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This literature review analyses the corporate guaece regime in Brazil from an
international perspective. It is the latest igesies of HBS-TUAC discussion papers in the
same policy area: Workers’ Voice in Corporate Goaece — A Trade Union Perspective
(20055; World Bank Approach to Corporate Governance (20@®rporate Governance in
Sweden (2008); and Pension Fund Investment in terkzquity (2008).

The review has consisted of screening the Brazit@mporate governance system using the
policy framework set out in TUAC 2005 report “WorkeVoice in Corporate Governance —
A Trade Union Perspectivk” The framework proposes two complementary appemc¢h
addressing workers’ rights in corporate governance:

» worker participation and representation within tbempany (including rights to
representation in the governing bodies), and

» the stewardship of workers’ capital invested iniggwuia their savings in pension
funds.

The report is structured in the following parts.

Section one discusses the concept of corporaterigaivee in an emerging economy, before
comparing the World Bank-inspired “shareholder wealumodel for reform with the
stakeholder approach, which has been set out imi#eC framework of 2005 among others.

Section two reviews the characteristics of the aglme structure of Brazilian companies,
which is heavily concentrated and under tight fsgrodntrol and looks at how the debt crisis
of the 1980-1990s and the following IMF-supported/gtisation reforms reinforced those
patterns.

The third section analyses the reforms and seglifetory initiatives that took place in 2001 —
reform of the corporate law, creation of voluntatpck exchange listing requirements or
‘segments’, which proved to be a defining momentthe history of Brazilian corporate
governance.

Section four outlines the main elements of theemtrcorporate governance regime based on
the corporate law of 2001. Chapter five descrilmsolr rights and worker participation
mechanisms. Finally, chapter six reviews pensiom$uand the prospects for development of
shareholder activism in Brazil. Issues for furtdescussion are set out in the conclusions.

This report was prepared by Pierre Habbard, Sdpaticy Advisor, Trade Union Advisory
Committee (TUAC) to the OECD, for the Hans Bockeundation. The author is grateful to
Roland Kostler (Hans Bdckler Foundation), Clovih&er (Departamento Intersindical de
Estatistica e Estudos Socioecondmicos), and Mdrav€s Jardim (Universidade Federal de
Séo Carlos) for their comments and contributionthi® paper, as well as to his colleagues at
the TUAC Secretariat, Kirsty Drew and John Evans.

1 TUAC 2005.
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Introduction

1. From 2004 until the beginning of the global emmic crisis in 2008, Brazil has been
through an exceptional economic cycle of low-inflateconomic growth (4.6% annually on
average). While economic growth was initially feellby exports and external demand, in
2005 the economy saw a welcome rise in domesticsdimid demand and in corporate
investments. That helped diversify the country'sirees of growth and reduce its over-
reliance on international trade and finance. Thazlian economy has proved to be one of
the most resilient to the crisis.

2. The broader international context prior to thesis contributed to the Brazilian
success. As was the case for other emerging ecespmrazil benefited from low interest
rates and hence the lower cost of capital to finahe economy while keeping inflationary
pressures — a recurrent risk in Brazil — underrobnthe reduction in the spread between the
interest rate levels of the domestic long-term debtket with those of global markets — that
is the country’s risk premium — helped revive tharket for dis-intermediated corporate
finance — primary and secondary markets for liggdity and corporate bonds — compared to
bank intermediation (credit financing). The risetbé capitalisation of thBOVESPA the
country’s main stock exchange, was exceptional éetw2005 and 2008. Before the global
crisis erupted, 30 new companies had listed dutegfirst half of 2007, compared to 26 in
2006, 9 in 2005 and 7 in 2004. Foreign investonstrdouted significantly to this growth,
comprising approximately 12% of the BOVESPA markapitalisation end of 2007. The
number of individuals holding shares listed ongteck exchange (compared to corporate and
institutional investors) increased dramaticallynir&5,000 in 2002 to over half a million by
the end of 2009, signalling that direct share owigr is increasingly popular among
Brazilian households

3. Importantly for the country’s monetary soveréjgrthe structural change in recent

years in the current account balance from USD-demated government debt securities to

Brazilian-currency-denominated equities has mdaattthe currency risk has been transferred
to foreign investors. The Brazilian economy is #fere less exposed to abrupt changes in
currency exchange rates that are unrelated to egonfmundamentals and hence has more
predictable access to finance. And while Brazil baffered the effects of the financial crisis

since the end of 2008, it has proved to be moigamisthan most OECD economies.

4, However, the country’s current account surplushich is something new given the
country past financial instability — has resultedain appreciation of the national currency
against the background of massive global currembalances, particularly between the USD
and the Chinese Yuan on the one hand, and the &urthe other. Ironically, it is the
continuing appreciation of the Brazilian currencwhich is now threatening the
competitiveness of the national economy. This heenbaggravated by the recent surge of
capital inflows. The government has introduced mestriction to foreign capital flows taking
the form of a 2% tax on all portfolio inflow’s.

2 Brazil taxes foreign portfolio flows, FT, 20 October 2009
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5. The growing role played by capital markets imeyal, and by primary equity listings
in particular, has reflected a series of corpogaieernance reforms and initiatives. Prior to
the election of Luiz In4cio Lula da Silva end of020and — it is argued in this paper — in
anticipation of his election, important changes evenade to the corporate governance
framework:

* In 2001 the corporate law N°6.404 of 1976ei( das Sociedades AndOnimasas
amended (Law 10.303);

« That same year a set of voluntary corporate gowemastock exchange listing
requirements were introduced, tNevo Mercado;

» Stronger listing regulation and enforcement rulesenimplemented in 2002-2008 by
the stock exchange authorities, ®@missao de Valores Mobiliarig€VvM);

* In 2005 a new bankruptcy law was introducBid\a Lei de Faléncias e Recuperacéo
de Empresgd.aw No. 11101);

* Since 2001 greater efforts were made to increasaremgss of governance and
transparency practices by the IBGC the Brazilisstitute of Corporate Governance.

6. Financial stabilisation, diversification of corgte finance and corporate governance
reforms all helped to prevent Brazilian companiesnf relocating to more shareholder

friendly jurisdictions and global regulatory comigiet. In the 1990s there were concerns that
the country’s perceived weak regulatory environmgatild force companies to relocate to

OECD jurisdictions, and to the US in particular,arder to obtain better corporate finance
conditions, as was seen in the rise of AmericanoBigry Receipts. That did not happen and
since 2002 the vast majority of Brazilian comparifes raised equity capital to finance their

future growth did so on trROVESPA

7. And yet, stabilising the country’s access tdgldinance came at economic and social
costs. The IMF-inspired stabilisation policy in teecond half of the 1990s prompted waves
of de-regulation of investment flows and privatisaf cuts in the country’s public pension
systems and a transfer of ownership of the ecortorfiyreign investors.

8. The election of Lula as President of the Repubtid of 2002 and the new majority
rule by his party, thd?artido dos Trabalhadore$¢PT), put social inclusion back on the
government agenda. Lula and the PT political ptatf@aimed to achieve a “moralization of
capitalism” by curbing speculation and short-tetniiehaviour. The objective was to help
channel corporate finance toward productive andle@yngent-generating activities. Measures
included support for micro-credit and the activewstrdship of public financial institutions
such as the state-owned National Bank for SocidlEezonomic Development (BNDES). The
Lula government programme for more “responsiblataihpm” aimed to reform pre-funding
pension schemes so as to increase coverage ofothdagion. While the Brazilian labour
movement had been working to improve the governarfigeension funds long before Lula
came to power, it was under his Presidency thdetwaion representation on pension boards
and promotion of active and responsible investrmpelities became stand-alone public policy
objectives. With the support of the labour movemeatticularly in the banking and energy
sectors, government policy has given shape to whateffect a workers’ capital strategy.

9. However, and despite the many achievements argigssive reforms enacted by the
Lula government since 2003, Brazil remains a cqumthere “three meals a day is still
something of the future [...] for a lot of peopletwhere half of the workforce earn their

3 President Lula at the Climate Change Summit in Copenhagen httmfib.dk/news/view+news?newsid=3053
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livelihood remains in the informal economy, wherade unionists’ lives are at risk, and
where inequality within society generally and bedweegions remains high compared to
other large emerging econonfledHigh degrees of corporate ownership, and theeefor
corporate power, in the hands of a few, very raxifies, high levels of inequality and a large
informal sector have all combined to prevent thegbe corporation from becoming a wealth
creating institution for society at large. Ternmigli‘corporate governance” and “shareholder
value” are far from being associated with prognessiorces and human development.
Successive corporate law reforms and measuredeast the 2001 reform, have failed to
tackle the very unequal distribution of power ie 8razilian corporate sector.

10.  Within that context, and looking specificallythe corporate governance aspect of the
Brazilian economy, this paper argues that thera iseed to strengthen the regulatory
framework for the private sector and establishrp@@te governance system that reflects and
protects the investments of and exposure to fireciie risk of all corporate constituencies:
shareholders, creditors, workers, local communiéied, last but not least, the public and
taxpayers.

|. Corporate governance in an emerging economy cogxt

11. Corporate governance is a concept that has rdefigitions. The concept can be
defined in very broad terms: corporate governamthesses the way private companies are
“directed and controlled” (Cadbury 1992), “involves set of relationships between a
company’s management, its board, its shareholdetother stakeholders [and] provides the
structure through which the objectives of the conypare set, and the means of attaining
those objectives and monitoring performance areradehed” (OECD 2004). In an emerging
economy context the concept of corporate governameelarge extent has been framed by
the international financial institutions, the WorBlank and its private sector arm the
International Financial Corporation (IFC) as beiagnsure access to long-term international
finance at reasonable cost for the economy angbrikiate sector in particularAccordingly
corporate governance is seen as the transmissibinétween global capital markets on one
side and economic development of the domestic fgrigactor on the other. Its aim is to
enhance local capital-markets — primary and seagnlilted equity, corporate bonds — to
lower the cost of capital and access to corporatate.

Governing the firm as if only providers of capitalmattered

12.  This focus on reducing the cost of capitalnesprimary goal of corporate governance
has implications for the organisation of the ecopanh large. The objective of developing
open and competitive capital market prioritises ititerests of one stakeholder: the private
investor holding corporate debt (the creditor) guigy (the shareholder). For one World Bank
expert, for example, “Corporate governance candbi@edd in many ways. Most oftenrefers

to the structure, rules and institutions that detee the extent to which managers act in the
best interest of shareholder (CLAESSENS 2003). Hence, corporate governanckcyo
dialogue as envisioned by the World Bank and thé& liM emerging economies has been

4 World Development Indicators 2009, World Bank, http:/hdrstatip.org/fr/indicators/161.html
5 see section "Why Corporate Governance Matters for IFC t€H&rn http://www.ifc.org/ifcext/corporategovernance.nsf/Content/@®y& "A Corporate Governance

Approach Statement by Development Finance Institutions", @ctith 2007 http://www.ifc.org/ifcext/corporategovernance.nsft€@u/DFI_Statement
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driven to promote and secure long lasting rightssfaareholders and creditors be it domestic
or foreign-based — including by regulatory reforrtmt have shielded regulation and
supervisory authorities from any political chang@avernment.

13.  Within a World Bank framework the primary ndedprotect shareholders’ interests is
based on the separation of ownership (shareholdastontrol (managers). Such separation
is a pre-requisite for good corporate governancesanfar as it helps to discipline top
management in terms of maximising the interestsalbfshareholders, not just the most
powerful ones. Tying management to the commonestserof all shareholders maximises the
value of the share, adds confidence that the siidifimaximise profits that drives efficiency
of the company, the private sector as a whole theckby the economy. Formal separation of
ownership and control is facilitated when all siatders enjoy the same rights vis-a-vis the
company, for example: ensuring “one share one vptaiciple at the AGM or simplified
corporate structures that avoid pyramid networkbadflings and subsidiaries. In absence of
such separation, it is likely that the controlliagareholder will have discretionary powers
over the company. Top management that is accowntabland acts in the sole interest of a
single shareholder — such as the founding family lkely to under-perform because there
will always be the suspicion that corporate dedisiare taken to serve the interests of the
controlling families, and not those of shareholdalue, which encompasses the interests of
the markets and thereby the efficiency of the engno

Protecting minority shareholders against expropriaton by the controlling shareholder

14. A controlling shareholder with influence ovdretcompany can expropriate the
company’s assets in a number of ways, including:

0] self-granting of ‘excessive salaries’ and otherugaeration;

(i) nomination of executive positions based on family related party criteria
(nepotism) rather than competence;

(i)  purchase or sale of assets or of shares of the amyn@ither well above or well
below market prices;

(iv)  insider trading;

(V) use of the company’s assets for personal use omeosomal use (e.g., using the
company’s assets as collateral to cover creditullefesk of personal transactions
or to obtain advantageous personal access to jredit

(vi) lower level dividend proceeds (granted to all shal@ers) which is compensated
by discretionary transfer of funds to the contralshareholder;

(vii)  corporate management denying access to informatiaont physical access to the
companies premises or AGM to minority shareholders.

