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SUMMARY

Corporate Governance can be defined as the system that encompasses all economic relationships between the partners of an organization, all relationships between these partners and their companies and the manner in which such partners administer their companies.

Corporate Governance is guided by the following three principles: transparency, fairness and accountability.  A condition of good Corporate Governance is the existence of a code of ethics binding upon the board of directors, senior management, employees, and, where applicable, the audit board.  The Corporate Governance agents are the shareholders, the board of directors, senior management, the independent auditors, and, where applicable, the audit board.  

Although companies differ considerably from pension funds, since the former operate on a profit basis, and the business of pension funds is to complement the public pension fund system, we can identify several analogies between these two categories.  Consequently, why not apply Corporate Governance practices to pension fund management, thereby creating a “Pension Fund Governance System”?

Corporate Governance can aid Brazilian pension funds to protect 50 million workers and to attain 70% of the country’s GDP for the following reasons:

1. Corporate Governance has a history of efficiency in disciplining and controlling capital:share investment ratios.

2. Today in Brazil the quality of any given company’s Corporate Governance can be measured through the GCS - Corporate Governance Score system.

3. The trend is for investments in companies operating under a good Corporate Governance system to be safer and to show a higher yield for the shareholder pension fund.

4. If applied to pension fund management, Corporate Governance can contribute significantly to increased management efficiency and security.

CORPORATE GOVERNANCE AND ITS APPLICATION 

IN PENSION FUND MANAGEMENT

Luciano Carvalho Ventura

1. INTRODUCTION
Brazilian pension Funds will only succeed in protecting 50 million workers and attain 70% of the country’s GDP if, among other measures, they invest in variable income to ensure higher returns, and are managed under management principles and practices that protect their assets and respect the economic rights of their stakeholders and beneficiaries.  Corporate Governance can make a significant contribution to meeting these requirements.

a) History, Definition, and Future of Corporate Governance
Corporate Governance is by no means a new concept, although its present approach is quite recent.  In fact, when prehistoric man took part in an economic activity with others, such as, for example, a hunting expedition, planting food, or breeding domestic animals, he was forming a business.  This organization may not have had the formal structure of today’s companies but was very likely to involve similar dynamics and problems.  The very fact that it deals with relationships between partners means that Corporate Governance was already present in these economic activities, despite the fact that interest in this topic is new and that the expression Corporate Governance was first used in the USA a mere fifteen (15) years ago.  The expression “Corporate” dates back to the advent of Anglo-Saxon capitalism and “Governance” goes even further back into history, and was used by Shakespeare to refer to the almost divine power held by the Roman Catholic popes in governing in the name of God.  It would appear to have been the intention of whoever put these two words together to attribute to shareholders a supreme power in relation to the management of the investee companies, while still respecting the rights of the other stakeholders in the Corporate Governance process.

Corporate Governance can be defined in many ways.  In clear and simple terms, Corporate Governance is the system that encompasses all economic relationships between the partners of an organization, all relationships between these partners and their companies and the manner in which such partners administer their companies.

The increased importance and future of Corporate Governance derive directly from the changes in economic relationships in today’s business organization.  If, in the past, economic relationships, mostly consisting of the individuals in the company, were largely that of employees, today they tend to be more in the form of capital relationships, given the system of accumulations of savings present in most businesses.  Prominent in these is the growing capitalization of pension funds. Corporate Governance has proved highly effective in disciplining and controlling the capital:variable income investments ratios, and good Corporate Governance practices have contributed to more efficient allocation of a company’s resources, insofar as more and more investors can more securely manage their funds to finance companies that apply good Corporate Governance practices.

b) The Principles of Corporate Governance
Corporate Governance is guided by the following three principles: 

· Transparency of operations with the agents involved in the Corporate Governance process, the majority of them shareholders;

· Fairness in treatment of all shareholders; and

· Accountability on the part of the agents directly involved in managing operations, i.e., the Board of Directors and the Executive Board. 

