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ife expectancy is increasing all over the world and Brazil is no different.  For the private pension segment, this represents an additional burden.  Pension funds must strive to increase the number of associates in the system, seek out less traditional, higher return investments, and increase the returns on their more established investments.  In their constant search for better returns, pension funds have turned to the corporate world to acquire permanent and substantial share investments, and are now more actively pursuing the management of such investments.  For this, they resort to informal and formal means for guiding and supervising the business of the companies in which they are stockholders.  Chief among these are the Audit Board and one of the more traditional and efficient systems for managing permanent share investments, the Board of Directors.
Introduction

   It is generally accepted that life expectancy is increasing all over the world and in Brazil.  For the private pension segment, this represents an additional burden, arising from a longer life span after retirement.  Since government pensions are unable to bear this burden, it falls to private pension funds to discharge these social and economic liabilities which increase daily.

   In order to meet these new responsibilities, in addition to increasing the number of associates, the private pension system must seek out less traditional, higher return investments, and increase the returns on their more established investments.

   In their constant search for better returns, many pension funds have turned to the corporate world to acquire permanent and substantial share investments.


   As a direct result of administering these permanent share investments, pension funds are changing the behavior patterns of the corporate investor, and are more actively involved in advising and monitoring the investee companies’ business.

The new position of pension funds

as corporate stockholders

   Corporate investors all over the world, particularly pension funds, have adjusted the administration of their share investments, and the trend is to establish an investing relationship with these companies.  This special relationship is the basis for a greater sense of permanence; it usually begins with an approach to management aimed at obtaining information on the company and culminates in a seat on the Board of Directors.  In some cases, this special relationship achieves a point where the company receives financing from the pension fund, a low risk option for increasing returns on the fund’s investment.

   The US pension funds were world leaders in this change of position.  A recent newsworthy case was the dismissal of an IBM president arising from pressure for improved performance which came from a group of funds spearheaded by the California Professors’ Pension Fund which, alone, has a net worth of US$ 37 billion.  Another US fund active in this movement is the California Civil Servants Pension Fund with a net worth of US$ 70 billion.  It holds permanent investments in over ten major corporations and has a seat on the Board of Directors of some of them.

   In Brazil, this movement is steadily gaining strength through the efforts of corporate stockholders which are actively involved in managing their permanent investments.  Some banks, some investment companies and, more recently, some pension funds hold seats on the Boards of Directors and the Audit Boards of their investee companies to enable them to more closely monitor these organizations’ business and influence their management.  This new corporate investor posture has been reinforced as a result of the Brazilian Government’s privatization program, when many pension funds acquired substantial investments in former state companies and indicated representatives on these newly privatized companies’ Boards of Directors.

   The question now is what benefits accrue or are expected to accrue to the pension funds with this new policy of greater approximation to companies in which they hold investments.  Firstly, the pension fund’s closer monitoring policy leads to better decisions on additional investments or sales of investments.  The second reason is the possibility of influencing company management, thereby ensuring increased protection of the portion of equity that the fund has invested.  Thirdly, pension fund representatives holding Board of Directors positions can make important contributions in guiding the company’s business.  Lastly, shares that represent blocks of stockholders, particularly, blocks which entitle the investors to a role in the company’s management, have a market value greatly in excess of isolated shares of the same company, once again increasing the return on the fund’s own equity.

New corporate relationships in today’s businesses
   Let us now examine the corporate environment in which the pension funds will work in their new function as corporate investors.

    The major feature of capitalism today is the allocation of immense percentages of capital which, unlike in the past, are now less concentrated in individuals or groups, but in corporations, regardless of whether they are in the field of manufacturing, investments, or management of their own funds.

   As we examine the business world, we shall see that the number of corporate investors is growing steadily, and for the following reasons:

(
The need for immense amounts of capital in the manufacturing process.  The nature and scale of certain businesses require capital investments which are only possible through the involvement of several stockholders.

(
Business globalization..  In business terms, the world is losing its frontiers, as companies become associated with organizations in other countries.  The European Union, Nafta, South America’s Southern Cone Association all offer great partnership opportunities for organizations of differing nationalities.