15. The absence of protection of minority interestd is feared by the World Bank —
hampers the influence of “market discipline” on tm@nagement, who in turn will be less
receptive to signals from capital markets in detemg, implementing and adjusting the
corporate strategy. The result is the existencesab-optimal managerial practices”, lower
valuation of shares, higher cost of capital and liesourable access to corporate finance,
inefficient allocation of capital and, ultimatelpwer economic growth.
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The World Bank ‘LLSV’ regulatory reform programme

16.  The theoretical foundation of the World Ban#tis/ze to protect minority shareholders
interest in the developing and emerging econonsidisa ‘LLSV’ framework developed by La
Porta, Lopez-de-Silanes, Shleifer and Vishny in 898LSV 1998). The main policy
conclusion brought by LLSV is that “law matterst'id formal public binding regulation that
ultimately protects minority shareholders and heeansures more efficient capital markets
and higher economic growth. Based on surveys cogever one hundred jurisdictions, the
LLSV finds that the greater the number of formafoeceable rules that exist in favour of
minority shareholder, then the better off are thpital markets and the economy. The other
key message of the LLSV is that not all types ghleregime are equal and in particular that
common law systems — Anglo-American jurisdictionare inherently superior to civil law —
the French system, to which Brazil belongs — ansbtoe extent German (incl. Japanese) and
Scandinavian systems. Jurisdictions that offer wieakial shareholder rights and protection
among which civil law regimes are over-represerdges] according to the LLSV, likely to
have ownership concentration with a pre-eminenceootrolling shareholders, which are a
sign of financial underdevelopment. The LLSV hasrbeevised since 1998, giving rise to a
literature that aims to prove the link betweendbecentration of voting rights in the hands of
the largest (controlling) shareholder and sub-ogktioperating results and valuation of the
company. It is also used as the justification Far YWorld Bank’s Investor Protection Index in
its annual “Doing Business” publicatibn

17. A number of academics have criticised the LL&Vmethodological grounds. The
first series of objections relates to the policyndasion that only formal laws matter.
Functional equivalence in legal rules, such asgpeharrangements, informal relationship and
practices, and other extra legal institutions asivsstute for formal law in granting protection
of minority shareholders in the US (COFFEE 2000) am Continental Europe (COOLS
2004). This point about functional equivalence &y ko the OECD framework — and is
perhaps the only issue on which the OECD depastas the World Bank position. The OECD
stresses that effective implementation of its Rpiles of Corporate Governance should place
“emphasis on outcomes and, therefore, on functiegalvalence. By the latter is meant that
there are many different ways, institutions, laies #r achieving the outcomes advocated by
the Principles. Thus, it is recognised in the prgl@mo the Principles that implementation
needs to be adapted to national circumstanceseXamnple, the protection and enforcement
of minority shareholder rights might be achievea@ yrivate arrangements, such as by
majority shareholders agreeing to restrict the afstheir powers to appoint the whole board,
special investigation procedures and/or class eafoent procedures. Many of these perhaps
imperfect alternatives are deeply rooted in lega social traditions.” (OECD 2006).

Monitoring family-controlled companies

18. Empirical studies have not supported the hymshthat ownership concentration,
which gives a free hand to controlling shareholders typically the founding family, leads to
expropriation and lower firm valuation and/perfomoa. In continental Europe, research
reached the opposite conclusion, finding a positelationship between family control and
firm value and operating performance (BARONTINIa&®2005). In the US, a more nuanced
outcome has been suggested: the risk of exprapmiatan be overcome with appropriate
safeguards, such as independent directors on thed bibat help minority shareholders

6 http://www.doingbusiness.org/Methodology Surveys/Protectirggiiors.aspx
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monitor the controlling family in exercising supesion over the company (ANDERSON et
al 2003).In the case of Brazil, the results are afsxed. Ownership concentration does not
influence either the financial performance or vabfieghe companies, nor the extent to which
corporate management is disciplined by the mar&ets pursues the objective of enhancing
shareholder value (DAMI et al 2007). Another paijosis that pyramid ownership structures
and ownership concentration are negatively asstiatith firms’ operational returns on
assets (ALDRIGHI & OLIVEIRA 2006).

19.  The latter points to a specific advantage eirtaa controlling shareholder: that it is
likely to lead to stronger loyalty of top managemand thereby better monitoring compared
to firms with more dispersed ownership, and hernwet is less need for accountability
mechanisms or incentives such as stock optionsattgatharacteristic of widely-held firms
(CHEFFINS 2002). Minority shareholders may actuaktgept and support the existence of a
controlling shareholder exercising effective monitg of the company as a guarantee for
board accountability on their behalf, as is argueithe case of Sweden (TUAC 2008).

20. More generally, it is argued that past studgeemting to a correlation between
ownership structure and firm performance suffemfimethodological bias. Indeed ownership
structure should be treated as an endogenous latladt is the outcome of decisions that
reflect the shareholders’ strategy to maximize fpenformance within a given set of markets
and regulatory constraints. For a given firm perfance level, ownership structure will differ
because of “differences in the circumstances fadimgs, particularly in regard to scale
economies, regulation, and the stability of the immment in which they operate”
(DEMSETZ et al 2002).

21. Critics of ownership concentration, for thearty overlook the problems associated
with the alternative model of widely-dispersed ovamg structures — namely the bias toward
short-termism and purely financial objectives.he aabsence of a controlling shareholder, the
monitoring of the company on the shareholder sidg e left to fund managers and other
institutional investors whose main concern is tharterly performance report and at best the
annual shareholder value. Corporate managemenbwidlensitive to pressure for short-term
profits even if it comes at the cost of long-terarfprmance. Examples abound of pressures
to cut costs and under-invest in the company’s tasse order to deliver shareholder
remuneration in dividends and share buybacks tilapwve to be unsustainable in the long
run (TUC 2006, LAZONICK et al 1997, LAZONICK 2008).

A stakeholder approach

22. Clearly, the providers of capitala equity or debt must have their legitimate rights
protected, not least in developing and emergingnacdes, where the divide between
controlling and minority shareholders has been, silids, of concern. The problem begins if
one considers — as the World Bank does — that lsblalers and to some extent creditors
should be the only focus of corporate governanoethls case, the indicator chosen for
evaluating firm performance is either stock mankauation or the volume of the dividend
proceeds. While these are perfectly valid indicafor providers of corporate finance, they do
not capture the overall performance of the compasna-vis other parties, including labour,
nor the potential externalities borne by societyv(@nmental damage, tax evasion among
others). The corporate governance framework thssslonuch of it all encompassing mission
to address the accountability rules between alp@@te constituencies (GURN 2007). For
example, the issue of whether expropriation by dbetrolling shareholder may impact on
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parties other than the minority shareholders, wiclg the company’s own interest, the local
community, the workforce, or the taxpayer, simpbes not appear in the policy dialogue of
the World Bank or OECD experts.

23. A significant literature exists on alternatia@proaches to corporate governance,
which recognise the pluralism of corporate constitties (BLAIR 1995, PARKINSON 1993,
KELLY et al 2000). The assumption that shareholddrsuld be granted exclusive control
rights is disputed on the grounds that firm perfange is subject to the maximisation of the
investment made by all constituencies in the compaat least the workforce. Because they
invest specifically in the company (company-specknow-how and expertise, loyalty and
reliability) workers are exposed to firm-specifiskr — that is risks that cannot be foreseen
completely in advance in a contractual form, bihé individual employment contract or the
collective agreement. Accordingly, and as notedhHgy TUAC in 2005 “workers, like other
stakeholders whose interests are not fully protebielaw and contract, bear residual risk in
the corporation. They too can claim a represerdatole in governance. If they are not
represented or if they are under-represented, workee likely to under-invest in the
company for fear of being expropriated by those ar®represented. Such under-investment
compromises firm performance and weakens its chpauiface up to crisis and manage
change”. Governance mechanisms that involve workersiumerous. In the vast majority of
OECD and emerging economies shop floor trade urépmesentation is supplemented by
statutory information and consultation occupationehlth and safety committees by which
worker representative can monitor and improve wakerotection against occupational
health and safety risks that are specific to themgany. Such statutory rights to worker
participation are further developed across the OE@iably in continental Europe, where
Works Councils are the norm and Board level em@agpresentation is common practice.

[I. The Brazilian ownership structure

24. There are two models of corporate control amtership: namely the Rhineland /
Japanese concentrated ownership system and theo-Anggrican widely-dispersed

ownership system. Brazil belongs to the former. @&dful of shareholders and wealthy
families control large parts of the Brazilian pteaector: the Setubal, Villela, Moreira Salles,
Odebrecht, Gerdau and Safra families to mentiore Yet even by the standards of
emerging country and Latin America, ownership coir@ion in Brazil is exceptionally high.

The private sector is ruled by a “quasi-absolwgistrcise of power” by a handful of families
(COUNTINHO et al 2003). Past privatisation and dgtiation reforms in the 1990s and
changes to the corporate governance regime aro@@tl s developed further below, have
not substantially changed the Brazilian ownershipcsure. The privatisation programmes, in
particular, had the opposite effect of maintainthg control of families over the private
sector. As shown in Table 1, families still reprdsed a solid majority of the largest
shareholders in 2002, despite the rise of instihai investors and the wave of privatisation in
the 1990s.

10/49



Corporate Governance in Brazil - An International Trade Union Perspective, HBS-TUAC, April 2010

Table 1: Status of the largest shareholders in Brallan companies 1997-2002

(listed and unlisted companies) 1997 2002
Families 58.2 52.9
Foreign investors 14.5 17.7
Government 9 7.5
Mutual funds 1.9 6
Privately-held companies 6.3 4.6
Foundations 2.5 2.1
Pension funds 2.8 2
Others 4.8 7.2
100 100

Source: ALDRIGHI et al 2006

Archipelagos of hyper rich families

25. Concentration of ownership leads to a gap ketwke economic ownership structure
of the company (which may well be dispersed amoagyshareholders) and the distribution
of voting power (which is concentrated in the hanfla controlling shareholder). This gap
can be increased in three ways: (i) the use of daskes of shares, whereby one class bears
voting rights whereas the other has no voting sgfit) pyramid structures and (iii) cross
ownership. In Brazil dual-classes of shares —wadespread in the economy. 86% of listed
companies on thBOVESPAexchange had a dual class system in 2005. Whaldetlrerage
effect on shareholder power is smaller than undeyramid structure, the dual class system
nevertheless is a powerful mechanism by which wei@se concentration of shareholder
power. For example, in 2001, the Setubal and \dlfaimilies exerted effective control over
Banco Itat with just 8.5% of the bank’s capitale tMoreira Salles family controlled
Unibanco with 10.9%, the Odebrecht family the peftiemical company Trikem with 10.7%,
and the Gerdau family controlled its own group, daer S.A. with just 8.3% (COUNTINHO
et al 2003). In 2002, on average as shown in Tapbtbe largest shareholder of a Brazilian
company had 54.9% economic ownership (cash flowts)gof the company’'s capital and
75% of the voting rights. The gap between cashdlawd voting rights was even larger for
BOVESPAIisted companies. Over three quarters of Brazilmivate companies (limited
liability status), be it listed or not listed onetBOVESPAstock exchange, had a controlling
shareholder in 2002, and 39% of all private comganand 32% oBOVESPAlisted
companies had a controlling shareholder owning mibwn 90% of the voting rights
(ALDRIGHI et al 2006).

Table 2: Cash flow and voting rights of largest sh@holders 1997 & 2002

1997 2002
Number of limited liability firms registered 670 66
Voting rights all firms 71 75
BOVESPAisting 69.1 72
Cash flow all firms 49.3 54.9
rights
BOVESPAisting 44.5 48.1

Source: ALDRIGHI et al 2006

26. Pyramid structures also dilute the rights ohanity shareholders, particularly for
family-owned holding companies. Nearly half of #@6 limited liability firms registered in
Brazil in 2002 had group pyramid structures. Initdd to shareholder dilution, pyramid
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structures are opaque due to the group and theorletf holdings and subsidiaries, making it
more difficult for outsiders, including auditorsxt collectors and supervisors, to monitor
reporting on activities in the lower tiers of thergamid structure (including foreign
subsidiaries).

Low level of trading and takeovers

27.  The high level of ownership and voting concatidn has had implications for share
trading and the market for corporate takeoversraedyers in Brazil, which have taken the
form of the trading of blocks of controlling shanesder the counter and outside the scrutiny
of exchanges and market-based price fixing. Thisosfirmed by the low level of daily
trading on the secondary market and of market akgation relative to GDP as shown in
Figure 1. For example between July 1997 and Ju88Jast 60 listed companies (out of a
total of 463) were traded at least 261 days in gagod, and the 10 most-traded shares
represented 60-80% of trading volumes. Not only thading been very limited, in effect it
has been restricted to non-voting shares only, deestricting the ability of th8OVESPA
stock exchange to become a source of corporateotoBty contrast the sale of controlling
blocks of shares has included large purchase prasiaver the trading price so as to reflect
the private benefits arising from the effective ttohover the company. Having acquired
control over the company with the purchase of thetrolling block, the new owner would
then make a residual tender offer at a much lowiee ffor the remaining shares on the market
that were owned by minority shareholders. The puempaid on blocks of shares traded
during the 1990s average the 65% in Brazil — a veg premium in comparison to other
emerging economies (DYCK & ZINGALES 2004).

