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Advances in Corporate Governance in Brazil


By Ricardo Weiss

There might be no empirical evidence that corporate governance adds value to companies. Common sense, however, is leading to the increase of activism in this direction since practitioners have no time to waste waiting for historically conclusive data. Aspects like better return estimates, rules for shareholders' rights protection, disclosure and related party transactions improve investor's outlook, reduce volatility and therefore diminish risk.

The Brazilian capital market differs from the American market in several aspects. Due to a high proportion of non-voting shares there are very few possibilities of takeovers through market trading. Consequently companies usually have recognized owners, and governance conflicts occasionally arise between these owners and minority shareholders. In the US, conflicts arise between management and shareholders. Brazilian high interest rate levels lead to low valuations for traded companies, while huge premiums may be paid for stakes that are involved in company ownership transfers. 

In 2001 there were three important changes in Brazil’s legal framework that should improve corporate governance: amendments in corporate law, introduction of the Novo Mercado equity market, and new regulation for pension fund investments. The Novo Mercado reflects standards disseminated in Western Europe. Thus far, 24 companies have agreed to comply with the tougher requirements of listing on the Novo Mercado, including tag-along – or controlling stake transfer condition – agreements, and the exclusion of non-voting shares. Pension fund regulations now require greater disclosure and offer incentives to defined contribution plans and investments in offerings on the Novo Mercado.

Brazil does not lack institutions dealing with governance.  The central bank regulates institutional investments, the CVM is equivalent to the US SEC, SUSEP supervises insurance companies, and SPC supervises the pension funds. Federal banks lend and manage huge financial assets. Separate private associations include: banks, investment banks, insurance companies, closed pension funds, open pension plans, listed companies, analysts, minority shareholders, corporate governance institutions and investor relations firms.

The evolution of corporate behavior in general will be more of a function of the practices of important market players than on the legal and the organizational framework mentioned above. The operating policies of pension funds and BNDES, the Brazilian Development Bank, have the power to transform the credit and capital market environment. BNDES’ robust multi-year budget plan is based on stimulating capital market instruments to function as multipliers of economic growth. Pension funds, on the other hand, are important players in the institutional scene. Historically they have strongly influenced the design and form of investments; examples include debt instruments such as inflation-indexed government issues and long corporate bonds. Investments by pension funds historically have fostered real estate enterprises - particularly shopping centers -, which typically had no other government or institutional funding source.  Asset management outsourcing also has resulted in very low management fees.

It is in the equity market, however, that pension funds have exerted their influence decisively. In 1991 the government privatization program lead pension funds to focus on companies in the spotlights and to occasionally become partners. Important landmarks in this direction include steel maker Usiminas, the first privatized company that had two members of the Board elected by pension funds, Similarly, Acesita was the first privatized company controlled by pension funds. And Perdigão, a food processor facing serious financial problems, was bought by pension funds in partnership with a private bank and a private industrial group. 

Despite share price increases after listing on the Novo Mercado it is still too early to evaluate the long-term effects on valuation that come from good corporate governance practices. It is also difficult to isolate the effects of corporate governance variances among similar firms. Nevertheless companies that have strengthened factors such as investor’s relations, dividend payouts, export programs and higher financial volumes have had their shares traded at a valuation premium. Important players are dedicating funds to acquiring permanent stakes in companies resulting in a larger number of Board members.  

Hope for a corporate governance revolution is being provided by players like BNDES and by leading pension funds such as PREVI and PETROS, which are showing the way. Among the next steps that should be taken in Brazil are broader adoption of best corporate governance practices, benchmarking the impacts of improved corporate governance, and a linkage between corporate governance and investment goals for each company. These goals can only be met through the definition of expected returns and dividends, the adoption of proper evaluation methods and benchmarks, the selection of qualified, prudent and independent board members, improved investor’s relations’ practices and the elimination of non-voting shares.
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