A condition of good Corporate Governance is the existence of a code of ethics binding upon the board of directors, senior management, employees, and, where applicable, the audit board. 

c) Corporate Governance Agents
The Corporate Governance agents are the shareholders, the board of directors, senior management, the independent auditors, and, where applicable, the audit board. 

The shareholders at the General Shareholders’ Meeting, the supreme ruler of the company, have powers to decide on all matters relating to the company’s business objectives.  In turn, the board of directors, as delegated by the shareholders, establishes the company’s strategies, appoints, monitors, and dismisses senior management and appoints the company’s independent auditors.  The executive board is responsible for the company’s operations, within the guidelines established by the board of directors.  Lastly, the auditors must draw up a formal opinion on the company’s financial statements and evaluate its internal controls.  The audit board, if one exists, is responsible for monitoring the management performance of the board of directors and the executive board.

2. SOME SIMILARITIES BETWEEN BUSINESSES AND PENSION FUNDS
Although companies differ considerably from pension funds, since the former operate on a profit basis, and the business of pension funds is to complement the public pension fund system, which increasingly fails in its mission of providing the community with a dignified and guaranteed pension. 

Despite this marked difference between companies and pension funds, there are several analogies between these two categories.  Both operate in fields where the Agent’s Economic Theory is present, i.e., both are Regulated Agents.  In the case of listed companies, the Regulating Agent is the CVM (Brazilian Securities Commission) and, in the case of pension funds, the Regulating Agent is the SPC (Complementary Pension Secretariat).  However, many listed companies tend to bring together a large number of shareholders, also the policy of pension funds that, in most cases, bring together a large number of stakeholders and beneficiaries.  There is also a clear similarity between shareholders and pension fund stakeholders and beneficiaries insofar as the former own the company’s net assets and the latter own the reserves of their respective funds.

If optimum shareholder yield is paramount for any company, why should pension fund reserve stakeholders not maximize their reserves?  This would significantly contribute to guaranteeing higher complementary pensions to defined pension contribution fund stakeholders?

In the context of power structures, there are further analogies between businesses and pension funds.  The role of a company’s controlling shareholder is similar to that of a pension fund sponsor, and a company’s minority shareholders have much in common with pension fund stakeholders and beneficiaries.  In both structures, the management mechanisms are the Board of Directors, known as the Deliberating Council in Pension Funds, the Executive Board, and the Audit Board.  The Agent Theory is also present in both structures: In the case of a company, the Board of Directors is the Regulating Agent, the same role as that performed by the Deliberating Board of a pension fund, and executive boards of both structures are the Regulated agents.  Lastly, in the majority of cases, both structures administer large amounts of capital.

