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Family Businesses and Succession
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1.  Introduction


Humanity has been acquiring wealth since the dawn of history and has also developed instruments to defend and means of transferring this wealth to subsequent generations.


This process of accumulating wealth has never been an easy one since it requires a philosophy, much hard work, organization, and has been the main contributor to the economic differences between populations and individuals.  No less difficult is the process of defending and transferring this wealth.  History has innumerable examples of nations, companies, families, and individuals whose wealth was lost over time.


This difficulty in retaining and transferring wealth has increased with the growing complexity of the modern world.


Regardless of the type of wealth - properties, financial investments, etc. - the defense and transfer of companies to upcoming generations has, by far, been the most complex procedure.


Only a meticulously planned and conducted process can ensure the safe transfer of a company to a shareholder's successors/heirs.

2.  The accumulation of wealth


The accumulation of wealth is as old as humanity itself.  At the dawn of civilization, riches were represented by small stocks of food, sundry utensils, and, later, apparel, plantations, and animals.  Rarely, at that time, did wealth circulate for the simple reason that it was intended solely for the consumption of the respective individual or family who produced it.  At times, one item was traded for another and the barter system was born.


The classic concept of capital was present even in primitive society: anything that people were prepared to save, i.e., not immediately consume and storing it to consume at a future time, was a form of capital.


To this stock of capital, individuals and society added the primary production factors, natural resources and work, and created further wealth.  It was this process that was primarily responsible for the economic differences between populations and individuals.


Until the advent of the Middle Ages, the accumulation of riches was a slow process and one concentrated in the hands of individuals and populations.  It was only in the Middle Ages that circumstances emerged which  favored the acceleration of this process of accumulation of wealth.


The intensification of trade activities, facilitated by improved systems of transport and the growing use of money, was one of the embryos of modern capitalism.


It is true that this was an era when it was considered unethical to accumulate more money than was needed to maintain a man and his family.  St. Thomas Aquinas, the greatest thinker of the Middle Ages, condemned what he called the "ambition of gain".  Despite these limitations, the process of acquiring wealth was sufficiently vigorous to flourish during the Crusades, with the cycles of the great seagoing explorers, and, subsequently, with the Industrial Revolution when, fortified, it metamorphosed into modern capitalism.


In today's world, with the collapse of Communism and the reinforcement of the market economy, there is no question that the accumulation of wealth in the capitalist system is desirable and beneficial for society.


Modern capitalism is characterized by the utilization of huge quantities of capital and, unlike in the Middle Ages, its properties are no longer concentrated in individuals and populations, but in businesses, be these productive, investment based, or the administrative of one's own resources.

3.  A brief historical overview of the protection and transfer of wealth

Having accumulated his wealth, man's main concern is to protect it from potential threat and to be able to safely transfer it to his successors.


Primitive man protected his wealth, consisting of small stocks of foods and miscellaneous utensils, with the means at hand, hiding them in the caves he inhabited and using physical force against the most varied predators.


With the advent of civilization, based on the premise of the State of Law duly imbued with the concept of individual property, the state authorities took it upon themselves to physically protect wealth, freeing its owner to take an eminently managerial approach to protection.  Nevertheless, then as now, state protection was insufficient and the titular had to avail himself of other means of safekeeping.


Whatever the circumstances, these methods of protection provided the essential conditions to enable man to continue with the process of accumulating riches.


The recognition and physical protection of property by the social structure was not sufficient to motivate man to constantly accumulate wealth.


The assurance of the power to transfer accumulated riches to his successors was the other motivating element in this process.  Effectively, it is via his wealth that man projects

himself into society and, through transferring these riches, he seeks to project himself into time itself.



However, the notion of succession only gained prominence as from the advent of the concept of private property.


In older civilizations, the process of succession was more straightforward since riches were simply transferred to the oldest son, around whom the less fortunate siblings were left to revolve.  Furthermore, wealth was primarily composed of properties which also facilitated the process of succession.


