GOVERNANCE MUST BE IMPOSED

 Gregório Mancebo Rodriguez(*)
Much has been said about Corporate Governance and its impact on the prices of adhering corporations. BOVESPA (São Paulo Stock Exchange) took a major step in disclosing this concept with the formation of the Novo Mercado (New Market) and its Corporate Governance Levels I and II. As a result, the technical framework is widely known, in conjunction with the standards established by the IBGC (Brazilian Institute of Corporate Governance).

ANIMEC (National Association of Capital Market Investors) has drawn up a handbook of twenty-two guidelines (see attached) that, in the opinion of non-controlling (minority) shareholders, will add significant value to the stock of publicly traded Brazilian companies. This idea arose from an analysis of the main problems encountered by investors over the last few years. It is not enough for companies to apply transparency and Corporate Governance rules. “Governance” must be imposed.

Corporate Governance

Corporate Governance has gained greatly in importance over the last few years, and it would be helpful if it were more clearly defined.  In our opinion, this concept is most clearly defined as follows 

“A group of standards and regulations to be followed by publicly traded organizations, to ensure equitable treatment of all investors, with due regard for minority shareholders, the implementation of Full Disclosure practices, and to add value to the company and the asset product.”

A good Corporate Governance Policy combined with equitable treatment of all shareholders, regardless of their investment percentage, are the basic prerequisites for a strong and highly developed capital market.

Publicly traded companies, particularly those that negotiate ADRs in New York, can adapt with relative ease to the Novo Mercado rules.  Possibly, the major hurdle is the requirement for common shares only.  There is no doubt that companies accessing the Novo Mercado will enhance their visibility, resulting in improved prices.  Prof. Antonio Gledson de Carvalho’s study showing the share quotations and liquidity of companies at BOVESPA levels has reported increases.

In practice, it has not yet been possible to compute the added value potential applicable to companies whose stock is traded in the Novo Mercado. However, allowances can be made here when we consider that the analysis period was marked by several global events that negatively impacted the performance of share markets from June 2001 through March 2003.  These included major incidents such as the impact on the stock of high technology companies on the NASDAQ, the 9/11 terrorist attacks in the US, the presidential election crisis in Brazil, etc.  All of these undermined the performance of the Brazilian share market.  It is well known fact that the dynamics of the more developed capital markets favor companies that promote greater disclosure of their shares to the investing public, the reason being the broader the share base, the greater the liquidity of the shares traded.    

The present environment of stable and predictable economies permits us to extend our share investment periods and to seek better options in papers of companies that implement good corporate governance policies.  This automatically enables us to overcome problems such as Brazilian share volatility, and the increased liquidity of second and third echelon papers of good companies would immediately broaden the previous concentration of shares. A typical example of the latter is the heavy concentration of Telemar and Petrobrás shares as reflected in the BOVESPA index, where liquidity is an important factor. 

Pension funds have the capacity to play a vital role in deconcentration, by limiting institutional level investments to companies listed by BOVESPA by governance level, since this tends to increase the liquidity of Novo Mercado listed companies.

For leading markets, such as those of the US, the latest available data show a gradual decrease in individual investors and their substitution by institutional investors, which now represent 60% of stock market volumes. Pension Fund presence in the control of major US corporations is increasing steadily and a similar European trend has been noted. 

This dilution of concentration is a complex but essential task, particularly in the Brazilian capital market still so dominated by family businesses.  Many of these family firms are run by non-professional directors and minority shareholder rights consistently disregarded. What is needed is decentralized company controls with the increased presence of professional boards of directors, whose members are recommended by the minority shareholders, to manage these companies.  Also, the proportionality of the common and preference shares require adjustment, and improved corporate government practices would also greatly contribute to developing our capital market.