3. THE IMPORTANCE OF CORPORATE GOVERNANCE FOR PENSION FUNDS
The efficient management of pension fund reserves to ensure satisfactory returns to meet or surpass actuarial targets thereby guaranteeing their stakeholders’ pensions must always be based on a balanced investment risk:return ratio.  To maximize such investment decisions, consideration must be given to allocating a portion of pension fund reserves to variable income investments.  In this event, what should be the parameters to be applied by these pension funds to choose from among the numerous variable income investment options available, higher rate of return:risk level ratios?   There is no doubt that the quality of the Corporate Governance applied by the company analyzed is a fundamental criterion in this selection process.  This is true firstly because, by law and due to the nature of their activities, Brazilian pension funds are minority shareholders with no direct involvement in the operations of their investee companies.  Thus, they must invest in transparent companies, ones that treat their shareholders fairly and whose management is responsible and renders full account of its administration.  The second reason is that good quality Corporate Governance contributes to improved company management, in that it ensures that the actions taken by and relationship between the Board of Directors and the Executive Board are clearly, efficiently, and securely established.  The third reason is that good Corporate Governance practices lessen the risk of corporate conflict, which, if ineffectively administered, raises the company’s risk levels.  Lastly, companies that work under good Corporate Governance practices tend to be given more value in the market place, as shown in a recent survey.  Despite the fact that Corporate Governance, as it is known today, always claims that it represents added value for listed companies, the exact percentage of such added value was previously never defined.  This was resolved in a survey carried out by McKinsey & Co. in 2000, entitled “Investor Opinion Survey”.  This survey, which heard 200 fund administrators worldwide that manage asset portfolios, which together total no less than US$3.25 trillion, arrived at some interesting conclusions.  The first was that the standing of management (board of directors and senior management) was level with that of the company’s financial performance, and that investors are willing to pay a premium anywhere between 18.3% and 27.6% for shares of a company that applies good Corporate Governance practices.  The second conclusion was that investors pay a greater total excess amount in companies where the Corporate Governance structure is less developed.  According to the McKinsey consultant responsible for the Latin American section of the survey, Jean-Marc Laouchez, “Premiums are higher in Latin America and Asia because there is room for improvement in Corporate Governance practices which would add value to the companies.  In the US and the UK, where Corporate Governance is more fully developed, the premium drops”.  According to the survey, the average premium paid in Brazil is 22.9% for shares of Corporate Governance observant companies.  However, if Corporate Governance quality is important for selecting a variable income investment, there remained the dilemma of measuring it technically and independently.  This is no longer a problem in Brazil thanks to the GCS - Corporate Governance Score system) available from a rating agency. Corporate Governance rating, which is graded on a scale of one (worst) to ten (best) represents a technical and independent opinion on the international Corporate Governance practices applied by the company, relating to the shareholders, board of directors, CEO, external auditors, audit board, transparency, and ethical standards.

And what about stakeholders of pensions fund? Would Corporate Governance be indirectly important for them?  There seems to be little doubt that the answer is a resounding yes. Good Corporate Governance does not only contributed to added value in companies whose shares could comprise the pension fund reserves.  This could be the case of a member who retires, thus severing the employment bond with the company’s pension fund sponsor, whereby his/her main economic link with the company becomes a capital relationship, via the accumulated savings over the years in the pension fund.  This type of saving normally includes variable income investments, i.e., shares of other companies. If Corporate Governance, which governs a type of economic capital bond in the company (the shareholder’s economic bond) was important for this individual throughout the process of accumulating reserves in his/her pension fund, its importance increases significantly, to the degree to which this individual’s principal economic relationship with the company becomes a capital bond via his/her reserves generated by the pension fund.  At this stage, more than ever, for this member, now dependent on a pension, it is vital that the companies where his/her pension fund is a shareholder be managed under good Corporate Governance practices, thereby ensuring constant added asset value and security.

If Corporate Governance contributes to more efficient company management, if it equitably governs the capital relationships between those involved in the companies, if it increases the security of the companies’ net worth, and, further, if despite their differences, there are similarities between business and private complementary pension funds, why not apply Corporate Governance principles and practices to pension fund management, via a system that could be called “Pension Fund Governance”?

4. APPLYING CORPORATE GOVERNANCE PRINCIPLES TO PENSION FUNDS
If there is any sense in the concept of Pension Fund Governance, this would be the system that governs all economic links between sponsor and stakeholders and beneficiaries, and chiefly, the manner in which they administer their pension fund.

a) Applying corporate governance principles to pension fund management
As stated above, Transparency, Fairness and Accountability are the basic principles of good Corporate Governance.  How do pension funds comply with these principles?

On the principle of Transparency, in addition to the growing consensus between pension fund CEO’s as to its importance, many organizations have undertaken this commitment and are in the process of disclosing all material data to their stakeholders and beneficiaries.  In turn, as from March 2001, through the Social Security Secretariat, the Government now requires all private pension funds to publish their financial and management balance sheets.  Thus, pension funds are already in a growing transparency process.

In turn, pension funds have been applying the principle of fairness for significantly longer and to a greater degree than most companies, as evidenced by the consideration given by most to their minority shareholders.