The extinction of the principle of full transfer of an inheritance to the first-born was a slow one, where Christianity with its belief in the equality of people, played an important role.  With the apportioning of succession, allied to the importance of movable wealth, the process of succession became highly complex, particularly, given the fact that the management of immovable assets (land and property) relatively simple when compared with the management of movable assets.


With the settling and maturing of capitalism, wealth tended to be concentrated in companies, whose ownership is represented by assets other than property.


Today, as in the past, the major concern of the owner of the wealth, now concentrated in a business, is still its protection and transfer to the rightful heirs.  


In today's world, the protection of a business is still fraught with difficulties due to the complexity of the business world, with its ever growing technical and market challenges.  If the protection and development of the business is a constant challenge to the administrator who created it, one can picture the difficulties which the heirs, many of them unaccustomed to such challenges, will face to preserve and increase their legacy.


Furthermore, succession, now so complex due to inheritances increasingly being divided, does not automatically result in balanced judgment and action in conducting the family business

4.  The process of succession of shareholders

The process of succession in a family business is always a risky one and is often a highly confusing and complex time in the life of a shareholder, both financially and emotionally.  It is during this process that family businesses seriously risk their survival since many are sold or closed down by the successors.


There is absolutely no doubt that the main culprits for short-lived family business are unplanned and poorly managed succession processes.  Studies in the USA show that, despite a high volume of family businesses, they do not survive for long- in fact, have an average life expectancy of only 24 years.  Also, for every two family businesses that last into the second generation, four do not.  Of the two which do last, only one will continue into the third generation.  The situation in Brazil cannot be very different.


A proper process of succession should be planned well in advance and gradually implemented.  It is a fact that, the sooner the owner-shareholder starts planning the succession, the likelier the chances of achieving his/her aims.


It should also be borne in mind that, often, the process of succession becomes complicated, since it has to be accomplished suddenly, due to the premature or unexpected death of the controlling shareholder.


We present below some ideas which, if well implemented, will aid in successfully managing a process of succession.  At the same time, it is well to remember that there is no general formula for this matter as each individual case requires its own individual solution.

a)  Establish clear objectives for the company

The first step is to decide whether the company is to remain in the hands of the family for subsequent generations or should be sold.  In many cases, the sale of the business, while not necessarily the best, is often the only solution.


If the decision is that the business will remain in the family, a solid long-term strategy plan must be devised.  This will facilitate the successor's understanding of the business and will greatly aid him/her in better conducting the company's affairs.

b)  Administer family conflicts


The process of succession always leads to conflict in a family.  In addition to this  discord, there are other conflicts between the company and the family arising from differences in perceived objectives.  While it is the family's aim to care for and support its members, the company's objective is to supply goods and services at a profit.


An excellent mechanism for dealing with these conflicts is the Family Council, whose role differs from that of the Board of Directors, although they have much in common, such as formal meetings, often with the presence of consultants in the family's confidence.

c)  Select and train the successor

The process of choosing a successor is complex and often not even definitive, since after a long training and testing period, some selected successors do not live up to expectations.


An inadequately trained successor is very likely to fail if he/she takes charge of the business.  If succession is, in itself, complex, one can only imagine the problems that arise during its process, if conducted via successors who are ill prepared and insufficiently motivated to effectively handle their new responsibilities.


A good training program starts at birth, with a solid family upbringing, a good college  education, and should be completed with working experience outside the family business.


At this point, the successor should start to learn the family business that he/she will one day command, starting always at the operational level to later rise in the corporate hierarchy.