Figure 1: Market capitalisation relative to GDP inkey emerging economies (1995-2007)
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The debt crisis of the 1980-1990s

28.  The excessive level of ownership concentratimmorically was associated with the
1970s and early 1980s and the period of authaitagovernment in Brazil. Internal financing
and retaining earnings represented the largestcsoof corporate finance and the only
external source of finance was provided by govemtraentrolled credit financing, which in
turn was fuelled by the large volume of governnaatit securities. In contrast, the proportion
of private external financing, that is corporatétdend equity raised, played a marginal if not
non-existent role. In a country marked by high ries¢ rates and inflation, the Brazilian
private banking industry was not able to play tbke of the long-term provider of financing
to the economy and industrial investments. Prifiagnces were crowded out by the volume
of short-term public debt papers, which were inh#ydess risky and more liquid assets. The
low level of volume and diversification of Braziiacorporate finance and the high level of
inflation directly benefited from concentration obrporate power in the hands of rich
families. Their conglomerates had sufficient markeid hence pricing power to better
anticipate price inflation by raising their pricester, while at the same time benefiting from
state subsidised lending and other tax privilegé® inflationary economic situation was an
ideal background to the oligopolistic structurettod private sector and hence the ownership
concentration of companies and the power of cdirigpfamilies (COUNTINHO et al 2003).

29.  Subsidised corporate credit financing was giediby the BNDES. While the original
activity of the BNDES was limited to granting tasiileged credit lines, in the early 1980s it
diversified its support to include equity investrieeiwith the creation of an investment
branch. It also facilitated access to finance theoinstitutional investors seeking to increase
their exposure to listed equityand, where needed, substituted for direct stateecship
during the privatisations of the late 1990s. BNDERPhas remained a central player in
Brazilian companies and is a key shareholder ofym@mpanies listed on the BOVESPA
stock exchange.

30. The government controlled corporate financdesyscame to saturation point in the

1980 and the crisis of the crisis of Brazilian paliinance. The explosion in public debt held
in USD denominated securities and the poor cougkyrating resulted in high interest rates,
high levels of inflation which fuelled persistentaonoeconomic instability throughout the

1980s and 1990s. The very idea of diversified, effstient and secured corporate financing
of the economy was a very distant concept For el@np 1998-2000, Brazilian corporate

bonds had a risk spread of 600 basis-points orageef+6% compared with the interest rate
of international reference). These risk premiumsewmked to the country risk rating, not to

the specific risks of the sector in which the bwirgg company operated, or the company’s
own risk profile. Even the bonds issued by the ncostpetitive sectors of the economy, such
as commodities and paper, with low firm specifiske were still rated by global rating

agencies in the speculative category.

The de-regulation reforms of 1997-1998 and the risaf foreign investors

31. Under pressure from the IMF, the governmentdhed a macroeconomic stabilisation
programme in 1994, thelano Real to fight hyper inflation and reduce the exterpablic
debt. The plan included a freezing of the nomixahange rate at a significantly over-valued

7 Other forms of state-directed corporate finance wepagtincluding restrictions on investments by domestic institutionastors. Insurance companies and pension

funds in particular had a mandatory minimum proportion eif thortfolio to be allocated in listed equity.
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level, restrictive budget policies (including cirtspublic welfare and pensions), the repeal of
inflation-indexed wage increases (and hence arfakal wage levels), a vast programme of
privatisation and deregulation of key sectors @f ésonomy, banking prudential reforms and
market opening to foreign direct investment (IMFR&% 1999). The plan led to a massive
inflow of foreign capital but came at the cost adevere fall in the country’s terms of trade,
large deficits in the trade balance and in theenraccounts (reaching 4% of GDP in 1997-
1998). A de-leveraging of the economy, both govesninand private sector, continued until
as late as 2004 further limiting the corporate @éstccess to external financing.

32.  The privatisation programmes, which were itethain 1997-1998, led to transfer of
ownership abroad, particularly in the telecommutiices, railways, energy, mining and steel
production sectors, and in banking and financialvises. Legal restrictions to foreign
investments were removed, be it direct investmenisortfolio investments, with immediate
consequences for the above sectors as well assosiieh as retail distribution. The link
between privatisation and foreign takeovers was enattonger with the comparative
advantage of foreign investors compared to theiazBan counterparts in accessing
competitive financing conditions. Brazilian employelobbied hard for the state-owned
BNDES to ease considerably the terms of financm@sto ensure competitive positions in
the privatisation auctions. In many instances h@weprivatisation took the form of co-
ownership by foreign and domestic investors astivasase of mining company Cia. Vale do
Rio Doce (CVRD or ‘Vale’) and the aeronautic gragmbraer or in the steel sector (CSN,
Usimininas, Cia. Siderurgica de Tubardo and Acgsithere the level of financing required
was simply too big for a single buyer. The ultimaésult of the privatisations was the
increasing domination of foreign investors in mamgwth and high added-value sectors, as
well as key sectors with counter-cyclical actigtia services and infrastructures that are less
dependent on global business cycles and genesdile stash flows. Over 300 large Brazilian
corporations were acquired by foreign groups dutimg 1995-1999 period. As shown in
Table 3 FDI grew substantially between 1995 and22@hd when the economy recovered
after 2003, foreign investors reaped over US10kprafit repatriation and dividends proceeds
equivalent to 60% of the FDI inflows during thatipd.

Table 3: Foreign direct investment flows and incomeemittances 1995-2007

in USD Bn 1995-98 1999-2002 2003-07
Foreign investment in Brazil:
FDI Inflows 15.761 25.102 19.352
of which equity 14.107 23.971 16.876
Profits and dividends outflows 3.772 3.98 10.148
Brazilian investment abroad:
FDI Outflows 1.149 1.049 9.568
Profits and dividends inflows 0.89 0.955 1.2

Source: Hennings et al 2008

The failure of the privatisations

33. Privatisation programmes initiated under IM&bgitsation programme were intended
to help facilitate the development of capital méskéncluding more trading and liquidity of
the secondary equity markets, and to lead to trergence of a dispersed ownership structure
and of shareholder value oriented corporate govwemaegime. It did not happen that way in
Brazil. Indeed the government was so keen to réapprivate benefits of the sales of
controlling blocks in the state-owned companiest ih actually changed the takeovers to
reduce protection of minority shareholders. Priortlhe wave of privatisations, minority
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shareholders were entitled to the same takeoveditbmms, including share purchase price,
than those benefiting the controlling sharehold@éis provision of the corporate law of 1976
(art. 254), known as the tag along rights, was kedan 1997, so as to inflate the premium
paid to the government for the sale of the corntrglblocks. Proposals made at the parliament
to prohibit the issuance of non-voting shares wiefeated. (GORGA 2003)

34. Choosing the auctions of controlling blockgeasl of Initial Public Offerings, and the
relaxation of regulation protecting minority shavketers, the privatisations maintained the
high level of ownership concentration in the prévaector. Privatised companies remained in
the hands of wealthy or powerful families and athead to be shared with foreign investors.
In addition to the agency conflict between coningjland minority shareholders, a new form
of governance relationship emerged between comgo#ihareholders, and typically between
Brazilian and foreign co-owners. As a result, shalger agreements gained in importance, as
they became the centre of negotiations betweerontrallers. When privatisation led to full
foreign takeover, the corporate governance impaa$s wxtreme: the governing bodies,
decision making centres and most of the accouitiabitechanisms were removed and
transferred abroad the headquarters of the new oWzens of groups were de-listed from
the BOVESPAstock exchange to become privately-owned subsdianf foreign owned
multinational enterprises.

[ll. The reforms of the early 2000s

35. In 2003 Luciano Coutinho — an academic researemd investment banker who
would later on become Chair of the Board of BNDESutlined the relevant agenda for a
broad reform of the corporate governance relatgdlatory framework. The move toward
capital market friendly reforms, he argued, shofaldow three core priorities. Firstly the
capacity, powers and the independence of the sxckange supervisor, the CVM, should be
reinforced. Secondly, the judicial system shouldré®rmed to become more shareholder-
and creditor-friendly with rapid judicial procedsrand resolution of conflicts, and reducing
the uncertainty of conflicts between different sms of law. Thirdly, corporate law reforms
should be pursued to enhance investors’ rights (CAHWO 2003). In doing so, Coutinho
underlined the unfinished business of the reforrhghe corporate law and the broader
regulatory framework for listed companies that tptdce in 2001-2002.

Civil law versus private arbitration

36. Ranking the above three priorities, Coutinhghhghted the urgent need for a
comprehensive reform of the judicial system, whichvhere he stressed “the real difficulty
lies”. As a civil-law jurisdiction, the Brazilianugicial system has been long criticised for
being excessively bureaucratic, slow and expendives no secret that the World Bank
considers civil-law jurisdictions as structuralhferior to common law jurisdictions. The key
research paper cited by the World Bank for the ouklogy of the Doing Business
enforcement of contract indicator, states thatabse civil law countries are more prone to
procedural formalism of dispute resolution than own law countries, they are associated
with longer duration of proceedings, “less consiste less honesty, less fairness in judicial
decisions, and more corruption” (DJANKOV et al. 3R0World Bank experts have argued
that Brazilian state court judges are ill-prepateddeal with the complexity of corporate
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governance cases and lacked the capacity to agglgssvestigate cases (CLAESSENS
2001). Companies that are in breach of contraatbéibations may take advantage of the
lengthy legal procedures — it is said — in ordedétay any effective resolution of the claims.
For a US law firm the Brazilian courts are “undwdgcially-oriented and debtor-friendly”
(WEIL 2007). Concerns about the judicial systemBirazil, as in other Latin American
countries, were renewed by the OECD and the WordhkBin 2009, although some
improvements have been achieved with the creati@anspecialised commercial court in Rio
de Janeiro, which has yet to be replicated elsesvineBrazil (IFC & OECD 2009a). However
criticism has come from labour side as well. Acaogdo the ITUC, Brazilian courts have in
practice not been able to implement anti-unionrdigoation laws effectively. The number of
cases of illegal dismissals of unionized workersl &rade union representatives that are
pending in courts are above two million. In halftbé cases, settlement process takes five to
ten years (ITUC 2009)

37.  Alternative procedures to the formal judiciaygtem have emerged in the past decade,
with the introduction of private arbitration whids characteristically more conciliatory for
investors, has significantly speedier dispute rgsmh than civil law system and ensures
confidentiality of procedures and records, whilerecourse is allowed. The legal grounds for
private arbitration are the 1996 Arbitration Adte{ de Arbitragem After some legal
uncertainties private arbitration became legallynstibutional in 2000 and hence the
enforceability of decisions could not be contedtedugh courts. It was further enhanced in
2002 when Brazil signed the New York Conventiontlo® Recognition and Enforcement of
Foreign Arbitral Awards, thereby giving further asmnce to foreign investors as to the
protection of their rights. Private arbitrationinflustrial relation conflicts is also regulated by
the Constitution (1998, art. 114). New legislatiander the Cardoso government was
introduced allowing employers and trade unions éb g company-specific mediation
committees to deal with individual claims only (kiing issues related to collective
agreements). It should be noted that the choicprighte arbitration is not irreversible for
workers: in the absence of agreement, disputeuggnlthen falls to the labour courts to set
conditions and settle and enforce resolution batwibe trade union and the employer. As
outlined below private arbitration has also gaimedmportance with the introduction of
voluntary stock exchange listing requirements i®2200f which the most demanding tier
specifically excludes the Brazilian public judicigystem and requires mandatory private
arbitration in case of dispute resolution.

Reform of the corporate law and of listing regulaton

38. In 2001 the corporate law of 197be( das Sociedades Andonima04/76) was
amended by law N°10303. The reform which was adbptethe 3T October 2001 was the
outcome of years of intense political infightindléaving the failure to reform in 1997 at the
time of the privatisation programmes. The main asneents made to the 6404/76 law were:
0] the reduction in the ceiling of non-voting prefelrghares as a proportion of total
equity from two-thirds to 50%;
(i) the re-introduction of tag along rights for mingrghareholders, but at a lower
level (right to at least 80% of the price paid the controlling block of shares)
than the level of the provision that was revokedaahof the privatisations (100%,
see paragraph 33);
(i) the introduction of provisions allowing minority aleholders with voting rights,
and those with non-voting rights to nominate a daaember, but with delayed
implementation until 2004; and
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(iv)  new provisions enhancing the enforceability of shatder agreements — between
signing parties, but also vis-a-vis executive dwex— which is central given the
concentrated ownership structure of the Braziliangpe sectors.

39.  While achieving some progress toward greatardaccountability, the reform was
limited in scope by international standards. Irt fabas been widely criticised for its lack of
ambition: a “frustrating experience”, “an illumimag example of how politics of specific
interest groups can defeat the economic logic” (RLGHI & OLIVEIRA 2006) which had
shown “the extent of conservative resistance tagha(COUTINHO et al 2003) and “is not
likely to be a good investment” (GORGA 2003). Theafting of the law was subject to
intense lobbying including by two opposite groupise Brazilian Association of Public
Companies (ABRASCA) representing the interests roflitig families, and the National
Association of Capital Market Investors (ANIMEC)presenting the management industry.
ABRASCA campaigned successfully.

40. Listing requirements and the powers and capacithe stock exchange supervisory
authority the CVM were also enhanced during thisgge In the past CVM enforcement and
supervision were very limited. A basic measure saglallowing CVM officers to enter the
premises of a financial institution without priastite and seize data and information on, say,
suspicion of insider trading was impossible. Assutt detection of breaches and violations
of listing and trading regulation almost never hexqpgd. That has changed somewhat with the
2001 reform which has enhanced the powers, capscitidependence and enforcement of
the agencies. Budget and staffing have increasedtbe years, and in 2008 an enforcement
department was created, tBeperintendéncia de Processos Sancionad(B€s) including

22 full-time inspectors and 8 prosecutors. The nemdf sanctions has increased over the
years, averaging over 100 or so per year in th&-2009 (IFC & OECD 2009a). In addition,
the CVM has issued several instructidtisat have direct relevance to corporate governance
touching upon the disclosure of voting policy bygtitutional investors, facilitation of proxy
voting procedures and transparency and reporting.

