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Foreword

Following the global financial crisis, institutional investors have been
under an increasingly intense spotlight concerning their role — or absence —
as active and informed shareholders. The corporate governance failures of
boards as well as shareholder oversight that helped contribute to the crisis
have triggered a renewed focus not only on the role that institutional
investors may play in supporting better governance practices, but also on the
policy and regulatory framework that may facilitate or encourage such a
role.

This publication, originally developed as a draft “White Paper on
Strengthening the Role of Institutional Investors in Latin American
Corporate Governance”, is a product of years of study, discussion and
debate by participants to the Latin American Roundtable on Corporate
Governance. It seeks to encourage the emergence of active and informed
owners as an important lever for influencing better governance, adapted to
the Latin American context.

Now entitled, Strengthening Latin American Corporate Governance: the
Role of Institutional Investors, this report finds that if anything, the role of
institutional investors (IIs) in Latin America is even more critical than in
many other parts of the world to support the development of well-
functioning markets underpinned by sound governance practices. This
importance stems from the concentrated ownership structures prevalent in
Latin American markets, with dominant controlling shareholders or groups
which may be able to steer a disproportionate share of the profits and
resources in their direction at the expense of minority shareholders.
Moreover, in Latin America’s relatively illiquid markets, IIs often have
relatively few choices for investment in local equity markets, and local
pension funds in particular may be further restricted from investing abroad,
thus obliging them to act as long-term owners.

But while in theory IIs have an important stake in promoting good
corporate governance to ensure the protection of their minority shareholder
interests, the reality of their actions often fall short. This publication
identifies some of the reasons behind this gap, and seeks to address them
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4 _ FOREWORD

through recommendations aimed at policy-makers, regulators, institutional
investors and other market actors.

This publication would not have been possible without the ongoing
support and contributions of country consultants and task forces from
Argentina, Brazil, Colombia, Chile, Mexico and Peru,1 and further input
from a wider range of Latin and Central American as well as OECD
countries in Roundtable discussions. Special thanks go to the Global
Corporate Governance Forum and Government of Spain for their ongoing
funding support for the Roundtable. Davit Karapetyan of IFC and Daniel
Blume of OECD served as lead drafters with support from Cuauhtemoc
Lopez-Bassols of OECD. It is published under the responsibility of the
OECD Secretary-General, based on consensus support expressed by the
Roundtable.

During the last three years, successive drafts of this report have served
as a “living document” updated annually to monitor and encourage progress
against the recommendations that it contains. With the role of institutional
investors identified as an ongoing priority for the Roundtable, this report
will continue to provide a framework for tracking and encouraging the
development of active and informed ownership in the region in the future.

Country-based reports supporting this publication were prepared in consultation
with country-based task forces involving the following lead institutions and
consultants: Argentina - the Center for Financial Stability (Pablo Souto) and the
National Securities Commission; Brazil - Brazilian Institute of Corporate
Governance (IBGC, Adriane de Almeida), and the Capital Markets Investors
Association (AMEC) and National Association of Investment Banks (ANBID);
Chile - the Superintendency of Securities and Insurance, the Superintendency of
Pension Funds, and University of Chile Center for Corporate Governance (Alvaro
Clarke and Dieter Linneberg); Colombia - The Financial Superintendency
(Sandra Perea); Mexico - the Center for Excellence in Corporate Governance
(Jorge Fabre); and Peru - the Association of Private Pension Funds and
Procapitales (Carlos Eyzaguirre, consultant).
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Executive Summary

Active and informed ownership to support better corporate
governance in Latin America

Strengthening Latin American Corporate Governance: the Role of
Institutional Investors reflects the priority of the Latin American Roundtable
on Corporate Governance to encourage the emergence of active and
informed owners as an important lever for influencing better governance in
the region. It draws upon both internationally recognized policy guidelines
and best practices, starting with the OECD Principles of Corporate
Governance, and region and country-specific work, including the
Roundtable’s 2003 White Paper on Corporate Governance in Latin America
and 2007 report, Institutional Investors and Corporate Governance in Latin
America: Challenges, Promising Practices and Recommendations. It has
been developed through a three-year process of Roundtable consultations
and research in a range of Latin American countries, including Argentina,
Brazil, Chile, Colombia, Mexico and Peru.

Different countries in Latin America have different market
characteristics and legal frameworks, with some such as Chile and Peru
featuring pension funds as the dominant institutional investors (IIs)
investing in their local stock markets, whereas some others have a more
mixed institutional investor environment. This publication thus notes
differences in policies and practices among countries, and differentiates
recommendations when appropriate to fit the country-specific context.