Lastly, steps must be taken to ensure that conditions within the company favor the successor's own career.  If necessary, corporate change should be introduced to reinforce his/her power over the company.

d)  Delegate some power to the successor

The delegation of power within a company is most complex process, due to the inherent business risk.  However, with no delegation of power there can be no succession.  This is also the only way to evaluate, train, and motivate a successor.  The ideal way to conduct this process is gradually and starting with low risk decisions.

e)  Administer the impact of the succession on the company philosophy


Although every business is in a state of constant change, its policy for dealing with corporate philosophy is a determining factor in its long-term survival.  Moreover, a successful succession depends greatly on the support of key employees who can also be of incalculable value to the successor for the confidence acquired, company loyalty, and familiarity with the business, and on the leadership qualities of the chosen successor.

f)  Equate income needs

A successful and lucrative company is often the controlling shareholder's best investment option.  Besides knowing his/her business well, there is rarely much time to be devoted to other investment opportunities.  Accordingly, during the process of succession, the controlling shareholder frequently finds that the company is his/her only source of income.


If this is the case, a method of receiving revenue from the company must be established, through a sensible balancing of fees and participation in profits and dividends.

g)   Appoint or modernize the Board of Directors

This can be the most vital step for a flawless succession process.  Besides facilitating the process of succession, an efficient and loyal Board of Directors can better protect the company from the competition and provide the conditions essential to the secure growth of business.

5.  The efficient Board of Directors* 


The efficiency of a Board of Directors is not merely a statutory requirement but the direct consequence of aspects considered in the formation of its basic structure, in the proposal drawn up for its functioning, and the performance of its members.

a)  Formulation of the basic structure of the Board of Directors

Certain vital points must be considered in formulating the basic structure of an efficient Board of Directors, so as to ensure its effective functioning and to create the conditions essential to its members' diligent performance.

1) Joint Development


The formulation of this basic structure requires the active participation of the controlling shareholder since the Board of Directors will be an instrument for action in the company and should complement his/her background and business experience.  It is also important that the controlling shareholder should be partly responsible for formulating this proposal since this ensures his/her commitment to the proper functioning of the Board of Directors.  It will also facilitate the process of confidence and delegation of authority which are vital to the good performance of any Board of Directors.


In most cases, also, it is the controlling shareholder who has the best knowledge of the company and its business, and who, almost certainly, will make significant contributions to the formulation of the basic structure of the Board of Directors.

2)  Specific Formula


There are no ready-made formulas guaranteeing the efficiency of a Board of Directors proposal.  Each case is different and should take into consideration the nature of the business, the form, current and projected size of the company, the controlling shareholder's business background and interest, the political aspects involved, the existing The Executive Management, and, lastly the company's Information System and Control System.

b)  Functioning of the Board of Directors
1)  Objectives/jurisdiction


From the legislative point of view, in Brazil, article 142 of Law 6404/76 (Brazilian Corporation Law)  establishes nine objectives/jurisdiction for a Board of Directors, the most relevant being those set forth below:

•
To establish general guidelines for company business.

•
To elect and dismiss company officiers and establish their attributions, provided all statutory conditions are met.

•
To monitor the management performance of the Executive Management, examining, at its discretion, company papers and books, requesting information on agreements drawn up or in the process of being drawn up, and any other actions.


An analysis of the above objectives leaves no doubt that the a Board of Directors is the major power within a company, and is subordinate only to the General Meeting of Shareholders.  In fact, the a Board of Directors represents the General Meeting of Shareholders insofar as it is elected by them, and all its members must also be shareholders.


This major power to guide and monitor the business, a prerogative of the Board of Directors, is the natural result of its authority to elect and dismiss company officiers.


In practice, the main objective of a Board of Directors should be to represent the shareholders' interests through guiding and monitoring company business.


In addition to the objectives/jurisdiction governed by Law 6404/76, the by-laws should include others which, in reality, detail the methods for guiding and monitoring the officiers' performance.  This can also be effected via the Internal Resolutions of the Board of Directors.  The advantage of this listing is that it clearly explains to all company members and other interested parties, how the Board of Directors intends to perform.

