Other rights
Freezeout must be at price based on economic value of theasgmp| 8 11%
Company has a class of preferred shares that gives spetired vo 3 4%

rights to its holders when compared to other preferred share

53BGC Code of Best Practice of Corporate Governance (2§035.

54Bovespa Level 2 Listing Rules (2006)8.13. Three of the 17 firms which provide takeout rights
to preferred shareholders are listed on Bovespa Level 2.

55Bovespa Level 2 Listing Rules (20065 4.1(V), 10.1.1.

56CVM Recommendations on Corporate Governance (2§@)L. CVM also recommends that
preferred shareholders have voting for alteration of thrpany’s activity and reduction of mandatory
dividends. We did not ask about this.
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Our sample includes 3 firms listed on Level 2, so the minimumioer of yes
responses for each of these rights should be 3. However, ssspendents may
not have been fully familiar with Bovespa’s rules. A few firpovide the first
two rights, even though they are not listed on Level 2. Ninmdigive preferred
shareholders voting rights on mergers; six do so for cordlighterest transactions
with the controlling shareholder.

We also asked whether firms provide in their bylaws that duaifreezeout, the
price paid for preferred shares will be based on the econeatie of the company.
Eight firms provide this right (11%). This compares with 18nfr (21%) which
provide this right to minority common shareholders.

We also asked whether any companies had issued a specmbtlaeferred
shares which conveys greater voting rights to its holdexs tither classes of pre-
ferred shares. Three companies provide these rights; ®obthese, the shares
are speciafjolden sharesetained by the government during privatization.

8.3 Minority common shareholders: freezeout and takeout mjhts

Table 26 summarizes the rights of minority shareholderséezeout¥ and
sales of control. We asked whether companies provide in biy¢aws for freeze-
outs to take place at a price based on the economic value ebtheany and, if
so, whether minority shareholders (minority common shalagrs together with
preferred shareholders, if any) can vote to approve themadteompany which
provides the valuation. Bovespa Level 2 and Novo Mercadesregquire both of
these right$® For Level 2 firms, preferred shareholders have similar sighs
discussed in the previous subsection.

Ten companies provide for a freezeout offer to minority cammsharehold-
ers based on economic value. Five of these firms are listedegal 2 or Novo
Mercado. However, only four firms give voting rights to miitgishareholders to
approve the external company. Two of these firms are listeddevel 2 or Novo
Mercado.

57/ freeze-out can be defined as a merger which its main purgdseexclude minority sharehold-
ers due to the maintenance costs of a large publicly-heldbaos Gilson, Ronald J. Bernard S. Black.
The Law and Finance of Corporate Acquisitior®®¢ ed., 4" reprint, StateplaceNew York: Foun-
dation Press, 2002, p. 1245-1246. A freeze-out merger @scaied cash merger for some authors.
Allen, William T. Kraakman, Reinier. Subramanian, Guh&@ummentaries and Cases on the Law of
Business Organizatior2"“ ed., StateNew York: placeAspen Publishers, 2007, p. 487-49

58Bovespa Level 2 Listing Rules (2006)4.1.
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Table 26
Minority common shareholders: freezeout and takeout sight

Sample is 86 Brazilian private firms which responded to tHgs2Brazil CG
Survey

Question Yes | % yes
If company goes private, it will make a tender offer for mitypr | 10 12%
common shares, at a price based on the shares’ economic valpie
If yes, the external company which determines economicevdlu 4 40%
must be approved by minority shareholders:
Bylaws give takeout rights to common shareholders at 100% of.2 14%
per-share price paid for control

Brazilian law requires that, in a sale of control, the acgumust make a take-
out offer to minority common shareholders, and offer atti8&%6 of the per-share
price paid for the controlling sharé$. IBGC recommends that this offer be at
100% of the price paid for the controlling shares; Bovesjpaiires this for Level
2 and Novo Mercado firm&. We asked whether companies go beyond the 80%
legal floor. Twelve companies do so, including the 5 Level & Blovo Mercado
firms; all of these companies provide takeout rights at 1008heper-share price
paid for control.