These share price distortions, concentration, liquidity, market interdependence on relatively few papers, can be overcome with a more pro-active market directing investments to publicly traded companies that actively promote good corporate governance.
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HOW MINORITY SHAREHOLDERS REGARD COMPANIES 

THAT PROMOTE ADDED ASSET VALUE
ANIMEC was founded three years ago and, since then, has been involved directly and indirectly in over 70 cases, of public offers, capital closures, share exchanges, BDR exchanges, capital increases, etc. As part of our brief analysis of the problems encountered during this period, and based on suggestions of our associates, seminar discussions, etc., we give ANIMEC’s view of the chief points essential for a company to, in practice, attain improved levels of disclosure, corporate governance, transparency, etc.

1) Board of Directors – Appointing a Director to represent minority shareholder interests highlights the company’s intended path in line with its business objectives, and that the role of this Director will be to defend minority rights and interests (see Enron);

2) Audit Board – The appointment of a Director representing minority interests will enable the Board to ensure that Management is indeed carrying out Board decisions, and will put good corporate governance practices into practice, thereby adding value to the asset value of its stock;

3) Investor Relations Policy – The maintenance of an investor relations committee to disclose corporate governance practices introduced by the IBGC, CVM, and ANIMEC;

4) Investor Relationships - Teleconference – In association with Thomson, ANIMEC is in the process of implementing a Teleconference service aimed at investors and fund and asset managers 

5) Tag Along – The 100% inclusion of tag along in company bylaws, provides increased investor security and confidence by assuring their equitable treatment in the event of the sale of share control;

6) Investor Site – Interactive, enabling real time access to data, by minimizing the impact of rumors and providing numbers and information for all  shareholders at the same time, thereby limiting insider trading and insider information situations;

7) Added Value – Disclosing technical analysis instruments, such as the E.V.A., of paramount importance for checking the creation of company asset value;

8) Arbitration Council – The inclusion in company bylaws of the acceptance of a Novo Mercado Arbitration Council to settle any corporate conflict, will evidence the company’s dedication to the treatment of such matters and facilitate their solution should such circumstances arise;

9) Novo Mercado Levels 1 and 2 – The inclusion of increased transparency levels, or the definition and disclosure of the policies to attain such levels, assure investors of the company’s disclosure concerns;

10) Rating – The availability to investors of the periodic analyses carried out;

11) Proportional common and preferred share balance – Vote – The total or partial substitution of preferred shares by common shares, and the possibility of voting rights extended to the preferred shareholders, will tranquilize the investor in its investment decision;

12) ADR – The application of this practice and its benefits in obtaining sufficient funds, highlight the company globalization goals in its sector;

13) Accounting – Adherence to global accounting standards, assures increased transparency and security in relation to data accuracy;

14) Economic Value – In the event of OPA’S, changes in control, etc., the application of the economic value parameter to analyze the company’s true value, will eliminate the practice of legal but unjust criteria, such as equity value and market value for reimbursing shareholders, while the excess of market value over future earnings remains entirely in the hands of the controlling shareholders;

15) Synergy Premium – In the event of corporate restructuring, this premium must be divided among all parties involved (common and preferred shares);

16) Split / Implit
 – To be implemented, when necessary, to facilitate negotiations and increase liquidity, thereby eliminating inequitable quote variations;

17) Share Base – Expands and increases the share base to facilitate share negotiation;

18) Purchase of Treasury Stock – When cash is available and share pricing deemed inadequate in relation to the company’s economic and financial position;

19) Sale of Assets – Not connected with the company’s business activities;

20) Management – Focusing on increased revenues, competitive edge, and improved margins, as a defined strategy plan;

21) Dividends – Policy of paying over the competition/market average;

22)  Acquisitions – New acquisitions within company focus and its growth strategy plan.

The above points give the Investor an understanding of Corporate Governance in action, of measures to add value to shares, and true corporate transparency.

All companies should implement these measures, regardless of whether or not they are publicly quoted, family firms, or government organizations, to ensure an increasingly dynamic economy and a more consistent and reliable capital market. 
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