The creation of the Novo Mercado

41. At the same time as the reform of the corpoiate theBOVESPAexchange issued
three new voluntary listing segments in Decemb&120Novo Mercado, Nivel 1 and Nivel 2
— requiring specific corporate governance rulesgaibove and beyond the provisions of the
law 6404/76 in protecting the rights of minority asbholders vis-a-vis controlling
shareholders. The main additional corporate govemaequirements are as follows:

Nivel 1, Nivel 2 and Novo Mercado:
* Minimum free float of 25% of the capital;
* Enhanced disclosure of the quarterly financialestents;
* Enhanced disclosure of related party transactioBXVESPA
Nivel 2 and Novo Mercado:
* 20% of independent directors on the board;
* unified 2-year term for board members (no staggeerdhs of appointment for
directors);
* Compliance with IFRS or US GAAP reporting standards

8 The list of CVM instructions are posted at the following URtp:Awww.cvm.gov.br/ingl/regu/regu.asp
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» Mandatory recourse to private arbitration;
* Six month lock-up period after the IPO before coltittg shareholders can sell their
shares.
Nivel 2:
« Tag along rightsfor preferred (non-voting) shares at 80%.
Novo Mercado:
* One share one vote principle (no dual class systerpreferred shares allowed).

42.  The official aim of thé&lovo Mercaddnitiative was to have a demonstration effect in
enhancing shareholder rights and board accourttabsgi an alternative to binding regulation,
given the mixed outcome of the corporate law refofime voluntary prohibition of preferred
shares without voting rights would help diversifyreership of companies where past
corporate law reforms had failed in 1997 and in 20%ovo Mercadowould change the
Brazilian ownership structure gradually, makinglass concentrated and hence fuel the
development of an active secondary equity marketiuding shareholder activism, if not
hostile takeovers. Also it would offer better estitategies for private equity investment funds
seeking to divest themselves of portfolio compabieselling them back to the market. And
indeed the introduction of thdovo Mercaddisting segments has had some traction. Of the
42 firms that went public in Brazil in 2004-20072 8hose the voluntary listings, including
several companies previously under private eq@gmne. In 2008-2009 almost all IPOs in
Brazil were launched within one of the three cogp@rgovernance tier?NOvo Mercado,
Nivel 1andNivel 2) and as of December 2009, thevo Mercaddier accounted for 64% of
the country’s total market capitalisation. As welm as the success of the Novo Mercado
may be, it should be noted that the requirementgaawed within the different segments,
including the most demanding one, are relativelyidgre in an international comparison, and
that Nivel 1, the least demanding tier, is the npmgiular one among the largest capitalisation
member of the main equity index IBOVESPA (see arjex

Figure 2: Distribution of BOVESPA-listed companiesby their corporate governance tier
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43.  Various self-regulatory initiatives were eithaunched or revised in the ensuring
period. In April 2001 the Brazilian Institute of (orate Governance (IBGC) issued a revised
version of its Code of Best Practice of Corporate&nance, which first version was drafted
in 1999. Compared with tié¢ovo Mercadpthe IBGC mainly addresses the governance of the

9 Right to takeover conditions, including share purchase phaeare similar or equivalent to those benefiting the controliageholder.
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company’s board structure. Other initiatives did nteet the success expected and were
abandoned. For example in June 2002 the CVM pudalish set of recommendations on
corporate governance known as tartilha covering the organisation of the AGM, board
organisation and composition, protection of minoghareholders, tag-along rights, related
party transactions, arbitration and independenitiaigd The code was meant to be adopted by
listed companies on a comply or explain basis. @thk text still appears on the website of
the CVM' there is no evidence that it has been implementatér that year, the BNDES
established a credit programme for companies lirtkedorporate governance requirements.
The higher the compliance with the corporate goaece criteria the lower the interest rate
on the loan. The programme was ended in 2003.

New opportunities for private equity and public-private partnerships

44.  The success dfovo Mercaddhas also helped develop exit options for privajeity
funds and their portfolio compantes Half of all IPOs launched on tHBOVESPAstock
exchange in 2004-2006 were made by private equitgd including well known brands such
as Natura (cosmetics), Gol and TAM (airline compaji and UOL (Internet provider).
Changes to the legal environment of private investnhave helped support the development
of Brazilian private equity in general. In 2003new legal investment status was created by
the CVM for collective investment schemes, thendo de Investimento em Participacdes
(FIP). The FIP are closed-end funds registered Wit CVM that have several tax
advantages, including some capital gains and indame&xemptions to foreign investors, as
well as reduced administration registration proceguThe FIP accounted for 39% of private
equity commitments in mid-2008 (CUNTO 2009).

45, In the current capital market downturn, thevge equity industry could gain from
new opportunities with the development of Publios&e Partnerships (PPPs) in
infrastructure and services. In 2004 tharcerias Publico Privadag\ct expanded the range
of contractual arrangements between private operaaad public administration beyond
public procurement procedures to include variogsk tiansfer schemes including trust funds
that have government guarantees to shield privatestors from the political risk involved in
PPP. Since the introduction of the new legislatmrer 20 PPP projects have been launched
in the transport sector (including the building afmetro line in Sao Paulo, a toll road in
Minas Gerais), and in the water sector (sewagelipgen Bahia). Other projects could
include road maintenance, airports, and prisondef@ government support for PPPs was
further boosted in 2007 with the adoption of a mmlic investment strategy, tiRrograma

de Aceleracdo do CrescimenfBAC). The PAC — which phase Il was launched irrdfia
2010 — aims at developing PPP projects in transpdogistics, energy and water services in
both rural (irrigation) and urban (sanitation) ae@n funding side, an investment fund was
created in 2007 (CVM Instruction 462) under theioral unemployment insurance the
scheme, th&undo de Investimento do Fundo de Garantia do TedepServicdFI-FGTS) to
specifically invest in PPPs together with pensiamds and the state-owned BNDES bank.

10 http://www.cvm.gov.br/ingl/public/publ/governanca/recomen.doc

11 The business model of private equity funds consistayimg out a company with the explicit intent of selling it back &8t&s 5 years of restructuring in order to realise a
capital gain and hence ensure a return on investment fgateat investment fund. Historically, the low level of develept of capital markets in Brazil have made exit
options relatively unattractive and contributed to the wealeldpment of private equity. Private equity investors had te fanger holding periods for their portfolio

companies. In the absence of domestic solutions, exitinghedlorm of a combined resale at regional level to anothestment fund or industrial group (WEIL 2007).
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The political economy of corporate governance refaon

46.  Another reading can be made of the reforms(d@l1l2and of theNovo Mercado
initiative in particular. World Bank expert Tom Kgn, argues that the introduction of the
voluntary listings in 2001 was a political move read prevent drastic changes to corporate
governance regulation, should the Workers’ PartywsT the general election to be held a
year after, which it did. In 2001, the incumbentrd@so government, which had been in
power throughout the stabilisation programmes ef 2890s, had almost no political capital
left having lost the confidence of the populatithbecame clear that the PT led by Lula
would be very likely the winners of the elections be held end-2002. The Cardoso
government and the conservative parties were tegigly fearing a 180° change of direction
in policy-making toward interventionist policiesulgic services if not reverting past
privatisation of large parts of the private seciiis fear was shared by many investors and
controlling families. “The solution they found”, Kgon argues “was to socialize the business
risk associated with anti-market intervention. [By} issuing shares to outside investors and
undertaking a highly publicized commitment to pobteinority shareholder rights [under the
banner of thé&Novo Mercaddnitiative], they reasoned, these companies woailse the costs
of political interference. [...] new equity issuesdatighter corporate governance standards
provided the mechanism through which these compaoeght to insulate themselves from
political interference” (KENYON 2006). During then-up to the election the governance of
the CVM was also reformed to ensure its politicadularity from executive government,
thereby locking in the status quo ahead of the eepgewin of the PT at the general election.
At the same time, it has been argued that duriegcthcial electoral campaign in 2002, the
PT and candidate Lula embraced a shareholder rggyisoach to corporate governance in
order to appease the fears of institutional inussand financial markets at large. Such a
shareholder rights-centred approach, however, vaasfudly balanced with comparable
emphasis on corporate social responsibility (CS#gaives. (JARDIM 2007 & 2009).

IV. The Brazilian corporate governance regime

47.  The Brazilian corporate governance is defingdthe provisions laid out in the
corporate law 6404/76 as amended in 2001, the bptdyrlaw 11101 of 2005, relevant CVM
instructions, the Novo Mercado listing segments Hral code of conduct of the IBGC. A
simplified comparison between these various sourtésv and self-regulation is provided in
Annex 3. What follows outlines the specific rigraad responsibilities of key corporate
governance institutions:
» the board of directors and other governing bodigeBrazilian firm;
» the rights and the responsibilities of the shamws and the organisation of the
AGM;
» the specific duties of the controlling shareholded the importance of shareholder
agreement;
» transparency and reporting;
» creditors’ rights.
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A one-tier-and-half board structure

48. In principle the Brazilian board structure msbd on a two-tier board system. Law
6404 art. 140 & 143 specify that companies shoadeha board of director€fnselho de
Administraca® elected by the AGM, and a management bo&ideforia). However, and
unlike other two-tier systems in place in Eurofe, law does not prohibit the combination of
CEO and Chair positions. The CEO, who chairs theagament board, may be a member of
the board of directors and chair it as well. Th&Bcode, however, recommends separation
of the two positions. Importantly, the corporatev lallows the AGM to establish a third
governing body, the fiscal boar@¢nselho Fiscalart. 161) whose role combines that of an
external auditor, an ombudsman and a supervisogydodGiven the absence of statutory
separation of the CEO and Chair positions, but tdemversight function of the Fiscal Board,
the Brazilian board may be considered as a oneaahdlf tier system, mid-way between
unitary board and full dual board structures.

Election of the Board of Directors

49.  The legal provisions with regard to electionl @omination of the highest governing
body of the Brazilian company, the board of direstare complicated if not confusing. Prior
to the 2001 reform, only shares with voting poweesl the right to elect to the board of
administration — although the company bylaws cawvipe for preferred shares to have a right
to elect one or more board members in a separdte @@at. 18). The law further provides for
a definition of a majority shareholder as an indixal, a corporation or group of persons
bound by a shareholder agreement, who owns over@Q¥e voting rights at the AGM and
makes effective use of that voting power lead cat@activities and direct the activities of
the company (art. 116). Because the board elegrocedure by default consists of the
presentation of a single slate of candidates, thetralling shareholders would always
dominate the election procedure. In order to awvoahopoly of board representation by the
controlling shareholder, it is specified that ipestive of the bylaws of the company,
minority shareholders with at least 10% of the ngtrights can request a multiple voting
procedure (art. 141). Unlike the single slate pdoces, multiple voting provides an
individual common share with as many voting rigassthere are seats for re-election at the
board and to cumulate those rights on one, or agwvegindidates. As such article 141 gives
minority shareholders a chance to secure at lesshomination of their own at the board.

50. The 2001 reform maintains the above provisiand adds new rights to minority
shareholders be it with or without voting rightshelT new article 14184 gives minority
shareholders the right to elect a board memberseparate election procedure (excluding the
controlling shareholder) provided that the minoghareholders:

a) have at least 15% of voting rights;

b) have at least 10% of total shares; or

c) if none of the above conditions are met, can cutaullaeir common and preferred

shares to reach at least 10% of total shares.

Role of independent directors

51.  Article 14187 specifies that, irrespective bé tbylaws, the controlling shareholder
shall have the right to appoint the same numberbadrd members as the minority
shareholders plus one additional representativeueder, article 884 included a waiver clause
that suspended for three years the above new rifglitaninority shareholders (which

accordingly came into effect in 2004 only). Desphese provisions, and the complexity of
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the procedures to say the least, the revised lawstitotes an improvement in ensuring
diversified board membership and a minimum reprasiem of minority shareholders.

52.  On the other hand, the Brazilian corporatedaes not lend itself easily to boards that
give a prominent role to independent directorsem®mmended by many codes of conduct
and the OECD Principles of corporate governance. diiy restriction in the law is that no
more than one third of the Board of directors begosed of executive directors. The Novo
Mercado and Nivel 2 listing segments on the otrerdhrequire that at least a fifth of the
board be filled by independent directors, the IB&@e recommends a majority. The criteria
for qualifying as an independent director are vemych in line with provisions common to
OECD countries. He or she should (i) have no tiethé company except for owning equity,
(i) not be linked to the controlling shareholdéiij) not have been a executive of, or
employed by the company, nor be linked to top mamamnt, (iv) not be linked to a direct or
indirect supplier of the company, and (v) not reeatompensation from the company other
than that related to the board function.

The fiscal board

53. The fiscal board functions as an independemtrsight body. Its existence is not
mandatory but can be decided with 5% of commoneshanr 10% of voting right shares. The
board size must be comprised between three andhfambers. The fiscal board can attend
board meetings, can issue formal opinions in thuahreport or to the AGM. It has no veto
power over decisions taken by the board but hasvtistle blowing right to inform the AGM
of any breach in regulation or other irregularitithin the company or at the board. In the
absence of an external auditor the fiscal boarddeside on its own to select an accountant or
auditing firm. It also takes a leading role in caddiquidation of the company. The election
of the fiscal board favours minority shareholdesmpared with the election of the board of
directors. Holders of preferred shares and minaiitgreholders holding at least 10% of the
voting shares can elect one member in separateioglec(16184). Hence minority
shareholders can nominate two representativesfahtes to five members.