8.4 Preemptive rights

Table 27 reports Brazilian practice related to another irtgma protection for
minority shareholders — preemptive rights. An initial giieasis whether the com-
pany’s charter provides fauthorized capita(similar to authorized but unissued
shares for a U.S. firm). If not, then issuance of shares reg@rcharter amend-
ment, and minority shareholders will have preemptive 8§htSixty-one of the
responding firms (71%) have authorized capital. Of thesgyrdgide preemptive
rights to shareholders in all cases; another 8 firms do so sdrfe time. If we
combine firms which have no authorized capital and firms whie authorized
capital but also provide preemptive rights, de facto praampights are the norm,
provided by 70 firms (81%) in all cases, and another 8 firms ([@%pme cases.

59Law 6040/76, Art 254-A.

60BGC Code of Best Practice of Corporate Governance (2G0B)5; Bovespa Novo Mercado
Listing Rules 2006)§ 8.1.

61l aw 6040/76, arts. 171-172.
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8.5 Arbitration and lawsuits

Until recently, Brazil did not have specialized businesarte Rio and Sao
Paulo have recently created these courts, but the Sao Pautbis limited to
bankruptcy and financial restructuring. How effective thesurts will be remains
uncertain. In most instances, the judicial process mowslgl and judges often
have little experience in corporate issues. As a way arobeskt problems with
the court system, CVM and IBGC recommend that companiesigedan their
bylaws that disputes between shareholders and the compdmgtween control-
ling shareholders and minority shareholders will be respkhrough arbitratiof?
Bovespa requires that Level 2 and Novo Mercado companiesdador arbitra-
tion of disputes with shareholders, using a Bovespa-spedddarket Arbitration
Panel®®

In practice, arbitration is not popular, except as part ofexdl 2 or Novo
Mercado listing. The five Level 2 or Novo Mercado companiesim sample
provide for arbitration, but only one other firm does so.

We also asked companies about the number of lawsuits (dratfbn com-
plaints) filled by minority shareholders in the last two yedviost firms (74 firms;
89%) report no lawsuits; 5 firms (6%) report one lawsuit, arfidds (5%) report
two or more.

8.6 Free float

Bovespa requires firms listed on Level 1 and higher to maintiae float
(shares held by minority shareholders divided by the nurnbeommon and pre-
ferred shares) of at least 25%This rule is meant to ensure a reasonable level of
liquidity for minority shares; it prevents@eeping freezeouin which controllers
gradually buy minority shares, which reduces liquidity &mehce price for the re-
maining shares. We asked how many firms had free float of thé$ ée higher; 51
firms (59%) have this level of minority ownership. We alsoexskvhether firms
disclose their free float percentage to shareholders; 53 f{&2%) report doing
Sso.

9. Related Party Transactions

An important aspect of corporate governance for many Beawiirms is the
extent to which they engage in related party transactionsiebus sort. Table 27
reports responses to a variety of questions about whethse tihansactions exist,
whether they are disclosed, and how they are approved.

CVM and IBGC recommend that related party transactions belalied, that
they be on market terms, and that companies do not make loaakted parties.

62CVM Recommendations on Corporate Governance (2®8; IBGC Code of Best Practice of
Corporate Governance (2003)1.9. Brazilian Arbitration Law 9307/96 requires that theiaation
panel reach a decision within 180 days after hearing a case.

63Bovespa Level 2 Listing Rules (2006)3.1(iv).

64Bovespa Level 1 Listing Rules (2006)3.1 (ii).
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IBGC recommends that the fairness of a related party tréioseshould be based
on an independent assessment; CVM also recommends thattysiareholders
be given the opportunity to request that an independertyeadsess the fairness
of a related party transactiéf. Bovespa’s rules for Level 1, Level 2 and Novo
Mercado require disclosure of related party transactionslving the greater of
R$ 200,000 (a bit over US$100,000) or 1% of the company’s roeth§®

In practice, only a small number of respondents reportedngawans out-
standing to related parties (4 firms, 5%), renting propexynfa related party (3
firms, 4%), or buying or selling significant amounts from olateelated party (7
firms, 8%). So far, so good, although one might suspect sordertgporting of
related party transactions.

A substantial majority reported that significant relatedtyp#&ansactions are
disclosed to shareholders (59 firms; 69%). It is unclear rownterpret the re-
maining responses — some firms could have answered no beteyskave no
related party transactions to disclosure, rather thanusecthey do not or would
not disclose such a transaction.