2)  Composition


There are endless opinions regarding the ideal number of Directors.  In fact, this number varies from company to company and, even within the same company, this can vary over time depending on its stages of growth.  As a general rule, the optimum number is no fewer than five members and no more than ten.


Traditionally, Directors are elected on a simple majority at the General Meeting of Shareholders who hold the power to elect and dismiss the Directors.  Law 6404/76 provides for a multiple voting instrument requiring ten percent (10%) of voting capital.  This percentage was reduced to five percent (5%) by CVM (Comissão de Valores Mobiliários - Brazilian Securities Commission) Instrument 165 for publicly quoted companies.


For minority shareholders to elect representatives to the Board of Directors, they must represent at least twenty percent (20%) of voting capital.  If the Directors number six (6) or more, this percentage is reduced proportionally.  In practice, this instrument has been increasingly utilized as a company grows, which naturally occurs given the increasing complexity of the business world and with succession in family businesses.


Modern  Board of Directors normally have an effective system for evaluating their members' performance.  This evaluation system which is the direct responsibility of the Chairman of the Board of Directors, with the aid of another member, in some companies, should comprise an invitation-interview and periodic evaluation of each Director's performance.  It is essential that, during the invitation-interview, the qualifications of the candidate should be examined vis-à-vis the qualifications required for the good performance of the respective functions.  The invitations should be formulated so as to clearly define the duties and legal responsibilities of the position, performance expectations, degree of dedication required, the evaluation system, and the remuneration system.  The periodic formal evaluation of each Board member's performance should occur at least once a year, and is conducted by the Chairman of the Board of Directors with the aid, if this is the company's standard practice, of another member.


Lastly, remuneration of the Board of Directors members should be established based on their duties and responsibilities, the market value of their services, amount of time dedicated to performing their duties, and any extraordinary contributions made to the company.  This remuneration should be established in such a way as to motivate the members to effectively take part in conducting company business and, at the same time, ensure that the Chairman of the Board of Directors can demand a high level of performance from his/her fellow Directors.

3)  Meetings


An active Board of Directors's ordinary meetings should be monthly or at least every two months. 


Less frequent meetings only in cases for which the company has active  Technical Committees.


As a general rule, the meetings should be held at the company's head office.  In the case of companies which have far flung factories or important branches, it is advisable that, at least, one meeting per year be held at these factories or branch offices.  This procedure is helpful in familiarizing the Directors with company business, and in bringing these factories or branch offices closer to the Board of Directors.


These meeting should last three hours on average.  This is only possible if the entities supporting the Board of Directors's work function efficiently and if the Board of Directors Chairman effectively monitors the time taken up in these meetings.


The responsibility for preparing the meeting agenda normally falls upon the Board of Directors Chairman who should have it sent, together with information material on each agenda item, well in advance of the meeting, to all Directors, who may wish to suggest the inclusion of additional items.


The Board of Directors Secretary should prepare the minutes of the meeting and send them to the Directors for their comments prior to registering such minutes in the respective signature book.

4)  Support entity


A modern and efficient Board of Directors should have the support of Technical Committees, Work Groups, and the Strategic Planning Forum.


Good quality work by these support entities is a basic contributing factor to the success of any Board of Directors.


Technical Committees are the main instruments for supporting and expediting the Board of Directors's work.  They are formally appointed and are permanent entities with authority to exercise certain Board of Directors powers which should be defined in specific resolutions.  The number and nature of Technical Committees varies from company to company, the most usual being the Financial Committee, the Audit Committee, the Technology Committee, and the Human Resources Committee.  These Technical Committees always include some Board of Directors  and Executive Management members.  Their role is to debate and formulate proposals to the Board of Directors in each one's  specific area of technical specialization.


In turn, the Work Groups which are also instruments for supporting and expediting the Board of Directors's work, are informal and impermanent bodies.  These Work Groups normally include two members who receive specific tasks and missions from the Board of Directors.