(
Succession in family businesses.  Although the duration of most family business is short-lived, some do extend to the third and fourth generations.  But, in all cases, the second generation heirs are always greater in number than the founders.  The majority of Brazilian family companies were founded after the Second World War, and today are passing into the hands of the second and, occasionally, third generation.

· Strategic alliances. Mergers between competitors are becoming increasingly common and, thus, the number of stockholders per company increases.  The greatest and most conspicuous was the association in 1987, between Switzerland’s Brown Boveri and ASEA.  In Brazil, the most recent and publicized strategic alliance took place between General Electric, Villares Equipmentos, and Banco Safra, with the formation of Gevisa, a capital goods producer.

· Privatization programs. The trend to privatization of state companies in the developed world, the developing world, and in countries which are just entering the market economy, has greatly increased the number of stockholders per privatized company.

· Stronger capital markets. The most impressive examples are the United States and Japan where a more democratic capital structure has resulted in companies with several groups of stockholders.  

In Brazil, the capital market is still relatively small and this phenomenon is at a rudimentary but rapidly evolving stage.

(
Growing importance of corporate investments, particularly pension funds. There is no doubt that in their continued search for investment options, corporate investors have acquired substantial shareholdings in several companies.

   The effect of the increased number of stockholders per company, the types of organization, and the method of association is increased complexity in corporate relationships.

   From the point of view of the nature of each one’s capital, several different types of associations are popular, such as: private local capital with private local capital; private local capital with private foreign capital; private local capital with government capital; and, lastly, private local capital with private foreign capital and government capital.

   Share control is divided into the following categories, majority and minority, 50% and 50%, and 1/3 and 1/3 and 1/3.

   On combining the different categories of association from the point of view of type of capital, with the categories of share control, we can see how complex corporate relations have become in business today.

   If to this complexity we add all that is inherent to today’s business world,  we begin to perceive the environment in which pension funds administer their permanent corporate investments.  Hence the question:

   How and with what tools can pension funds efficiently administer their permanent corporate investments?

Tools for managing permanent 

corporate investments

The principal means of managing permanent corporate investments are:

(
Informal


Financial statements and reports on corporate activities;


Meetings with capital market analysts;


News and information through the press; and


Meetings with the company’s executives.

(
Formal

Shareholder appointed Audit Board; and


Board of Directors

Informal tools
Informal means are very limited since they are only useful for evaluating and partially monitoring the company.  Let us examine each one individually:

· Financial statements and reports on corporate activities.  The utilization of these requires a reasonable knowledge of accounting conventions and of financial statement analysis.  Corporations are required to publish their financial statements annually and some are also obliged to send quarterly or twice-yearly data to their stockholders.  Publicly traded companies are required to send quarterly and annual information to the Brazilian Securities Commission.

· Meetings with capital market analysts.  The advantage of meetings between market analysts and the company’s directors is that specific matters can be raised on the progress of business.  These are normally sponsored by the Brazilian Association of Capital Market Analysts or by the publicly traded companies themselves when they are looking to establish a more open relationship with the market.
· News and information through the press. This requires an efficient news clipping service covering press reports on the company and its business area.  There is also the Significant Factor Communication which is a requirement for publicly traded companies.
· Meetings with the company’s executives. This is, unquestionably, the best informal means regarding the management of permanent corporate investments and is used with increasing frequency by corporate investors to reinforce their investing relationship.

Formal tools
   These, of course, are by far, the most efficient regarding the management of permanent corporate investments.

Audit Board

   As a general rule, majority stockholders and particularly minority stockholders fail to make optimum use of this management tool. It is true that its guidance role is limited since it is chiefly a means whereby business is observed and monitored. Nevertheless, depending on the qualifications of the audit members, this Committee can be used as a highly efficient means of managing corporate investments.