Table 27
Related party transactions

Sample is 86 Brazilian private firms which responded to thHgs52Brazil CG

Survey
Yes | %yes
Existence and Disclosure
Has the company lent money to related parties 4 5%
Does the company rent property from a relat¢d 3 4%
party
Does the company buy or sell a significant amoynt 7 8%

of goods or services to or from a related party
Are the details of significant related party transajc
tions disclosed to shareholders

Approval of Related Party Transactions with | Director or officer Controller

59 69%

Yes % Yes Yes | % Yes
No special approval 17 20% 15 17%
Approval by the board of directors 58 67% 56 65%
Approval by nonconflicted directors 12 14% 10 12%
Approval by shareholders 8 9% 11 13%
Approval by nonconflicted shareholders 4 5% 8 9%

Matters are less satisfactory with regard to approval cdteel party trans-
actions. We asked separately about transactions with atdirer officer, and
transactions with a controlling shareholder. Table 28 riespitne responses — the
approval procedures were similar for both groups. One nilghk that at a mini-
mum, significant related party transactions should be aggorby a nonconflicted
decisionmaker — nonconflicted directors, and perhaps ndlicted shareholders.
This is not the norm. Only about two-thirds of the respondimgs report that they
require board approval. Of the remaining firms, about haifegsly answered that
they had no special procedures for approval of related patgactions.

65CVM Recommendations on Corporate Governance (29®%; IBGC Code of Best Practice of

Corporate Governance (2003%.2.1.
66Bovespa Level 1 Listing Rules (2006)6.8.
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Moreover, as we saw in Section 5, many Brazilian boards hewef no inde-
pendent directors. Only 12 firms (14%) report that noncateiticlirectors approve
significant related party transactions. Only 8 firms reqshareholder approval
and of these, only four firms require approval by nonconficteareholder$’

10. Disclosure

10.1 Financial statements

We asked firms about a variety of disclosures of financiakmgtion which go
beyond those required by Brazilian law. For example, Biazilaw contains de-
tailed requirements for financial statements, but doesawptire either a statement
of cash flows or quarterly consolidated financial statem@nd®es require annual
consolidated statement®). Bovespa requires additional financial disclosure for
firms on its higher listing levels, including:

e A statement of cash flows (Level 1 and higher);

International Financial Reporting Standards (IFRS) or.WGBAP finan-
cials, with a note reconciling these statements to Brazfiiaancial state-
ments (Level 2 and Novo Mercado);

English language financial statements (Level 2 and Novo &t} and

Consolidated quarterly financial statements (Level 2 angoNercado)?®

We asked firms about each of these, and also about whethepritvge tex-
tual discussion of financial results, similar to thrmnagement’s discussion and
analysisrequired by U.S. securities rules for U.S. companies. TaBlendicates
how many firms provide each disclosure. Some firms do so aspaverall com-
pliance with a set of Bovespa listing level rules, but somseaseparate from any
Bovespa standards. The table indicates the total numbemas fivhich provide
particular disclosures, and also the number which do saagpfiom compliance
with Bovespa listing level rules.

Almost half (47%) provide English language financial stagats. In addition,
37 companies (43%) include a statement of cash flows in tin@inéiial statements,
and 26 firms (30%) provide IFRS or U.S. GAAP financials. In &ddj a large
majority of companies (83%) provide textuMD&A discussion of their financial
results. In many cases, firms provide disclosures even ththegfirm does not
need to do so as part of a package of Bovespa listing leveiresgants. Some of
these firms cross-listed, and are complying with crossxistequirements.

67l aw 6404/76, art. 115, provides that voting rights are aersid to have been abused if a share-
holder exercises them with the intent to obtain private athge. Thus, in practice, if a shareholder vote
is required to approve a related party transaction, apphyvaonconflicted shareholders is required.

68l aw 6404/76, arts. 176-188 contains requirements for fiahatatements.

69Bovespa Level 1 Listing Rules (2006)4.2; Level 2 Listing Rules (2006§,6.1-6.2.
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At the same time, some firms are choosing which additionalaisires to
provide. For example, of the 26 firms which provide IFRS or..GBAP financial
statements, 5 do so to comply with Bovespa listing level irequents, 16 do so to
comply with cross-listing requirements, and the remairbrdp soother thanin
connection with Bovespa listing or cross-listing requiesits. At the same time,
only 11 firms reconcile their IFRS or U.S. GAAP financial staénts to their
Brazilian financial statements. Perhaps these firms judgerthestors can do this
for themselves. Consolidated financial statements areralspopular. Only 17
firms (20%) provide consolidated quarterly financial stagats.