The Strategic Planning Forum is the Board of Directors's most important supporting instrument, since strategic planning is the most valuable part of the work of any Board of Directors.  Not only does the Forum draw up the company's strategic plans, but also approves and monitors all Action Plans deriving therefrom.  Normally, it is composed of all Board of Directors and Executive Management members, some company managers, and specialized strategic planning consultants.

5)  Relationship with the The Executive Management


The administration of a company is the responsibility of the Board of Directors,  where such exists, and of the The Executive Management.  Directors and Officiers are both administrators in the legal sense, i.e., they are all administrators but of differing types.  The Board of Directors is a decision making collegiate which guides the monitoring and management work of the Executive Management which, in turn, is the company's executive representation body.


In order to ensure that these two bodies do not lose their separate identities, Brazilian law limits the election of Executive Officiers to the Board of Directors to a maximum of one-third (1/3) of the former.


Within this context of joint administration, it is vital that the relationship between the company's two most important bodies be an open alliance of productivity and mutual confidence.  Moreover, it is the duty of the Board of Directors members to evaluate the performance of the officiers and to establish each one's remuneration and bonus when appropriate.


The principal relationships between the Board of Directors and the Executive Management are generally as follows:


5.1
In his/her capacity as chief executive of the company and representative of the Executive Management, the Chief Executive Officier should be a founder member of the Board of Directors.  Considerable controversy surrounds the concept of a Chief Executive Officier on an Board of Directors who does not also hold the position of Chairman of the Board.  In our opinion, this link between the two leading administration bodies is beneficial and productive.


5.2
Each Officier should periodically discuss his/her area of responsibility with the Board of Directors.  This procedure reinforces each Officier's individual relationship with the Board of Directors and enables the latter to become increasingly familiar with each area of the business.


5.3
The Officiers participate in the Strategic Planning Forum, the Technical Committees, and, naturally, are in contact with the Board of Directors's Work Groups.


5.4
The Board of Directors must establish and periodically review the decision process for the company's risk areas.  This Risk Management System which involves the Board of Directors, its Technical Committees, and the Executive Management, seeks to identify the main risks faced by the company and to steer decision processes and executive action accordingly.  It is important to highlight that these risk areas vary from company to company and, over time, within the company itself.

c)  Members of the Board of Directors

A basic success factor for a Board of Directors is the individual and collegiate  performance of its members.

1)  Ideal composition


The ideal composition of a Board of Directors is one which, taking into account the peculiarities of the business and the company,  consists of members with varied professional experience and qualifications which makes them complete.


It is advisable, although not essential, that the controlling majority of the company be represented on the Board of Directors, through one or more Directors.  The more experienced and specialized the Board members, the more advisable this is.

2)  The professionalization of a Board of Directors


There are many family businesses in Brazil and they have undergone or are currently undergoing a process of professionalizing their boards of directors.  This has happened, not only for the obvious benefits attached, but is a need arising from the problems of succession of these companies, most of which were founded after the Second World War.


In the USA, the professionalization of top level management has already attained corporate board level to the extent that recent research shows a rapidly increasing number of External Directors on a Board of Directors.


There is no doubt that this process of upgrading the professionalism of corporate Boards has already commenced in Brazil and that it will increase rapidly over the next few years, principally in the newer companies.  The benefits represented by the presence of External Directors start with greater independence and an outside view, added to the experience and special areas of knowledge of these External Directors.


However, it is well to remember that the risk to the shareholders of the process of professionalizing management is less at Board level than at Executive Director level, since the Boards work in a group collegiate in their guidance and monitoring work, and the officiers work at executive level in operations.  Moreover, the Board of Directors has a very close working relationship with the shareholders, thereby guaranteeing the latter greater awareness of such External Directors.

3)  Qualifications


In cases where Shareholder Directors take part in the Board of Directors, merely in their capacity as representatives of the company's controlling power, which is perfectly legitimate, it becomes all the more important to be assured of professional Directors with the following qualifications:


The nature of the business and the character and size of the company are important factors in establishing the basic qualifications needed for its Board of Directors members.  These basic qualifications should be evenly distributed among the members who, besides having a good academic background and specific experience in their areas, should also have:

-
Generalized view of company management.