54. Interestingly, the IBGC code recommends thatdbntrolling shareholder “waive the

privilege of electing most of the fiscal council migers” and in effect cede the right to

majority to holders of preferred shares and migashareholders. Such a rule would indeed
ensure that the fiscal board play a countervailorge — although with limited power — to the

board of director.

Directors’ duties and liabilities

55. The law provides for a series of duties inatgdacting in the best interest of the
company, the public at large and the social roléhefcorporation (Art. 154). With regard to
the risk for controlling shareholder expropriaticthe same article reads that executive
directors shall not fail to fulfil their duties t@sd the corporation, “even at the expense of the
interests of those who elected” him or her. Thigvion is further supported in article 156
on the prevention of conflicts of interest (“An igHr shall not take part in any corporate
transaction in which he has an interest which ecisflith an interest of the corporation”).

56. Directors’ liability is somewhat limited andgming misbehaviour is arguably difficult

to achieve. The only circumstance in which an etteeudirector may be held personally
liable for his/her undertakings on behalf of thepavation are fault or fraud, including breach
of laws or of the company’s bylaws (art. 158).
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Rights and responsibilities of the shareholders

57.  The right to convene an AGM rests with the Hazrdirectors. However shareholders
with at least 5% of capital can call for the orgamion of an AGM under certain
circumstances. Likewise the fiscal board can coavam AGM within the strict limit of its
responsibilities. (art 123). Notice of the AGM shibbe given 8 days in advance for unlisted
companies, and 15 days for listed companies (&} Which compares with the 30-day notice
recommended by the IBGC code.

58.  The law does not provide shareholders the tmghiclude a resolution of their own on
the agenda of the AGM. It is the party convening AGM that determines the agenda. As a
result, the ability for shareholders, and minogtpups in particular to influence the agenda
and propose critical resolutions is limited. Thelyoway to do this is to call for an
extraordinary general meeting which requires 5%hef capital. Regarding self-regulatory
initiatives, the topic is not mentioned at all iletNovo Mercado requirements, while the
IBGC code uses particular vague wording in addngsthe issue: “mechanisms should be
encouraged for the timely receipt of proposals frmwners wishing to include them in the
agenda of the upcoming general meeting”. CleahHgyeholders’ access to the AGM agenda
is under-developed in the Brazilian framework.

59. The use of dual class system of shares — constmares with voting rights, preferred
shares without — which is widespread in Brazikestricted in proportion of the total capital.
The number of preferred shares may not exceedgddtgent (50%) of all issued shares. (art.
15). As noted above, some of the Novo Mercadmistirequire one-share-one-vote principle
and hence prohibits dual class systems. Singles t$aslso recommended by the IBGC code
which adds that, where dual class system existse tthould be enhanced rights attached to
preferred shares for key AGM decisions.

Disclosure and approval of directors’ remuneration

60.  While the law specifies that the AGM shouldedetine the “total or individual” parts
of the remuneration of directors’ and corporataceffs, including “whatever benefits and
allowances” (Art. 152.) the rights of shareholddrs approve board and executive
remunerations with a binding or even advisory vate limited, except for the equity
component. Similar problems arise with individuagaibsure of remuneration which is not
required by the law in Brazil. Shareholders repndeg 5% or more of the capital may
require individual disclosure by a director of hisf equity holdings, including stock options,
and direct or “incidental fringe” benefits issueglthe company and by related parties, other
companies within the same controlling group, aslvesl the specific terms of his/her
employment contract (art. 157). There is a cavedheé article however: the executive who
would be subject to such request for informatiory meduse or “refrain from publishing” the
information, should disclosure pose a risk to tlegitimate interest of the corporation”. The
IBGC code does not insist on individual disclosoferemunerations, the code states that
disclosure should be “by group, if not individudllyHowever, new regulation adopted by the
CVM end-2009 (instruction nb 480) specifically regs disclosure of directors’
remuneration on an individual basis. Although steulation covers listed equity only, it is
no doubt a welcome move in the Brazilian context.
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Regulation of dividend proceeds

61. The law sets specific rules for the distribatad dividends; rules that are unusual to be
found in corporate law in an OECD comparison, aeffiects the concerns of controlling
shareholder expropriation. The original law stipedathat, having allocated 5% of profits to
retained earnings (art. 193), the dividend distrdou policy should remunerate preferred
shares 10% above voting shares; this provisiotingeno floor for dividends, did not give
assurance that minority shareholders would beedejistly in dividend distribution, because
controlling shareholders do not necessarily rely dividends to obtain returns on the
investments given the private benefits that caraekfrom the company by other means (art.
17). The 2001 reform downgrades the +10% provitioone among several dispositions also
including (i) a floor level of 25% of the companyigt income in fixing the dividends, or (i)
a tag along rights of 80% of the price paid for ¢betrolling block.

Duties of controlling shareholders

62. The duties of the controlling shareholders @aled out in the law are testimony to
their power and influence in the governance of Bieazcorporations. Indeed art. 116 defines
duties almost equivalent to those applying to dmexc Controlling shareholders, it is said,
shall use their controlling power so as “to make tlrporation accomplish its purpose and
perform its social role, and shall have duties aedponsibilities towards the other
shareholders of the corporation, those who worktler corporation and the community in
which it operates”. Given the risk for expropriatiof the company’s assets by the controlling
shareholder, it is added that the exercise of tating rights shall be deemed abusive — and
the corresponding AGM resolution be revoked — ifemied to cause damage to the
corporation, to other shareholders or to obtainuenddvantages (art. 115). The controlling
shareholder will be liable for any damage resultiegeof (art. 117).

The enforceability of shareholder agreements

63.  The section relating to the shareholders’ agess, article 118, is even more telling
as to the concentration of power in Brazilian AGMsl the underlying tension between the
interest of the company and those of the contlihareholder. Shareholder agreements are
private contracts that bind two or more sharehalaéro as a block constitute the controlling
shareholder of the company. The agreement usualigrs share trading, tag- and drag-along
rights, rights of first refusal, blocking and vetghts on key resolutions, access to nomination
and representation at the board, distribution eidéinds. While the agreement must be filed
with the company to have effect, its content carkdyet confidential, with the exception of
distribution of dividends which must be disclosedhe annual report (art. 11885).

64. Yet the most striking aspect of the articleatet to the enforceability of the
agreement. Paragraph 8 specifies that the chaéimreoAGM, or indeed the Board of Directors

— that is to say the individuals that are boundiiogctors’ duties to act in the best interest of
the company (art. 154) — shall reject a vote, agach a resolution, should it infringe on a
shareholder agreement. In effect, this provisiosuess the full enforceability of shareholders
agreements for the AGM as a whole — that is to cmmtracting parties. Also, it raises
concerns about the possibility of a conflict betwélee substance of a shareholder agreement
on one hand and the company by-laws or the compdrest interests on the other (GORGA
2003). In situation of this sort how should theiclodthe AGM (or the Board) react? Should
he/she protect the integrity of the company (ab4)2 or those of the shareholder agreement
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(art. 118)? The answer, if there is one, is to denfl in the duties of the controlling
shareholder (art.115-117) and how those duties éinfi@e substance of the shareholder
agreement. The issue is of importance at leagsh®tBGC according to whom the content of
shareholder agreements “should not in any way lindestrict any voting rights of the
directors, as they all should loyally and diliggnplerform their duties to the company, above
the personal interests of those who elected them”.

Transparency & reporting

65. Financial reporting is regulated by article¥-260 of the corporate law (6404/76).
Publicly held companies have further requiremenitsirgy from the securities law 6385/76
and the listing rules of the CVM, including insttions n°202 (1993), 248 (1996) and 457
(2007). In principle, consolidated rules shouldude any entity controlled by 30% (art 249
& 250). The auditor certifying the accounts is stdd and can be revoked by the Board of
Directors (art 14281X), although in principle th&M has the power to elect and remove the
auditor as well (art 1228ll). Should there be gasito suspect that serious irregularities have
been committed within the company, shareholderseesgmting at least 5% of the capital also
may request the judiciary courts to consider ordgdomplete inspection of the company’s
accounting (art 105).

66. Historically transparency and reporting requieats have not been an area of
excellence in Brazil. This is not too surprisingegn the use of pyramid structures for large
industrial groups that make consolidated reportihgt is extending the reporting perimeter to
include subsidiaries, a challenging concept. It waandard practice to limit effect
independent auditing to the balance sheet at glewgd- Rarely did auditors certify the
subsidiary units of the group. Such non-consoldlagEcounts meant that controlling
shareholders had the extra freedom to manipulat® tansfer sensitive accounting
information from the parent group structure to sdibsy units. The main concern has been
the lack of conformity of accounting rules with ognised international standards either those
of the US GAAP, or the international IFRS standastithe IASB. This will change. In July
2007 the CVM issued instruction nb 457 requiringnptiance with IFRS for consolidated
financial statements with effective implementation2010, thereby applying to all listed
companies a key requirement of tlevo Mercaddisting.

67. Regarding transparency of the beneficial owniprghe identity of the shareholders
must be registered in the company’s book (art 2G0)eand custodians are required to inform
the name of the final beneficiary of the sharethdre is any corporate event in which his
identification is required (Art. 4183).

Creditors rights

68. Until recently creditors’ rights was seen biemational investors and donors as a case
in point of the “procedural formalism” of Braziliasivil law system. Seizing corporate assets
as collaterals to guarantee loans under the la®661 dating back to 1945 was difficult for
courts to obtain. The Bankruptcy regime could grapécial protection to the insolvent
company — theoncordata Once initiated, theoncordataallowed the controlling shareholder
to liquidate the company to meet its own interest.
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69. In the past decade, incremental changes interemhd bankruptcy laws have been
implemented to facilitate creditors’ effective righincluding moving from court-based to
private resolution of the company’s asset liqumlatispeedier resolution procedures and
seizure of financial assets and bank accounts twrsecredit claims, including the
introduction of mechanisms of fiduciary transferagbetsdlienacao fiduciaria. In particular

the New Bankruptcy Law of 2008N6va Lei de Faléncias e Recuperacdo de Empresas No.
1110) has aimed at redressing the bias in favour of ¢batrolling shareholder by
rebalancing the rights of creditors. At the sanmeetiit provides for greater flexibility and
speed to facilitate corporate restructuring tovalmntinuation of activities on the model of
the US Chapter 11.

Labour claims

70. A point of concern with the new law is the ragkpriority it gives to creditors.
Despite its bias in favour of the controlling sheoleler, the previous bankruptcy regime had
the merit of ensuring the creditor claims by taxhauties and the company workers’ wages
and social security rights. Under it the proceeids bankrupt debtor should first be allocated
to fund all labour and tax claims before debt owedther creditors. In case of continuation
of the company’s activities, the new owners weablé for any labour or tax claims. The new
law regulates better the governance of creditol@nts, with the creation of three class-
specific creditor committees — labour, secured gtevcreditors, other creditors — in the
approval of restructuring plans. The distributidribee voting rights within the committees are
in proportion of the total claims of the given dasxcept for the labour committee in which
individual votes prevail, regardless of the amooainthe claim (hence protecting lower paid
workers in the company). However, under the new daaured private creditors are ranked
before tax claims and come second to labour anlssecurity claims up to a limit of 15
monthly salaries for each worker (art. 83). Undamtain conditions the new regime also frees
the new owners from any tax and labour successabilities (art. 141). The order of priority
between private secured creditors and labour cleégm&ins uncertain however. The new law
was put to the test in 2006 with the bankruptaycpedings of the national airline company
Varig, which led to a conflict of jurisdictions lvaten the business court of Rio de Janeiro —
which granted the resale of Varig's assets freamyf labour claims — and its labour counter
part — which in parallel ordered a freezing of ttmenpany’s assets to secure labour claims
against the company. Furthermore, a suit has béded by the Partido Democratico
Trabalhista (PDT) end-2007 and is still pending is pendingobefthe Supreme Court to
contest the constitutionality of the law’s provisicegarding the capping on labour claimants
and the elimination of labour succession liabiitie

V. Workers’ rights and participation in the firm

71. Compared with social equity and welfare, bsbalith the governance of pension
funds as developed below, it may be argued that déemocratizacdo da gestaor
democratisation of the company’s governance, han bess of a priority for the Lula
government since 2002. As such, initiatives suchthes recent law proposal for board
employee representation in state-controlled congsarare welcome moves. Some unions
such as the CUT-affiliated union in the financiac®r, the Contraf-CUT, have expressed
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strong support for the proposal as well as for eyg® representation at the fiscal council and
the creation of works coundil

Labour regulation

72. From a workers’ perspective, employment pragactiegislation is favourable in
Brazil compared with OECD standards and other emgrgconomies as shown in figure 3.
Unsurprisingly this has been raised as a souro®mdéern by the OECD and the World Bank
whose “Doing Business” report ranks Brazil 141 (otit83) in terms of ease of employing
and firing workers. The OECD and World Bank are tipatarly concerned by the
“generosity” of the labour law regarding dismissasd statutory rights to compensation
which in case of unfair dismissal can amount to-ge& pay’s Both institutions also criticise
the high levels of non wage costs — mainly pensioth social security contributions — which
typically represent over 60% of workers take-horag. fAlso the labour law is said to have a
bias toward workers in setting the legal definitiohan employment relationship. Giving
more weight to substance than procedural form,tanlings have in past helped re-qualify
independent contractors as salaried employeeshanuenefits attached to the latter.