Table 28
Financial statements

Sample is 86 Brazilian private firms which responded to tH&62razil CG Survey

Area Bovespa rule Yes | %yes Yes
not due to listing
level at Bovespa

Company provides financial statemenfs Level 2 41 47% 35
in English

Financial statements include a statement Level 1 37 43% 14
of cash flows

Company provides financial statemenfs Level 2 26 30% 20
which comply with IFRS or U.S. GAAP

IFRS or U.S. GAAP financial statements Level 2 11 42% 5

are reconciled to Brazilian
financial statements

Company publishes consolidated Level 2 17 20% 11
quarterly financial statements (if has consolidated
annual statements)
Financial reports include discussion anfd 71 83%
analysis of factors that most influenced
results and company’s main risk factorg
(similar to U.S. MD&A disclosure)
Company officers hold regular Level 1 53 62%

meetings with analysts (annual meetings)

A majority of firms (53 firms, 62%) report that company officerset regularly
with analysts. Bovespa requires firms on Level 1 or higherdldl lat least an
annual meeting with analysf8. Of the firms which do not meet regularly with
analysts, some may be small enough so that they have litiealyst coverage.

11. Website Disclosure

One important means of disclosure is through company webshVe asked
whether companies provide different types of informatiartieeir websites. Table
29 summarizes the responses, and also whether similamafam is available
from the CVM website. About half of the firms (40 firms; 47%) kaknglish
language disclosure on their websites. Of these, 32 alsada&nglish language
financial statements.

Consider financial disclosure first. Two-thirds of the firrB8 firms) provide
annual financial statements on their website; most of tHgké&rms) also provide

7OBovespa Level 1 Listing Rules (2006)4.4, Bovespa Level 2 Listing Rules (2006)6.6.
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quarterly financial statements. This information is alsailable from the CVM
website, but in a different, CVM-specified format. A simiteumber of firms pro-
vide a written annual report to shareholders. Almost 50%idpress releases.

Table 29
Information on company website

Sample is 86 Brazilian private firms which responded to tHeg52Brazil CG Survey

Process Yes | %yes | On CVM website
English language disclosure 40 47%
Financial and related information
Annual financial statements 58 67% yes
Quarterly financial statements 51 59% yes
Annual report to shareholders 53 62%
Press releases 42 49% yes
Stock prices (or link to site with this information) 35 41%
Shareholder meetings and related information
Notice of upcoming shareholder meetings 36 42%
Discussion of the results of shareholder meetings 20 23%
Background information about board members 27 31% yes
Bylaws and minutes
Bylaws 37 43% yes
Minutes of meetings of the board of directors 26 30%
minutes of meetings of the fiscal board* 6 19%
Other information
Material changes in facts relevant to share price 51 59% yes
Other information material to shareholders 48 56% yes
None of the above 15 18%

*There are 32 firms with a permanent fiscal board. See PaBVII.

For shareholder meetings, 36 firms (42%) provide notice®fitieeting on the
company website; a smaller number (20 firms; 23%) post thegoesults after
the meeting. A fair number of firms post their bylaws (37 firm8%). Fewer
firms post minutes of board meetings. However, it is not diear posting minutes
of board meetings should be seen as part of good governanescdcern is that
if firms know they will need to post the minutes, they will ensthat the minutes
are bland — and hence of limited value to shareholders. Mereknowledge that
the minutes will be posted might chill boardroom discussiénsimilar analysis
applies to minutes of fiscal board meetings, which are pexvidy 6 firms. Fi-
nally, 15 firms (18%) have quite uninformative websites, ahhtontain none of
the information we asked about.

12. Control and Shareholder Agreements
12.1 Control

Almost all Brazilian firms have a controlling shareholdegaoup. The type of
control varies. Twenty firms (24%) are directly controlledabsingle shareholder.
Another 16 are controlled by a non-public company and 5 bytergublic com-
pany, which itself likely has a controlling shareholder ocogp. Another 10 firms
are controlled by a family, and 30 by another group of shddste. Three firms
indicated “other” as the form of control, and only one firmigated that it had no
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controlling shareholder or group. Table 30 summarizes #tere of control of the
firms in our sample.