Lastly, there has been considerable progress in relation to the principle of Responsibility or Accountability of the agents directly involved in operations management, i.e., the Board of Directors and the Executive Board.  The many Codes of Ethics and Conduct spontaneously introduced by so many pension funds, attest to their directors’ concern with complying with new requirements and responsibilities of pension fund boards and senior management, based on Brazil’s new complementary pension legislation, recently rectified by Complementary law 109/2001, currently under regulation.

2. Some Corporate Governance practices and their application to Pension Fund Management
General Assembly of Stakeholders and Beneficiaries:

Some Corporate Governance practices relating to Shareholders’ General Meetings could successfully be applied to pension fund management.  Although the new complementary pension legislation mentions no similar body, pension funds are required to ensure that stakeholders and beneficiaries are represented on the deliberating and audit boards, must hold at least one-third of the seats, and may be directly elected.  For such appointment the law recommends that a general assembly of stakeholders and beneficiaries be called to implement this election that, when effected directly, would be infinitely more democratic and in line with best Corporate Governance practices.  On these occasions, when all interested stakeholders and beneficiaries can be present, the board of directors and the executive board can provide information on the financial statements and actuarial assessments, disclosure of the latter being a legal requirement, to all stakeholders and beneficiaries.  The presence at such Assembly of representatives of the Independent Auditors and of the Actuary would contribute significantly to increased transparency of management. 

Deliberative Council

To adhere to best Corporate Governance practices, a pension fund deliberative council should have neither a large nor a small number of members, since average size collegiate bodies work more efficiently.  To comply with specific legislation requiring that at least one-third of pension fund deliberative councils be comprised of fund stakeholders and beneficiaries, the ideal number would be six (6) or nine (9).  The scope of a deliberative council’s powers is currently under regulation and it should pay special attention to establishing strategies, to the appointment, evaluation, and dismissal of its executive board, monitoring operations, appointment, and dismissal of the external auditors and the actuary.  The term of office of deliberative council stakeholders should be the shortest possible, no more than one (1) year, to ensure frequent rotation, if necessary.  Further in compliance with legal requirements, Council members should have a wide variety of knowledge and experience, particularly in the financial, management, accounting, legal, monitoring, or audit fields.  Members’ remuneration must comply with the law and should be in line with market rates in order to attract talented individuals.  A portion of these fees should include a variable percentage linked to performance and should principally consider investment results and controls of expenditure.  Since this Council is a collegiate body, meetings are very important since this is how the Council performs its duties.  Thus, frequent (at least once a month), well-run, and well-prepared meetings are essential to ensure that the Council is efficiently managed.  Lastly, experience has shown that collegiate bodies work more effectively when they have the support of technical committees involving some of its own members.  The formation of technical committees is provided in the ongoing regulation proposal and will require the authorization of the body that regulates and monitors private pension funds.  A recommendation is that an investment committee, a benefits committee, and an audit committee would be extremely useful for any pension fund’s deliberating council.  

The Executive Board

The Executive Board is responsible for carrying out the guidelines established by the Deliberative Council.  On behalf of the Board, the CEO is accountable for the performance of the pension fund and for its transparency before its sponsor, the deliberative council, the audit board, stakeholders and beneficiaries, and government bodies, and shall provide relevant, compulsory, or spontaneous data.  Such disclosures shall include, but shall not be limited to, an Annual Report that, in addition to compulsory information, must contain spontaneously disclosed data of interest to all parties involved.  As in the case of the deliberative council, the term of office of the members of the executive board should be as short as possible, i.e., no more than one (1) year, to ensure frequent rotation, if necessary. Also as in the case of the deliberative council, members’ remuneration must comply with the law and should be in line with market rates in order to attract talented individuals.  A portion of these fees should include a variable percentage linked to performance and should principally consider investment results and controls of expenditure.