73. The OECD associates the employment protecégislation that benefits the formal

sector with the existence of a large informal ecopavhich represents circa 44% of total

employment in Brazil. This is comparable to Chib@%), higher than in Russia (10-20%)
and though not comparable with India (94%) (OECID72). Informal employment covers

very diverse structures and activities (small farmeural areas, self employed in urban ones,
hidden employment in registered companies). Fromoigorate governance perspective,
informal employment also includes employment byregistered small enterprises that are
located in the grey area between formal and inforacéivities. It remains to be seen the
extent to which corporate law could be improvedsimch a way that un-corporatised

businesses are registered and brought back intoimal economy.

Figure 3: Brazilian employment protection legislaton in an international comparison

OECD Employment Protection Legislation (EPL) Indicator
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The Unicidadesystem

74. Regarding trade union rights, freedom of asdmei and collective bargaining, the
Constitution recognises the right of workers tajai trade union, with exception of certain
public sector jobs. Brazil ratified in 1952 one tbe two ILO Conventions on collective
bargaining and freedom of association that arereafed as core labour standards, the
Convention No. 98 on the Right to Organise and &&tiNe Bargaining. The government has
announced its intention to align labour law witle tther core labour standard on freedom of
association, Convention No. 87 on Freedom of Asdimri and Protection of the Right to
Organise (ITUC 2009).

75.  The main regulatory basis for labour law is @@mpendium of Labour Laws (the
CLT) of 1943 which dates back to the authoritanaitary regime and under which official
trade union organisations were close to quasi-gwuent entities mandated to prevent social
unrest and strikes. In particular the CLT lays tbendation for the system afnicidade
which grants monopoly of representation and hewodeative bargaining, to one and unique
trade union organisation registered with the Miyistf labour per occupational category and
territorial area. As is the case of many civil laauntries, all workers whether unionized or
not, are covered by the collective agreement signi¢ldl the official trade union. In return,
workers are subject to a mandatory annual tradenuigie equivalent to one day salary, 90%
of which is redistributed to the officially recoged unions under thénicidadesystem and
10% of which is transferred to the Ministry of Lalvo

76.  Since the end of the military regimes, sevideéral laws have modified the system
but its fundamentals remain. In addition to singtegon system, collective bargaining is also
restricted by the authority granted to the judigiar industrial disputes which in effect has
given little space for direct trade union negotia with employers at company or group
levels. Art. 623 of the CLT for instance allows fhdiciary to declare void an agreement that
would conflict with a law or to intervene in an imtrial dispute if public interests are deemed
to be at threat. An amendment to the ConstitutinR(04 has weakened the substance of this
article but in practice interference by the judigiaontinues. Trade union pluralism at large
also become a public policy priority when the Lglavernment committed itself to a major
trade union reform as part of a National Labourufor(FNT). The intent was to promote
collective bargaining and social dialogue at conyplavel as part of a broad package of
reforms as well as the development of contractetllesnents of industrial relation disputes,
conciliation, mediation and arbitration. Howevee tiNT did not meet the support needed at
the Federal parliament and accordingly the Lulaegoment adopted a step by step approach
with the ratification of the ILO convention 151 tabour relations in public services and new
legislation recognising the role of national angioeal trade union centres.

77. Finally, and despite many improvements over fast decade, it should be
remembered that being a trade union elected offerarins a dangerous job in BraZil.

13 As reported by the ITUC, in June 2007 a hand-madeheas thrown into the offices of the metal workers’ unibaubaté, near Sao Paolo and death threats were
made against the president of the union. In October 28@7President of the Union of Civil Construction Workers of Saio had publicly alerted against dangerous
occupation health and safety conditions in the industry wasdstaal by a bullet in the head. In August 2008, a petrobbeas thrown at the house of the president of the

Amapa Transport Workers' Union. This attack took placendua dispute between the union and two local bus compaveepay and health benefits (ITUC 2009)
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Worker participation mechanisms

78. In the continental European sense of the teonkev participation mechanisms (works
councils with information, consultation and somedsmveto rights, board level employee
representation) are poorly developed in Brazilicdet11 of the Constitution of 1988 requires
companies employing more than 200 workers to haveysiem to election employee
representatives and article 78XI recognises sogtesiof participation by employees in the
management of the company. Similarly, article 6Rthe CLT explicitly includes the right to
establish a works council as part of a collectiggeament. Taken together these sources of
law could lay the ground work for a works coungistem. However no regulation has been
introduced to ensure effective implementation. Reigg board level employee
representation, the corporate law 6404/76 stipsildbat “the bylaws may establish the
participation of an employee representative in bloard, chosen by their votes in a free
election, organized by the corporation jointly wikie unions that represent them” (art 140).

Works councils

79. Some forms of worker participation mechanisnveniheless exist. Brazilian
companies are required to have occupational health safety committees, ti@omissao
Interna de Prevencdo de Acidenteghich are composed of equal numbers of workers
representatives elected each year and of manageme@nésentatives. More recently
companies have had the option of setting up tettlesnent commissions, tf@omissdes de
Conciliacdo Préviato address minor conflicts and disputes betweepl@yers and workers
to alleviate the procedural burden on the judisigtem. On an individual basis, some have
internal bodies for representation of workers sastheComissdo Executiva dos Empregados
of the bank CAIXA. Regulatory initiatives are algaking place below federal level
jurisdiction. Early 2009, the Municipality of Sa@io drafted a decree requiring the creation
of Conselhos de Representantes dos Empregauitis information and consultation rights
vis-a-vis management, for companies owned by oeuodntrol of the municipality.

Board level employee representation

80. As noted above employee representation on dhedbis mentioned explicitly in the
corporate law 6404/76 as an option to be determimethe company’s by-laws (art 140).
Whilst optional, the provision gives primacy to tbheion of the company to organise the
election process. In practice, board level emplaygeesentation mainly is with privatised
companies. Just as in France, the Cardoso govetrused employee shareownership plans
and board representation as a way to sweeten thefgrivatisations. An un-confirmed
survey by the IBGC is reported to have suggestatdi28% of Brazilian listed companies had
employee representation on their boards in 200&niptes of individual companies with
employee representatives on their boards — allle€hvbeing former state-owned companies
— include are steel company CSN, aeronautic grauprier, utility group Tractebel Energia
(formerly GERASUL, controlled by French group GDEe) and group CVRD (‘Vale’). In
the latter case, the employee representative odbhed of Vale S.A. Eduardo Pinto is also
the head of the Brazilian Rail Workers Union theEEFEM. He is reported as playing an
active role in helping resolve the current dispagénveen Vale and the United Steel Workers
Union in Canada over Vale Inco (formerly Canadiacol which was bought by Vale in
2006). Since July 2009, 3200 members of USW at Incdlifies in Sudbury and Port

14 http://sincohab.blogspot.com/2009/02/projeto-de-lei-pretergidamézar-cre.html
15 http://www.cnw.ca/fr/releases/archive/September2009/21/dn@l7
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Colburne Ontario have remained on strike followdegision by Vale to close the defined

benefit pension plan to new entrants (and provideuré employees with a defined

contribution plan) to reduce variable remunerasohemes benefiting workers and a plan to
between 10-50% of the total workforce.

81. However board level employee representation wellybecome more important in the

near future in Brazil. A current proposal of lawBd07/08 is in the stage of the parliamentary
proces¥® and would amend the corporate law 6404/76 to regai mandatory employee

representation on the board of directors of stateenl companies employing more than 200
workers, including any private company which hae #tate as controlling shareholder.
Nomination would take place through a direct woalkgl election organised by the company
together with the predominant trade union. While émployee representatives would have
the same rights and duties than any other boardbmenthe draft law stipulates that they
should be excluded from taking part in decisiomel(iding discussions) relating to labour
relations, compensation, benefits and conditiamduding matters of pension and healthcare.
This provision — which is motivated by the risk adnflict of interest with the company —

would discriminate against employee representatagsother board members in similar
situations — such as those nominated by the cdinggadhareholder — would not be subject to
similar exclusion from decision and discussion.djland in line with the corporate law

reform of 2001 regarding board nomination by mityosihareholders, the proposed law at all
time requires board majority in favour of the stasethe controlling shareholder.

VI. The Stewardship of workers’ capital

82. Prospects have improved considerably in the gasade for the more effective
stewardship of the Brazilian workers’ capital ants@ing proper accountability of their

savings in pension schemes. While the retiremesittesy as a whole essentially draws on
PAYG financing’, Brazil nevertheless has a long history of predfth complementary

schemes. The first regulation on occupational menschemes was introduced in 1977 for
large state-owned enterprises.

The pension fund landscape

83. Since 1977, the Brazilian pension landscape besn subject to important
developments and reform. Maria Chaves Jardim (JAMRRDO7 & 2009) distinguishes four
distinct waves:

(1) 1985-1995: the development of occupational pensicmemes throughout the
private sector;

16 http://www.camara.gov.br/internet/sileg/Prop_Detalhe.asp?id6894

17 The Brazilian national retirement framework remains firnagted in a universal (mandatory) Pay-As-You-Go systie,Regime Geral de Previdéncia Social. The
regime covers all workers of the private sector, and dsligenaximum monthly pension of USD800. In the publitcsea similar PAYG system is in place, the Regimes
Proprios de Previdéncia Social, but with various specificifgnend benefit provisions (over 2400 in total) for inter tdideral government, state and municipality workers.
Throughout the 1990s and up until 2003, the national retiresyatem saw successive parametric reforms, includipgtadents to the retirement age, the replacement
rates, contribution levels, as well as some harmonization betpreste sector and public sector regimes. These ve¢rassconditions to IMF financial support to Brazil.

see Brazilian Letters of Intent and Memoranda of Econoniici®a http://www.imf.org/external/country/bra/index.htm?type3®g23
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(i) 1995-2000: introduction of individual retirementhemes and as part of the
privatization reforms, a marked shift from definkeénefit (DB) to defined
contribution (DC) pension schemes;

(i)  2001: Promotion of private for-profit pension insoce schemes, reform of the
governance of the closed schemes to include memspeesentatives, increasing
portability of rights and extension of the coveragecooperatives, not-for-profit
sector, trade union and other industry associatiamg

(iv)  2003: (under the Lula government) consolidationttd Cardoso reforms, and
extension of the coverage to low-paid public seatorkers (FUNPRESP) and to
the private sector with new role given to colleetlvargaining, and banning of DB
funding system for all new pension schemes created.

84. For Jardim, the recent pension reforms, indgdxtension of the coverage of the
closed schemes and democratisation of their gomemahave benefited trade unions and
were central in the reform programme of the Lulaggoment and the ruling party the PT
following the election of 2002. It was part, Jardargues, of a political vision to “moralise
capitalism” by giving members of the plan and thiepresentatives, the unions, a voice in the
investment policy of pension funds (JARDIM 2009)..

85.  There are three forms of pre-funded schemeaddtition to the closed occupational
not-for-profit schemesHEntidades Fechadas de Previdéncia Complemgnthere are open
(occupational or retail) for-profit pension fundshemes Entidades Abertas de Previdéncia
Complementgrand individual retirement schemes on the modehefUS 401-k. Taking all
forms of schemes together, the Brazilian pensidanstry accounts for circa USD200bn assets
under management (2008 figures), which is more tth@n Chilean (USD74bn), Mexican
(USD68bn), Argentinean (USD30bn) and Colombian (@6in) counterparts coimbined
(OECD 2009). Another point of comparison is witle tietail investment funds (mutual funds)
for which assets under management in Brazil reptesgca USD480bn overall (and
USD380bn excluding pension fund’s investments frmmtual funds’ portfolios). Looking
specifically at closed pension schemes, in 2003 etvere 360 funds with total assets under
management of USD83bn covering 2108 employers, tamributory workers representing
2.2% of the workforce, and another 570000 famillatesl beneficiaries. Concentration
remains high as shown in Table 4 with the thregddunds accounting for 40% of total assets
of closed schemes: PREVI (Banco do Brazil), FUNG&&vings institution) and Petros (Oil
company Petrobras). About 8% of the country’s worgé earn wage levels above the ceiling
the general PAYG regime (USD 800 monthly) and hemoald have incentives to enrol in
the complementary system (OECD 2008). It shoulcdhdéed that the pre-funded system is
subsidised substantially by taxpayers. Pensionribomions amounting to 12% of the
employee’s salary for workers plus 20% for emplogex tax deductible and since January
2005 all returns on investment are tax free. Desjp# ‘private’ nature, taxpayers and the
government indirectly are key stakeholders in th@zlian pre-funded pension system.

Pension fund governance and investment policy

86. The governance of pension funds reflects vemychmthe Brazilian corporate

governance system. All funds are required to hatheee-tier board structure comprising of a
Board Conselho Deliberativp an audit BoardGonselho Fiscdland a Management Board
(Diretoria-Executiva.
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Board structure

87.  As the highest governing body of the scheme,Gbnselho Deliberativchas the
dominant role in funding and investment policiegluding the asset allocation strategy and
approval of all transactions representing more th#nof total AUM. The board nominates
members of the Executive Directorate, as well dsciag the actuaries and auditors. For
pension funds of large state-owned enterprisesittee of the board is limited to six members,
three of which are nominated by the sponsor andettare elected by members and the
contracting trade union. The chair of the boardppointed by the sponsor and has a deciding
vote in the absence of a majority. Pension fundshen private sector have more diverse
governance arrangements. Whilst they are requiceddopt the same three tier board
structure, it is the by-laws of the schemes thaerd@ne the composition and nomination
processes, provided that a minimum of a third ef bloard is filled by member nominated
representatives.