Table 30
Controlled firms

Type of control, for 85 Brazilian private firms which respead
to the questions on type of control in the 2005 Brazil CG Sur-

vey
Private firms
Type of control No. of firms | % of firms
Single shareholder 20 24%
Another non-public company 16 19%
Another public company 5 6%
Family 10 12%
Group of shareholders 30 35%
Other 3 4%
No controlling shareholder or group 1 1%

12.2 Shareholder agreements

In many firms with a controlling shareholder or group, a stngérson has ef-
fective control. But in some firms, the control group is d#fuenough so that its
members find it useful to enter into a shareholder agreereshgure cohesive
voting for directors, and perhaps on other issues. Brazitier facilitates enforce-
ment of these agreements. Under 2001 amendments to Bnaziligorate law, a
shareholder agreement, if filed with the company and madéghubvailable, is
binding on the company. Votes at a shareholder meeting bybeaesof the con-
trol group, which violate the agreement, will not be countddreements which
are not registered with the company are treated as privageagents, enforce-
able between the parties to the agreement, but not agamsitiporation or its
directors.

In addition, directors who are elected under a filed agre¢@nrequired to
vote in accordance with the terms of the agreement. Ther@éxplicit exception
for cases where doing so would conflict with their judgmenibiat is best for the
firm or best for non-controlling shareholdétsYet a separate, older provision of
Brazilian law requires a director to support the compangsthnterestseven at
the expense of those who elected.Hrithe tension between these provisions has
not yet been addressed by the Brazilian courts. Becausealthemr enforcement of
shareholder agreements is fairly recent, the number of eorep at which share-
holder agreements are used, and the scope of these agreeméikely still in
flux. Gorga (2009) studies the specific provisions of Branilshareholder agree-
ments.

IBGC and CVM both recommend that shareholder agreementsddshe avail-
able to all shareholders. IBGC also recommends that theeagmet should not

71 _aw 6404/76, art. 118.
72| aw 6406/76, art. 154 1.
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limit the voting powers of directors or include provisions selection of officers
(thus leaving this to the boardj.

Table 31 summarizes the responses relating to sharehgjisraents. A sub-
stantial minority of firms (36 firms; 42%) have a shareholdgeament among the
members of the controlling family or group. Of these firmsp4thirds (24 firms)
indicated that the shareholder agreement was used to ermutrel. Election of
directors is a common subject of such an agreement — 22 firdicaited that one
or more directors were elected in accordance with the ageaen®f these firms,
roughly half (12 firms) rely on the shareholder agreementi¢ctdour or more
directors; in each case these directors are a majority didlaed.

Table 31
Shareholder agreements

Sample is 86 Brazilian private firms which responded to t@52razil CG Survey

[ Yes [ %yes
There are one or more shareholder agreement(s) among g fami|] 36 42%
other shareholder group
For firms with a shareholder agreement:

Control is ensured through the agreement(s) 24 67%
The agreement governs the election of one or more directors 22 61%
The shareholder agreement(s) are registered with the ggmpa 33 92%
Shareholder agreements are not registered with the companware 1 33%

disclosed to minority shareholders

Of the 36 firms with agreements, 33 (92%) have filed them wighctbmpany,
thus taking advantage of the power to enforce the agreergairtst the company
and its directors. For the remaining 3 firms, the contenthhefagreement are
disclosed at one firm. At the remaining two firms, the termshefagreement are
not publicly known.

13. Director and Executive Compensation

Our survey provides us with only limited information on coamgation of di-
rectors and executives. We asked questions about spee#is lef compensation,
but in contrast to the remainder of the questionnaire, the® substantial reluc-
tance to respond.

We did obtain reasonably complete responses to more genggstions. These
are summarized in Table 32. Firms rarely use stock optionty @ firms (14%)
provide them to officers; only two firms provide them to nore@xtive directors.
No firms pay their non-executive directors partly on sharfesur firms provide
retirement benefits to non-executive directors.

73IBGC Code of Best Practice of Corporate Governance (2§a33; CVM Recommendations on
Corporate Governance (2002)L.3.
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IBGC recommends that directors should receive incentivedign their inter-
ests with those of shareholders. However, IBGC does noil dete this could
be done, other than a peculiar recommendation that disebsmpaidon the same
hourly basis used for the CEO, including bonuses and berafintensurate with
the time effectively dedicated to her functioBGC similarly recommends that
executive compensation should be linked to results, thaggin without specify-
ing how. Finally, IBGC recommends that the company disctbsecompensation
of directors and officersn an individual or aggregate basié

Table 32
Director and officer compensation

Sample is 84 Brazilian private firms which responded to tt@sZrazil
CG Survey and answered the general questions on compensatio

Question Yes % yes
Officers receive stock options 12 14%
Non-executive directors receive stock options 2 2%
Non-executive directors are paid partly with shares 0 0
Non-executive directors receive retirement benefits4 5%

14. Conclusion

In this paper we provide a detailed overview of the corpogatesrnance prac-
tices of Brazilian private firms (firms without majority owrséip by the govern-
ment or by a foreign company). The overview is based primaril an extensive
2005 survey of governance at 116 Brazilian public firms,udoig 88 Brazilian
private firms. We identify areas where Brazilian corporateggnance is relatively
strong and weak, and areas where regulation might usefeltglaxed or strength-
ened.