   An Audit Board comprises a minimum of three members and a maximum of five, each with his/her respective substitute, all of them elected at the stockholders’ annual meeting.  At this meeting, one member and substitute are appointed for holders of preference shares and another member and substitute for minority holders of 10% or more ordinary shares.  The other voting stockholders then elect the remaining members and substitutes who will, in any case, be the same number as those elected for the preference and minority voting shares, with one more member and respective substitute being entitled to a vote.

   The main tasks of the Audit Board are to monitor the work of management, to ensure that they discharge their legal and statutory duties, and to state their opinion on the annual management report and on the proposals by the administrative bodies to be submitted to the approval of the annual general meeting.  It is important to highlight that the scope of this monitoring duty is very wide.  It includes all management acts, and the Audit Board members are fully entitled to discover, individually and when they so wish, any data on the company’s operations and progress.

   The Audit Board functions permanently when this is provided in the company’s statutes.  In the event of a non-permanent Audit Board, this can be altered at the annual general meeting upon a request thereto by at least 10% of the voting stock or by 5% of the non-voting stockholders.

 Audit Boards meet at least on a quarterly basis to analyze the trial balance and other financial statements.  These meetings can, and in many cases should, be increased to ensure that the Audit Board fully carries out its functions.

   Audit Board members have unlimited access to the minutes of the Board of Directors and officiers’   meetings, and to budget reports.  They should also attend Board of Directors meetings held to discuss matters on which the Audit Board’s opinion is essential.

   Insofar as the members of the Audit Board represent the interests of the stockholders, they must keep the latter informed  and, from the legal point of view, at least one Audit Board member must be present at the stockholders’ meetings to reply to any requests for information by the stockholders present.

   As required by law, Audit Board members must be individual persons, resident in Brazil, hold a university degree or have held for a minimum period of three years, the position of company officer or audit member. Persons ineligible for this position may not be elected to administer corporations (Brazilian Corporation Law, article 147), nor may administrators or employees of the company or group, nor spouse or relative to the third degree of any corporate officer.

   The fee paid to each Audit Board member shall not be less than 10% of the average amount paid to each Officier, net of profit sharing.  This fee shall amount to at least but not necessarily be limited to this minimum percentage.  It shall be formally established, as in the case of the Board of Directors members, considering the related duties and responsibilities, the value of these professional services in the market, and, mainly, the time dedicated to the good performance of these functions.

   Lastly, it should be noted that Audit Board members have the same duties and responsibilities as company administrators (Brazilian Corporation Law, articles 153 through 156).

Board of Directors
The Board of Directors is the most distinguished and efficient means of  managing permanent corporate investments.  It is the means whereby the company’s business is guided and closely monitored fully and in depth.  Pension funds which, either individually or as a block of investors, have the right to one or more seats on any Board of Directors should, in the interests of the associates and the good management of their assets, exercise this right and expend their best efforts to ensure that this management body performs positively and efficiently.

   Some points must be considered in establishing an Board of Directors’ basic structure, in order to ensure that it is well run and provides its members with the appropriate environment to discharge their responsibilities.

   The active collaboration of all stockholders with a right to a seat on the Board of Directors is essential to forming this basic structure.   The Board of Directors is the instrument through which these stockholders will act in the company.  Each one must be treated individually since there no ready-made formulas exist guaranteeing the efficacy of an Board of Directors.  Each case is unique and should be treated based on the nature of the respective company’s business objectives, the company’s structure, its current and projected size, the qualifications of the directors, the political aspects involved, the current board of executive directors, and, lastly, the information and control systems available within the company.

   In its article 142, Brazilian Corporation Law establishes nine objectives/duties for the Board of Directors.  Practically speaking, we believe that the roles of general business guidance, the election and release of Officiers, and supervision of these Officiers’ management are the most important.  The authority to elect and dismiss Officiers gives the Board of Directors the maximum power within the organization, one that is subordinate only to the stockholders’ general meeting, which, in  turn, is empowered to elect and dismiss Board of Directors members.

   Several opinions exist in respect of the ideal number of members.  In fact, this figure is a consequence of the category and number of stockholders who participate in management, and the nature and size of the business.  No fewer than five and no more than ten is the general rule.