88.  TheConselho Fiscaterves as countervailing body to thenselho Deliberativiowith
regard to internal controls and risk managemeng ddmposition must be balanced between
the sponsor and the members (2 representative$. &dbile the Board chair is appointed by
the sponsor, th€onselho Fiscais chaired by member-nominated director. Dieetoria-
Executivais responsible for the effective implementationtbé funding and investment
strategy of the schemes. Its composition is detezthby the Board which in effect results in
a similar balance between employer and member-radedn representative. Regulation
restricts management board membership to avoidlicordf interest. For example an
executive director may not work for any other fio@h entity during the tenure of his/her
mandate and shall respect a 12-month waiver pefid the end of the term before joining
another financial institution.

Table 4: Ranking of largest pension funds (June 2@)

Status of | AUM R$bn | AUM €bn Active retirees
the sponsor members

1 PREVI/BB State-owned 137 53 85.926 83.395
2 PETROS State-owned 41 16 64.076 54,966
3 FUNCEF State-owneg 33 13 65.139 27.531
4 FUNCESP Private 16 6 17.408 31.36
5 VALIA Private 10 4 51.175 21.007
6 ITAUBANCO Private 10 4 30.221 5.718
7 SISTEL Private 9 4 2.149 25.663
8 CENTRUS State-owneq 9 4 120 1.679
9 BANESPREV Private 9 3 7.554 21.791
10 | FORLUZ State-owned 7 3 10.668 12.072
11 | REAL GRANDEZA State-owned 6 2 5.648 6.858
12 | FAPES State-owneq 5 2 2.206 1.473
13 | FUNDACAO COPEL | State-owned 5 2 9.09 6.183
14 | CXUSIMINAS Private 4 2 16.458 10.411
15 | POSTALIS State-owned 4 2 N.I N.I.
16 | HSBC Private 4 2 64.598 7.27
17 | CBS Private 4 1 11.464 19.883
18 | VISAO PREV Private 4 1 14.131 4.202
19 | TELOS Private 4 1 7.167 6.126
20 | ELETROCEEE State-owned 4 1 6.475 7.112

Source: www.petros.com.br
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Ownership of the funds and duties of trustees

89. The fund’s assets have to be legally sepafaetetthe sponsors’ balance sheet and are
subject to separate financing and actuarial regulat Legally speaking closed-end funds are
established as not-for-profit agencies which fimagcis ruled by the principle that net
investment incomes of the fund belong to membeet@aries, not the plan sponsor. In case
of surplus, the employer is not entitled to ac¢hessurpluses or to adjust downward its future
contributions. Also, the concept of fiduciary dstievhich is fundamental in common law
regimes, has only been partially transposed in iBaazin other civil law regimes. As noted
by the UNEP-FI “civil law jurisdictions do not regoise fiduciary duties as such, those duties
being a product of the common law. [...] Investmeeatidion-makers in these jurisdictions
are subject to obligations that [...] are articulatedarious statutory provisions [including:] a
duty to act conscientiously in the interests ofdjmmaries, [...] a duty to seek profitability
[...explicit or implicit] requirements to ensure adete diversification” (UNEP-FI 2005). In
the case of Brazil the regulation of the dutiespehsion fund administrators aims at
preventing conflicts of interest, be it with theoggoring employer or any other entity. It is
however less stringent in terms of a requiremenbgbmise investment returns than the
fiduciary duties required under common law. Accoglly the integration of non-financial
criteria, including environmental social and gowerce investment conditions, prima facie
would be less likely to conflict with the dutiesBfazilian trustees.

Investment regulation and policies

90. Pension funds are required to disclose to thgersisory authority their risk
management policy, including risk control systemsd aactuarial, financial and risk
assessment mechanisms. Asset management as swatcait be in-house or contracted out.
About half of the funds contract out the managemanother quarter, including the largest
ones, have full in-house structures, the last guéwds mixed organisation.

91. The composition of portfolios is subject to ex@l quantitative restrictions (maximum
or minimum limits per asset class as a proportibrihe total asset portfolio) which are
regulated by theConselho Monetario Nacionalthe country’s supervisory authority for
financial markets. This is not surprising giventtf&aazil is a civil law jurisdiction and
accordingly fiduciary duties are less demandinghtirmcommon law regimes. Indeed the
comprehensive nature of the fiduciary duties artialbows for pension investment policy to
be ruled by a general prudent person standard encdehdoes not require supplement action
through quantitative restrictions. The Table ine@nd compares the investment restrictions in
place in Brazil with Anglo-American common law jsalictions and with Sweden a civil law
jurisdiction that has a comparable pension systetently the Brazilian supervisors have
introduced risk-based funding rules which allow g9.en funds to cross the regulated ceilings
on variable income classes (equity, funds, reahtestprovided that the fund maintains
sufficient reserve surpluses to match the riskilgraff the portfolio. While restrictions have
been relaxed in the past decade, there are twdfispestrictions that are worth mentioning.

92. First and foremost, foreign ownership is hegakalstricted. In effect Brazilian pension
funds are not allowed to invest in assets thalarated and regulated abroad. Exceptions to
this rule are investments in retail investment furfchutual funds) for which exposure to
foreign equity is permitted up to 20% of the refaihd portfolio, corresponding to 2-3% of
the pension funds’ total assets. In addition, aoneifjn exposure must be limited to the
MERCOSUR market, hence excluding most OECD jurisahs. While restrictions on
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foreign ownership are common across OECD and no@iDEurisdictions, the Brazilian
regime is particularly restrictive in a regionahtext: the ceiling on foreign ownership is 40%
in Colombia, 60% in Chile, and 20% in Mexico. Thier distinct feature of the Brazilian
regime is the ceiling on the pension funds’ expestar listed equities which is variable
according to the corporate governance regime. Tgperuceiling on normal listed equity
exposure is 45% of total asset under management,irarease to 50% if invested in
companies complying with thBlovo Mercadolisting segments. The exposure of pension
funds to a single company ownership is also rdstticas pension fund cannot hold more than
20% of the capital of a single company.

Obstacles to shareholder activism

93. Historically, shareholder activism has beeral@n concept to institutional investors

in Brazil, amongst both asset managers and assatrew pension fund and mutual funds.
This was not too surprising given the relationdh@sed form of governance and ownership
concentration that in the past has prevailed irziBasm companies. The overwhelming power
granted to the controlling shareholder by law wstbck trading been limited to preferred

shares (that is without voting right) gave verlditspace to any form of activism (which by

definition is associated with minority groups binlg coalitions at the AGM).

Asset allocation

94. Brazilian asset owners contributed themseleeshis passivity by their portfolio
composition — with relatively little exposure toutty and with a policy of index-tracking.
Effective asset allocation of pension funds fortanse shows a strong bias toward bonds,
which two thirds are government-issued. By contedkication to equity accounts for no
more than 20% which is small by OECD standards,reviaiocation is typically above 30%
of total portfolio, however it is in the norm in @merging economy context. In effect such
overwhelmingly preference for public debt meang #@nomically pension funds can be
considered as quasi-public financing institutiohs.shown in annex 5 pension fund portfolio
has diversified marginally over the past years. Share of real estate (hotels and shopping
malls) which in the 90ies could reach up 8.5% hexg@hsed since, but has not benefited any
particular class. Retail funds and private fundgresent a very marginal proportion of
pension funds’ portfolio.

Governance of mutual funds and asset managers

95. The passivity of Brazilian retail investmentndis has also reflected the weak
governance of the funds themselves. Individual stmes in these funds are not necessarily
given a right to representation in Brazilian fumdsch contractual status gives few powers to
individual investors and is not suited for effeeti@ccountability of the portfolio manager to

the individual investors (or quota holders). Theation of a board of directors or governing

body with the upper hand over the investment padityetail fund — and thus its shareholder
policy — has yet to be the norm in Brazil.

96. As in other countries, the suspicion has arteahBrazilian asset managers in charge
of retail funds have no real interest in pushingsisareholder activism as long as the investee
companies were or could be potential clients ofrtiamagers’ other services. In response the
Brazilian banking industry represented by the NwloAssociation of Investment Banks
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(ANBID) has developed self-regulatory rules to emsiChinese walls between their
commercial banking activities (of which large comijgs are important clients), and their
asset management activities (clients of which as#itutional investors). Various codes and
other voluntary initiatives that have emerged im thast decade have helped promote
shareholder activism among asset managers, sucktheasANBID “Guidelines for a
representation policy of funds in meetings” or thad the Association of Capital Market
Investor Association (AMEC).

Administrative barriers to proxy voting

97.  The limited use of voting rights in the AGM Hasen associated with difficulties in
allowing effective proxy voting. Proxies allow asssvners — pension funds, mutual funds,
insurance groups — to delegate their voting rightheir asset managers, to an in-house legal
experts or an outside lawyer usually along estadtissets of guidelines on the way to vote on
key resolutions. While retail investment manageewveh had an obligation to disclose
shareholder policy and guidelines in the fund’sspextus since the 1990s, there were not
legal enforcement of this rule and until recenllg prevailing practice was not to disclose any
specific information on these matters. This problemincentives for mutual funds was
addressed to some extent in August 2004 when thiel @gued a binding instruction (nb
409) requiring mutual funds to establish and diselan active shareholder voting policy. The
CVM stressed that exercising voting rights was mategral part of the duties that asset
managers owed to their investor clients. More ridgahe stock exchange authorities have
tackled the administrative burden of proxy votingn 2008 the CVM reduced the
administrative requirements — including signatwelBrazilian notary — for the proxies to be
made valid at the AGM and allowed for the use dinenvoting platforms.

The leading role of large pension funds

98. Since the early 2000s in practice the deferfceniaority shareholders in case of
capital restructuring — which is one form of activi— has become more visible as seen in the
AGM battles in the case of the group restructuragigTelemar and the takeover bid of
Arcelor-Mittal for Ipiranage and the new voting @yl by the largest pension funds. In 2002,
the pension fund of Petrobras, Petros publishedharebolder and investment policy
guidelines, and this was followed by Previ and dinthey were put into practice in large
listed companies in which the three pension furaletequity such as Vale and Embraer. But
activism designed to achieve change in corporatergance at a targeted company remains a
marginal activity in Brazil. The shareholder adiwvi of Brazilian pension funds may be put at
test in the on-going labour dispute over Vale'srapens in Canada as mentioned above. As
noted in a recent report by SHARE (Canada), Vatoigrolled by Valepar (53.6% of voting
rights) which in turn is controlled by Litel Paifacdes, a holding company owned by the
four largest pension funds, Previ, Petros, Funcef Bunces, with minority ownership of
Bradespar S.A. and BNDESPar.

99.  Another source of activism could come from stete itself. Because state-ownership
remains prevalent in Brazil, the role of the s&dea shareholder has also been under scrutiny
in the media. In particular there is a growing riten to the investment and shareholder
policy of the BNDES which has minority participat® in many large Brazilian listed
companies via its ownership entity BNDESPar. On ¢hel society side, the campaign
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Plataforma BNDES aims at monitoring and reformirge tinvestment policy of the
development bank along ethical and socially resiptménes®.

18 http://www.plataformabndes.org.br
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Conclusion and issues for discussion

100. Corporate governance in Brazil remains dorethdty controlling shareholders and
wealthy families in particular, who through a dakdss system and pyramid group structures
have been able to maintain control over the privegetor in spite of two decades of
deregulation and market opening. This is not ssmpgi in the context of an emerging
economy although the level of concentration of awhip in Brazil is particularly high even
by emerging economy and Latin American standarti® Wave of privatisation in the late
1990s was supposed to have led to improved maikeiptine among corporate managers
and installed shareholder value governance and Al8Mocracy. In fact it had exactly the
opposite effect. The IMF-supported reforms alloviied grip of very wealthy families over
the economy to continue, while allowing large parftghe most profitable and competitive
sectors to be transferred to foreign ownership.

101. The election of Lula to the Presidency at ¢imel of 2002 and the parliamentary
majority won by the Workers’ Party the PT can bernsas a catalyst for helping to shake up
the well established and powerful interests of Bigaz controlling families. In anticipation of
the widely expected electoral win of the PT, theumbent government of Cardoso succeeded
in 2001 where it had failed in 1997 at the timeha privatisations, to partly redress the bias
of the regulatory framework in favour of controiirshareholders. It did so with a very
measured reform of the corporate law, and withittr@duction of voluntaryNovo Mercado
listing segments. From the point of view of the Itpcal economy of reform” the policy of
Cardoso was a belated attempt to rehabilitateherees of the public, the most unequal and
authoritarian aspects of Brazilian private sectovegnance, while at the same time locking
into self-regulation the more demanding measuresopporate governance. This two-tier
level reform that took place in 2001 — (i) measurgfdrm of corporate law supplemented by
(ii) self-regulatory initiatives — and the politicadependence granted to the stock exchange
authority the CVM was aimed at preventing more caldchange of policy direction after the
election of the PT in 2003.