External Auditors and the Actuary

The External Auditors and the Actuary must comply with global working standards, and shall remain technically independent in relation to the board of directors and the executive board.  In the context of contracting services and issuing formal opinions and reports, the contact for the External Auditors and the Actuary shall be the Deliberative Council, with due regard for the professional relationship with the Audit Board and the Executive Board.  At General Assemblies of Stakeholders and Beneficiaries where the order of the day includes the submission of the financial and actuarial statements, representatives of the External Auditors and the Actuary shall be present and shall answer any questions made.

Audit Board

In view of the limited scope of its duties, in most companies, the Audit Board consists of fewer members than the Board of Directors. As in the case of the deliberative council, pension fund audit boards are required to ensure that stakeholders and beneficiaries are represented on the deliberating and audit boards, must hold at least one-third of the seats, Thus, the ideal number would be six (6) or nine (9).  Under the ongoing regulating procedures, the Audit Board is responsible for the private funds’ internal control activities.  The meaning of the expression “internal control activities” is very restricted since, in defining this term, the procedures currently undergoing regulation, refer to the competence to “analyze and evaluate the organization’s accounts”.  In any event, the Audit Board’s close relationship with the Deliberative Council, the External Auditors, and the Actuary is highly recommended.  Regarding the Audit Board Members’ recommended term of office, this is identical to that of the deliberative board and executive board members. The term of office, re-election being permitted, should be the shortest possible, no more than one (1) year, to ensure frequent rotation, if necessary.  As in the case of the deliberative council and executive board, members’ remuneration must comply with the law and should be in line with market rates in order to attract talented individuals.  This would not include a portion of fees linked to performance, since the nature of an audit board member’s duties would hamper performance analysis. Frequent (at least once a month), well-run, and well-prepared meetings are essential to ensure that the Audit Board efficiently performs its control duties.

Ethics and Conflict of Interests

All pension funds must draw up an extensive code of ethics governing the board of directors, senior management, and personnel.  This Code must be approved by the Deliberative Council that, in turn, shall strive to ensure compliance therewith.  Any conflicts of interest, which, today have become increasingly complex and subtle, shall be monitored by the Deliberative Council and the Executive Board.

5. CONCLUSIONS
Corporate Governance is by no means a new concept, although its present approach is quite recent. Corporate Governance can be defined as the system that encompasses all economic relationships between the partners of an organization, all relationships between these partners and their companies and the manner in which such partners administer their companies.

In the past, economic relationships, mostly consisting of the individuals in a company, were largely that of employees.  Today they tend to be more in the form of capital relationships, given the system of accumulations of savings present in most businesses.  Prominent in these is the growing capitalization of pension funds. Corporate Governance  has proved highly effective in disciplining and controlling the capital:variable income investment ratios, hence the growing importance of its presence in today’s business world.

Corporate Governance is guided by the following three principles: transparency, fairness and accountability.  A condition of good Corporate Governance is the existence of a code of ethics binding upon the board of directors, senior management, employees, and, where applicable, the audit board.  

The quality of Corporate Governance practiced by a company can be a vital and efficient element in the allocation of the reserves of all the pension funds.  This can be measured in Brazil thanks to the GCS - Corporate Governance Score system available from a rating agency. Corporate Governance rating, which is graded on a scale of one (worst) to ten (best) represents a technical and independent opinion on the international Corporate Governance practices applied by a company. 

If good Corporate Governance has been so useful and important for companies and for the pension funds in their capacity as shareholders of these companies, why not apply Corporate Governance principles and practices to pension fund management, via a system that could be called “Pension Fund Governance”?  All indicators point to the certainty that good Corporate Governance practices in pension fund management would result in increasingly efficient and safe management.  

Insofar as Corporate Governance has shown itself to be efficient in disciplining and controlling share capital:investment ratios and that the investments in companies that apply good Corporate Governance practices, the trend is for investments in companies operating under a good Corporate Governance system to be safer and to show a higher yield for the shareholder pension fund.  Thus Brazilian Funds could protect 50 million workers and its reserves attain 70% of the country’s GDP.