   Directors are elected based on a simple majority vote taken at the annual  general meeting.  Legislation provides for a multiple vote document, which may be demanded by a minimum of 10% of voting stock.  This percentage was reduced to 5% for publicly traded companies, via Instrument 165 issued by the Brazilian Securities Commission.  In turn, the percentage of voting capital required for minority stockholders to elect representatives on the board of directors, is 20%.  If the number of members is equal to or greater than six, this percentage is proportionally reduced.

   The fees of the Board of Directors members should be established considering the related duties and responsibilities, as provided by law, the value of these professional services in the market, the time dedicated to the good performance of these functions, and, lastly any extraordinary contributions to the company.

   The establishment of fees in this way will motivate the members to take an active part in the company’s business and will ensure good performance.  The duties and responsibilities provided under law for Board of Directors members are diligence, the purpose of the attributions, loyalty, and avoidance of conflicts of interest.

   Board  members should attend ordinary meetings once a month or at least every two months.

   Nowadays, a modern and efficient Board of Directors cannot function efficiently with out the aid of the support bodies.  These are the technical committees, task forces, and strategic planning forums.

   The role of the technical committee is to support and expedite the Board of Directors’s work.  These formally organized committees comprise one or more Directors together with one or more Officiers, and have the authority to exercise the powers of the Board of Directors, which should limit them via formal resolutions.

   In turn, the structure of the task forces, which also support and expedite the Board of Directors’s work are informal and are not permanent.  They receive missions from the Board of Directors and normally consist of two Directors.  

   Lastly, the strategic planning forum represents the most important support for the Board of Directors.  Its objective is to prepare and review the respective company’s strategic plans and to approve the action plans arising therefrom.

Conclusion
   The corporate investor image of pension funds in Brazil and throughout the world is changing as they participate increasingly actively in the guidance and monitoring of the business of investee companies.  This new posture has several obvious benefits, among which we highlight the following: improved supervision and monitoring of company administration and business; better decision making in relation to additional  investments or sales of investments, the influencing of company management by pension fund representatives holding Board of Directors positions can make important contributions in guiding the company’s business, and lastly, shares that represent blocks of stockholders, particularly, blocks which entitle the investors to a role in the company’s management.

   This new posture is also a consequence of the expectation of pension fund associates of increased efficiency on the part of the administrators of the their assets.  It must always be borne in mind that rights exist to be exercised and, if a pension fund has the right to indicate a member or members of the Board s of its investee companies, it should do so, under penalty of its administrators later being challenged by the associates for failing to exercise a legitimate right which unquestionably contributes to more efficiently administered investments.

   Corporate relations today are complex mostly due to the increase in the number of stockholders in any company and also to the various categories of association depending on the nature of the respective capital and the type of share control in place.

   In order to efficiently administer  their permanent corporate investments at this complex level of corporate relationships, pension funds now have informal and formal tools at their disposal.

   The informal means are limited and comprise analysis of the financial statements and reports on company activities, meetings with capital market analysts, press disclosures and information, and meetings with company officers.

   The formal tools are the Audit Board and the Board of Directors.  The Audit Board has the limited function of guidance, and is mainly a means for supervising and monitoring business activities and trends.

   In turn, the Board of Directors is the most distinguished and efficient means of  managing permanent corporate investments.  It is the means whereby the company’s business is guided and closely monitored fully and in depth.

   This new stance taken by pension funds in seeking a special relationship with business, either via closer contact, representation on their Boards of Directors or Audit Boards, or even by granting lower risk financing, enables them to more effectively meet the two chief objectives of private complementary pension funds.  This is to increase the fund’s wealth by sound investments of its resources in productive activities, and to guarantee to its associates equitable and safe benefits arising from the efficient administration of net worth.

*  LUCIANO CARVALHO VENTURA is an economist with post-graduate specialization in Finance. He holds  an MBA from the Instituto Getúlio Vargas Business School in São Paulo, where he presented his thesis on dividends.  He is a consultant and a stockholders’ and investors’ representative, and a member of several Boards of Directors.  Member of the Board of Directors of GTMPREVI - Tavares Melo Group.
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