THE RESPONSIBILITIES OF THE BOARD OF DIRECTORS (*)

Roberto Teixeira da Costa

On September 9, Marcos Magalhães Pinto, shareholder and former CEO of Banco Nacional, and Arnoldo de Souza Oliveira, the bank’s former vice-president, received the CVM’s (Brazilian Securities Commission) maximum sentence in the administrative case brought on accounting fraud committed between 1987 and 1995.  They have both been prohibited from membership of boards of directors or of audit boards of listed companies for twenty years.

The Banco Nacional case came to light in November 1995 when the Brazilian Central Bank discovered that the bank had been dressing up its financial statements and recording doubtful receivables as bona fide credits. 

The Investigation Committee appointed by the Central Bank in 1995 established the existence of 652 loan transactions, totaling R$5.3 billion, to companies that had filed for bankruptcy, requested creditors’ agreements, or simply disappeared.

The CVM began investigating the case in 1997 when, at the request of the Federal Public Prosecutor’s Office, it appointed its own investigation committee.  We can learn the following two lessons from this episode:

1. The responsibility of the Board of Directors and the CEO

According to the press, in his defense, the former CEO, stated that he was not responsible for the preparation or disclosure of the financial statements and, thus, was not involved in the fraud.

It is unacceptable for the highest executive of a corporation to defend himself with assertions of this nature.  It demonstrates that he was not adequately and fully
 carrying out his duties. 

On page 7 of my leaflet written in March 1997, “The Board of Directors: Practical Suggestions for Improved Performance”, I gave a warning on Board of Director Responsibilities.

“I begin by calling your attention to the responsibility of the Board of Directors.  Brazilian Corporation Law very clearly defines the role of the Board.  It is responsible for the general guidance of company business, the election and dismissal of senior management (establishing their duties which includes monitoring their management activities), for calling Shareholders’ Meetings, approving Reports, selecting the External Auditors, etc.

“Thus, it is the highest body of the organization and is accountable to third parties (considering that the assets of the board of directors of a bank are not available in the event of its intervention or liquidation).

“Accordingly, upon taking a seat on the board of directors of a company (particularly, in the case of a listed company), it is crucial for the individual to fully comply with the responsibilities undertaken.

“It must also be stressed that a board member’s loyalty is to the company and not to the controlling shareholders(s).  It is the company that generates jobs and wealth.  Thus, it is the board member’s duty to loyally serve the company and to, at all times, act objectively and independently.”

In his article for Valor Econômico on September 9, 2004, “It is the Boss’ responsibility”, Joseph E. Stiglitz discussing the case of Enron and its CEO, Ken Kay, asks: “If the CEO isn’t responsible, who is?”

Thus, the pretext of lack of information is inexcusable.  Not only the CEO but also the entire Board of Directors of a listed corporation has the responsibility to be fully informed of all legal acts and facts and of the materiality of those under discussion. 

Today, even banks are required to retain an Audit Committee with clearly defined responsibilities.  As part of these responsibilities, it must meet periodically with the internal and external auditors to evaluate important data.  The role of the Audit Board is delegated by the Board of Directors to which the former is accountable.  For these purposes, it may utilize the services of external consultants and the internal auditors when such exist (which is advisable).

Some time ago, after the sale of its share control, another important bank discovered an illicit overseas transfer in excess of US$250 million.  It is hard to believe that an embezzlement of this magnitude could have been concealed for so long, and that management was unaware of it. 

2. How can the performance of a Board of Directors be improved to ensure that it performs its duties independently and meets shareholder expectations?

Given the enormous variety of matters that a board must cover, one solution is to form committees, such as the Audit Committee described above, for example.

Their role is to alleviate some of the burden of the Board meeting topics.  The Board delegates to these Committees the task of analyzing the matters for which they are most qualified or interested, depending on each one’s professional experience.   These topics are discussed in greater detail by the committees and then returned to the Board of Directors, either for ratification or for disclosure purposes.

In the US, committees can cover a huge range of matters.  However, in Brazil, they generally cover the following topics:

· Finance (investments, loans, new investments, provisions, cash management).

· Audit matters (not replacing but complementing the work of the External Auditors).

· Human Resources (includes discussing each department’s employee and executive policy).

· Investor Relations (monitoring share-related matters)

· Executive – Concentrates in greater detail on day-to-day matters and on strategic topics.

Large companies, particularly those operating in a number of different sectors, should form committees.

Committees can and should include a combination of members of the Board and of senior management, and should be presided over by a Board member.

In addition to these committees, ad hoc committees can also be formed to deal with specific matters.  For example, committees to monitor sales of assets and/or investments, to analyze potential associations, to select a bank for a specific transaction, etc.  The idea behind forming these committees is to enable the Board of Directors to delegate certain work in order to speed up or expedite its decision processes.

Among the Board’s more important tasks are the evaluation of senior management’s performance, definition of corporate strategy, and capital market relations policy, this last including appropriation of dividends.

The Case and Its Sentence

Lastly, it is regrettable that the penalties were applied after a court case that took so long to settle.  There is no doubt that the CVM authorities are aware of the importance of rapidly expediting these cases, to further upgrade the importance of this regulating body, and also to increase the confidence of investors and the capital markets.
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