-
Strategic view of company business. 

-
Executive experience.

-
Experience in Board of Directors work.

-
A wide range of relationships in the business community.

-
International experience


Further to these qualifications, the members of a Board of Directors should carry out their legal and ethical duties with diligence, for their due purposes, with loyalty, and should avoid any conflict of their own interests with those of the company.


They should carry out these functions always looking to make real contributions to the Board of Directors and to company business.


Lastly, the Directors should always perform their duties independently without losing sight of their team spirit, and must be well prepared, industrious, and highly active.

d)  Some practical aspects

In our capacity as a consultant who specializes in rendering consulting services to and representation of owner shareholders, we have taken part and observed several examples of the implementation and improved efficiency of Board of Directors.  From these, I have selected a few which will practically and briefly illustrate some of the points made about the efficiency of a Board of Directors.


Although the descriptions focus on specific aspects, all the examples given include most of the ideas suggested throughout this work.

1)  The presence of the corporate investor


The Board of Directors and the Executive Management of a medium size company comprised family members only.  When a corporate shareholder joined the Board of Directors, a professionalizing process began at executive management level which significantly benefited company operations.  Besides increasing the efficiency of the Board of Directors, it motivated the family patriarch to commence the succession process, as well as greatly upgrading the company's public and internal image.

2)  Good interaction between Shareholders, Shareholder Directors, and Professional Directors


This family business, a large industrial and publicly quoted company, was already in the hands of four branches of the third generation of the founding family, when it decided to professionalize its Board of Directors.  In view of its considerable size, the complexity of its operations, and its corporate structure, a new Board of Directors was formed, which at the first stage comprised five (5) shareholder Directors and five (5) professional Directors.  The presence of the professional Directors represented security to the shareholders and greatly contributed to increased operational efficiency.  Shortly thereafter, the composition of this board was changed to three (3) shareholder Directors and seven (7) professional Directors.


This excellent interaction also resulted in harmony at top management level, and enabled the company to modernize and, most especially, survive the last three years which, as we all know, were a turbulent passage in the Brazilian economy.

3)  The arrival of the market investor


This case is represented by a publicly quoted medium size company, with share control concentrated in one branch of the family only.  With the arrival of a market investor entitled to sit on the Board of Directors, which, among other problems, comprised an excessive number of family members, the Board was re-structured.  A pared down and more active Board of Directors, which included professional Directors, was then formed.


As a result, the company became more efficient at top management level and the company's image in the capital market was boosted.

4)  The young company owner


This is a very interesting case since it represents planning and the beginning of a succession process started well in advance.  This successful businessman, upon being elected the leader of his professional association at the age of 36, found himself obliged to reconcile his business activities with that of leadership of this professional association.  To this end, he professionalized the company's entire Board of Directors and implemented an efficient Executive Management of which, today, he is the president.  Besides the benefits naturally deriving from such a decision, when the next generation reaches the age of power and/or proprietorship, the company's Board of Directors will have had some years of action and adjustment and will, most certainly, contribute greatly to a smooth process of succession.

6)  Conclusion

The immense volume of capital in today's world is primarily concentrated in businesses.  As a result, the safe and efficient transfer of business to the rising generations is highly relevant.  In the case of a family business, the process of succeeding the controlling shareholder is complex and requires careful planning and efficient management under penalty of the company's existence being short-lived.  Without a shadow of doubt, an efficient and loyal Board of Directors is the most powerful weapon in the arsenal of the controlling shareholder for safely bequeathing the business to his/her successors.
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* As a general rule, the concepts regarding Board of Directors as described in this chapter are applicable with certain adaptations, to Quotaholders' Councils of Quotaholders' Limited Liability Companies ("limitadas")