102. Since 2003 Lula’s government has implementguabrtant reforms to increase social

inclusion which mark a clear shift from the polgief the past in a progressive direction.
Examples include the democratisation of the govezeaf pension funds as a stand-alone
policy objective, which had been initiated by thE &hder the last Cardoso government, but
which was moved further up the reform agenda. Bytrest government activism has been
less visible on corporate law issues — confirming successful initiatives of the pre-Lula

election. An exception is that concerning creditoights and the reform of the Bankruptcy

law in 2005.

103. The reform of the corporate law 6404/76 of 2@6Bhieved some progress in enabling
minority shareholders to serve as counterweightthéocontrolling shareholder group. But
progress was limited — not least for shareholdeggit to access the agenda of the AGM
which still is something for the future in BrazAnd reform came at the cost of greater
complexity of the law itself. The end result is tthhe corporate governance map of the
Brazilian corporation has not increased in cladityaddition to the visible part of the iceberg
— the Board of Directors around which gravitate Fiscal Board and the AGM — there exists
the invisible, or less visible part — the shareboldgreement that binds the shareholders in
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forming a controlling block. The fact that controf shareholders have duties by law that are
equivalent to those applying to directors, or ttieg shareholder agreement — which is a
private contract — are binding on the board andopnmanagement are clear indications of
where the centre of gravity of corporate power liesBrazil. Being ruled by civil law
doctrine, the duties of directors include a requieat for directors to serve the social purpose
of the company. This is something that might besatered undesirable by World Bank and
OECD experts for whom directors’ duties can onlnamvably be toward the shareholders
and the shareholders only. It would be importartess the Brazilian corporate law notion of
director’s duties, which also applies to the cdllitrg shareholder, and in particular to explore
what is covered by the social purpose of the compan

104. The reforms initiated by the Lula governmemtg by PT parliamentarians under the
previous Cardoso government, to open up the bazrgension funds to trade unions have
paved the way for a workers’ capital stewardshgmiework in Brazil. Today, trade union
representatives sit on the boards of the countay@est pension funds. Obstacles to proxy
voting have been eliminated and a modest rise ane$iolder activism can be observed. Yet,
the corporate law still favours the controlling fangroups. Also the portfolio composition of
pension funds is overwhelmingly in favour of gowaent bonds, whereas the equity exposure
— where workers’ capital strategies come into ¢fets below 20%. As such the investment
policy of Brazilian pension funds is aimed at finang government debt. Considering the tax
subsidies that benefit the pension industry and tinembers, one can consider Brazilian
pension funds close to quasi-public financial isibns.

105. The development of worker participation mecsras in the continental European

sense of the term — has not been government palittygugh in practice there are many board
level employee representatives (elected democHgtiog the prevailing union) and various

forms of company-specific worker committee do existis could change in the period ahead
given the proposed legislation on board level eygsorepresentation in state-controlled
companies. However, even so, much could be domapgoove information and analysis on

worker participation and representation on the guwng boards of private companies and of
pension funds. There is little literature and nanpeehensive and systematic surveys
available on these issues. Quantitative and gtistasurveys of worker representation in
private companies and in pension funds in Braziilde useful research.
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Annex

Annex 1: Ownership & corporate governance regime oflargest listed companies

(IBOVESPA index)

Company Name Listing Weight Controlling and
in the other key
index shareholders
PETROLEO BRASILEIRO S.A. PETROBRAS - 18.447 BNDESPA
ITAU UNIBANCO HOLDING S.A. Nivel 1 5.649 Setubal,iNella &
Madeira families
BMFBOVESPA S.A. BOLSA VALORES MERC FUT NMercado 9B
GERDAU S.A. Nivel 1 4.319 Gerdau family,
BNDESPAR
BCO BRADESCO S.A. Nivel 1 3.61
CIA SIDERURGICA NACIONAL (CSN) - 3.502 Steinbruchrhily,
BNDESPAR
BCO BRASIL S.A. NMercado 2.666 BNDESPAR
ITAUSA INVESTIMENTOS ITAU S.A. Nivel 1 2.231 CamangCorrea
CYRELA BRAZIL REALTY S.A.EMPREEND E PART | NMercado | .76
CENTRAIS ELET BRAS S.A. - ELETROBRAS Nivel 1 1.641 | BNDESPAR
CIA ENERGETICA DE MINAS GERAIS — CEMIG Nivel 1 1.46
ALL AMERICA LATINA LOGISTICA S.A. Nivel 2 1 BNDESPAR
SADIA S.A. Nivel 1 1.265
LOJAS AMERICANAS S.A. - 1.163 JP Lemann, M
Herrmann Telles &
CA Sicupira
ARACRUZ CELULOSE S.A. Nivel 1 1.158 Ex-Safra family
BNDESPAR
METALURGICA GERDAU S.A. Nivel 1 1.107
BRADESPAR S.A. Nivel 1 1.091 BRADESCO
GAFISA S.A. Novo 1.054
Mercado
GOL LINHAS AEREAS INTELIGENTES S.A. Nivel 2 1.049
CIA BEBIDAS DAS AMERICAS - AMBEV - 1.04 JP Lemanriyi
Herrmann Telles &
CA Sicupira
REDECARD S.A. NMercado 1.03
LOJAS RENNER S.A. NMercado 1.023
TELEMAR NORTE LESTE S.A. - 0.963 BNDESPAR
CESP - CIA ENERGETICA DE SAO PAULO Nivel 1 0.91 BEHSPAR
B2W - COMPANHIA GLOBAL DO VAREJO NMercado 0.906
BRF - BRASIL FOODS S.A. NMercado 0.888
TAM S.A. Nivel 2 0.846
ELETROPAULO METROP. ELET. SAO PAULO S.A. Nivel 2 @5
NET SERVICOS DE COMUNICACAO S.A. Nivel 2 0.72
ROSSI RESIDENCIAL S.A. NMercado 0.719
JBS S.A. NMercado 0.689 BNDESPAR
EMBRAER-EMPRESA BRAS DE AERONAUTICA S.AlL NMercado| .61 Julio Bozano,
BNDESPAR
CIA PARANAENSE DE ENERGIA - COPEL Nivel 1 0.626 BNESPAR

42/49




Corporate Governance in Brazil - An International Trade Union Perspective, HBS-TUAC, April 2010

NATURA COSMETICOS S.A. NMercado 0.619 G Peirao L&aAL
Seabra

SOUZA CRUZ S.A. - 0.603

DURATEX S.A. Nivel 1 0.602 ITAUSA / Camargo
Correa family

CIA BRASILEIRA DE DISTRIBUICAO Nivel 1 0.588

CIA CONCESSOES RODOVIARIAS NMercado 0.585 Camargor€a
family

COSAN S.A. INDUSTRIA E COMERCIO NMercado 0.56

BRASKEM S.A. Nivel 1 0.542 Odebrecht family,
BNDESPAR

CPFL ENERGIA S.A. NMercado 0.463 BRADESPar
Camargo Correa,
BNDESPAR

CIA SANEAMENTO BASICO EST SAO PAULO NMercado 0.35

KLABIN S.A. Nivel 1 0.345 BNDESPAR

BCO NOSSA CAIXA S.A. NMercado 0.343

BRASIL TELECOM S.A. Nivel 1 0.312

BRASIL TELECOM PARTICIPACOES S.A. Nivel 1 0.281 BNESPAR

LIGHT S.A. NMercado 0.199 BNDESPAR

CENTRAIS ELET DE SANTA CATARINA S.A. Nivel 2 0.108

CIA GAS DE SAO PAULO - COMGAS - 0.096

Cia. Vale do Rio Doce (CVDRD, Vale) BNDESPAR
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Annex 2 : Largest Brazilian subsidiaries of foreignmultinational groups

Ranking per turnover in the top 50 | Company Sector Location of the
largest Brazilian companies (2003 MNE headquarters
4 | Telefonica Telecommunications Spain
7 | Volkswagen Automobiles Germany
8 | Shell Wholesale (Fuel) UK/Holland
9 | General Motors Automobiles USA
11| Bunge Food Food and Drink Argentina
14 | Carrefour Retailer France
16 | Esso Wholesale (Fuel) USA
17 | Texaco Wholesale (Fuel) USA
19| Cargill Food and Drink USA
21| Nestle Food and Drink Switzerland
22 | FIAT Automobiles Italy
26 | Unilever Pharmacy UK/Holland
31| ltaipu Utilities (Electricity) Brazil/Paraguay
34 | AGIP Utilities Italy
36 | DaimlerChrysler Automobiles Germany
40 | Ford Automobiles USA
43 | Bunge Fertilizers | Fertilizers Bermuda
46 | Nokia Electronics Finland
49 | Basf Chemicals Germany
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Annex 3: Corporate law, Novo Mercado and IBGC corpoate governance requirements

of the share capital

Law 6.404/76 Nivel 1 Nivel 2 Novo Mercado IBGC Code
(2001 rev.)
Minimum free float | n.a. 25% 25% 25% “As many shares as possible

Dual classes of
share

Dual class allowed: common shares with votinual class allowed

rights, preferred shares non-voting rights

Dual class allowe(
Six month lock-up
period after the IPO
before controlling
shareholders can
sell their shares

1;Single class only;
Six month lock-up
period after the IPO
before controlling
shareholders can
sell their shares

Single class recommended;
Dual class tolerated but with
enhanced rights attached to
preferred shares

agenda of the AGM

meeting (and determine the agenda) if they
represent at least 5% of the share capital.

Controlling Confidential (with the exception of distribution n.a n.a n.a Public disclosure; Content

shareholder of dividends); The chair of the AGM or the should not restrict directors’

agreement Board of Directors must reject a vote or a duties toward the company;
resolution, should it infringe on the shareholder Creation of a “family council”
agreement. recommended

Minimum nb of 15 days 15 days 15 days 15 days 30 days

days’ notice of the

AGM

Access of minority | No access to the ordinary AGM. Minority n.a n.a n.a “Mechanisms should be

shareholders to the | shareholders can call an extraordinary general encouraged” for any

shareholder to include an item|
on the agenda

Tag along rights of
preferred shares

n.a.

Minimum 80%

Minimum 80%

Not applicable
(preferred shares
not allowed)

100%
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Independence of the| No requirement. (The controlling shareholden n.a 20% of directors 20% of directors Majority of independent
board of directors (or group) has a statutory right to nominate half qualify as qualify as directors; Separation of CEO 4
+1 of the board members.) independent independent chair positions recommended;
directors directors; Unified 2-| 1-year term; Creation of an
year term (no audit committee made up
staggered board of | independent directors only.
directors).
Fiscal council Minority shareholders can nominate two n.a n.a n.a Controlling shareholder to ce
representatives out of three to five members. right to majority to minority
shareholders.
Executive Shareholders representing 5% or more of the To be disclosed “by group, if
compensation capital may require individual disclosure by a not individually”
board member (However, the latter may refuse
or “refrain from publishing” the information,
should disclosure pose a risk to the “legitimate
interest of the corporation).
Reporting n.a. Enhanced Enhanced Enhanced n.a.
disclosure of the disclosure of the disclosure of the
(However, for listed companies CVM quarterly financial | quarterly financial | quarterly financial
instruction nb 457 requires compliance with statements; statements; statements;
IFRS as of 2010) Reporting of Reporting of Reporting of
related-party related-party related-party
transactions to the | transactions to the | transactions to the
BOVESPAENglish | BOVESPA BOVESPA
translations; Compliance with Compliance with
either US GAAP or | either US GAAP or
IFRS norms; IFRS norms;
English translations] English translations
Recourse to private | n.a. n.a. Mandatory Mandatory Recommended

arbitration for
dispute resolution
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Annex 4: Pension fund investment regulation in annternational comparison

Asset class

Brazil (closed-end)

Sweden (IORP)

Anghamerican

Listed Equity

35 to 45% max
50% in corporate governancBévo Mercadd
rated companies.

No limit if quoted

No limit (except conflicts of interest or
employer-related

Unlisted equity 20% max 10% max
Real Estate 8% No limit No limit except conflicts of interest or employe
related
Bonds No limit for gvt bonds No limit for gvt bonds No limit, except conflicts of interest or
80% max for other bonds 75% max for bonds issues by banks employer-related
50% max for corporate bonds
10% max for unquoted bonds (CDOSs)
Retail funds No limit on Brazilian funds No limit (Max 5% for AP funds) No limit
Private funds No limit on Brazilian funds No limit (Max 5% for AP funds) No limit

funds and restricted to Brazilian Depositary
Receipts within MERCOSUR

Loans 10-15% No limit, except conflicts of interest or
employer-related

Bank deposits 80% No limit

Foreign assets Not allowed, except for 2-3% through retail No limit (a part from currency exposure provision) | No limit

Investment in
single issuer

None for gvt bonds
Max 30% for other classes

5% max in shares, bonds and loans issued by asingAustralia: Diversification principle

company or real estate; 10% max in a single
investment fund; 5% max in a single real estate
investment.

Canada: max 5-10%

UK: Diversification principle

US: : Diversification principle, exceptions for
DC schemes

Self-investment /
Conflicts of
interest

10% Max

5%-10% max

Australia : Max 5%

Canada: Max 10%

UK: 5%

US: Max 10%, exceptions for DC schemes

Shareownership
concentration in a
single issuer

20% max (voting or non-voting)

Canada: 30% of voting rights

Source: OECD 2009a
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Annex 5: Size and asset allocation of Brazilian peion funds

Source: OECD
» Size of the pension fund industry relative to GDP @oss the OECD & emerging

economies
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» Pension funds’ exposure to listed equity in OECD ahemerging economies
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