Board independence is an area of notable weakness: Theshufarshst Braz-
ilian private firms are comprised entirely or almost entiref insiders or repre-
sentatives of the controlling family or group. Many firms baero independent
directors. At the same time, minority shareholders havallgghts to representa-
tion on the boards of many firms, and this representatioraisaably common.

Financial disclosure lags behind world standards. Biaziiccounting stan-
dards do not require either a statement of cash flows or qlyadensolidated
financial statements, and only a minority of firms providesthegenerally in con-
nection with a listing on Bovespa Level 1 or higher, or crbsag on a foreign
exchange. However, about half of the respondents providédfrianguage finan-
cial statements and an English language version of theisiteeb

Audit committees are uncommon. However, many Brazilianditrse a fiscal
board as an alternate approach to ensuring financial statesweuracy. Most
firms have either an audit committee or a permanent or effdgtpermanent fiscal

74BGC Code of Best Practice of Corporate Governance (2893.21 (director compensation);
3.9 (executive compensation); 3.5.2 (compensation disod).
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board. The relative advantages of audit committee verstad fimard, and whether
it makes sense to have both require further study.

A high percentage of Brazilian private firms (74 firms, 84%yéssued non-
voting preferred shares, as a way for controllers to raisetg@apital without
diluting their voting control.

Brazilian law requires takeout rights for minority commdrassholders at 80%
of the price paid for controlling shares. A minority of firmses beyond this legal
minimum and provides takeout rights to minority common shaiders at 100%
of the price paid for controlling shares, takeout rightsgogferred shareholders,
or both. Controlling shareholders often use shareholdgseanents to ensure
control.

Our survey provides a snapshot of Brazilian governance 052MHowever,
governance practices in Brazil are changing rapidly, lielsy new IPOs on
Bovespa Level 2 and Novo Mercado, and to a lesser extent lgy plablic firms
upgrading their governance. The number of Level 2 and Novchtio firms has
grown from 14 at year-end 2004 (5 of which are in our samplerakBian private
firms), to 103 at year-end 2008.
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Appendix

Table A.1

Black, B., Carvalho, A., Gorga, E.

Bovespa listing levels and disclosure and governance nements

Main aspects of Bovespa listing levels Regular | Level1 | Level 2 | Novo Mercado
(X =required)
Disclosure requirements
Agreements between company and related no X X X
parties.
Transactions in company by employees, di- no X X X
rectors, fiscal board members.
Shares held by controllers, directors, and no X X X
members of the fiscal board.
Securities issued by the company. no X X X
Statement of cash flows. no X X X
Consolidated quarterly financial statements no X X X
(if firm provides consolidated annual state-
ments).
Financial statements which comply with US  no no X X
GAAP or IFRS, note reconciling these tp
Brazilian statements.
English language financial statements no no X X
Meetings with analysts (at least annually) no X X X
Annual calendar of corporate events no X X X
Only common shares allowed no no no X
Free-float of at least 25% of outstanding no X X X
shares
Public offerings have to use mechanisms|to no X X X
favor capital dispersion.
Board of Directors
Minimum number or percentage of indepen- no no 20% 20%
dent directors required
Non-staggered board terms, maximum two no no X X
years
Corporate rules
Preferred shares vote together with com- no no X not relevant
mon shareholders on selected issues (includ-
ing mergers spin-offs, contracts between the
company and related firms).
Freezeout offer based on economic value|of no no X X
firm, determined by independent valuation
Minority common shareholders have tag- no no X X
along rights on sale of control, at 100% of
price paid for controlling shares.
Preferred shareholders have tag-along rights no no X not relevant
on sale of control, at at least 80% of the price
paid for controlling shares.
Disputes with shareholders submitted to ar- no no X X
bitration.
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