This publication is intended to serve as a reference for policy-makers,
regulators, investors, companies and other market participants and
stakeholders interested to support the increased involvement and
responsibilities of IIs in promoting good corporate governance practices in
Latin America. It identifies some of the measures that these stakeholders can
take to support and enable such investors to further contribute to corporate
governance improvements in the region. For these purposes, it is structured
into four chapters: 1) the Importance of Institutional Investors in Promoting
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Good Governance; 2) The Latin American Context: Market and Institutional
Characteristics; 3) Recommendations to Strengthen Policy and Good
Practices; and 4) Additional Steps: Strengthening Market Forces.

The importance of IIs in promoting good governance in the Latin
American context

Institutional investors (IIs) can play an important and influential role in
improving corporate governance at policy and company levels, particularly
within the type of concentrated ownership environment that is predominant
in Latin America, because of the positive impact that governance
improvements have in protecting minority shareholder interests and in
contributing to better company performance and share value. IIs can
provide an informed counterbalance to controlling shareholders to safeguard
against the company’s board and management working for interests other
than those of the company and its shareholders as a whole. In Latin
America, policy-makers and regulators have given particular priority to
encouraging such behaviour by pension funds, because in many cases they
manage compulsory savings, and therefore are seen to have a duty to serve
the public interest and to exercise vigilance in protecting the future benefits
of retirees. In addition, as they generally concentrate on domestic markets,
these pension funds also tend to have relatively small portfolios of listed
companies that may more easily lend themselves to more focused
engagement. With low liquidity in most Latin American markets, pension
funds have a long-term stake in the market, giving them a correspondingly
stronger reason to consider corporate governance practices as a way to
improve company value over the longer term, supporting longer-term
strategies for their funds’ growth.

IIs other than pension funds have also found benefits in integrating
governance oversight and engagement into their investment strategies, but
the policy and regulatory framework has tended to provide greater leeway to
such funds to evaluate their own costs and benefits of adopting an active
ownership strategy. However, the Roundtable has noted that actual
practices have often fallen short of the potential for both pension funds and
other IIs, with IIs too often taking a passive role and failing to exercise their
ownership rights in an active and informed manner. Nevertheless, there are
enough active ownership “success stories,” not only in Latin America but
globally, of IIs obtaining positive rewards by playing an active role, and
facing negative consequences when they did not play such a role, to make a
strong case for both policy-makers and the private sector to encourage the
active engagement of investors in ensuring good governance practices.
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Recommendations to strengthen policy and good practices

Latin American countries have an extensive and widely varying set of
laws, regulations, good practice recommendations and voluntary codes
relevant to encouraging institutional investors to play an active and informed
role in promoting good corporate governance. The Roundtable’s review of
Latin American and OECD countries’ experience in this regard led to
agreement on a number of recommendations set out in detail in Chapters 3
and 4, with recommendations for policy-makers and regulators as well as
practical recommendations more directly aimed at institutional investors.
These include recommendations on the following issues:

¢ Finding the overall balance between legal requirements, self-
regulation and voluntary practices. Legal and regulatory action
should not merely impose additional requirements on IIs to
responsibly exercise their ownership rights, but also enable and
incentivize the IIs to efficiently do so. In doing so, the regulators
should weigh the costs and benefits involved in establishing higher
standards, seek to minimize costs of implementation and ensure that
the benefits to be achieved through adoption of such standards
outweigh the costs. Calculations of the appropriate mix of legal
versus voluntary requirements will vary by country depending on
such factors as the effectiveness of the existing legal and
institutional framework for enforcement of regulatory requirements,
the maturity and depth of the capital market, and the number, size
and relative importance of IIs in the market.

e Distinguishing better-governed companies for investment
purposes. Legislators and regulators should enact measures that
enable or encourage IIs to efficiently include governance analysis in
their investment appraisal processes. For example, IIs subject to
regulatory limitations may be encouraged to distinguish better-
governed companies by restricting their investments in companies
that don’t meet minimum standards of corporate governance, or by
allowing proportionally greater investment in companies that meet
certain higher corporate governance and disclosure requirements.
However, regulators should also seek to eliminate unnecessary
limits on investment choices or make them more flexible to allow
IIs to reward better governed companies within the boundaries of
prudential regulation for IIs.

e In countries where pension funds are relatively small, fragmented
and occupy a small share of the market among other types of IIs,
loosening of legal restrictions should be combined with measures to
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strengthen the prudential regulation of investment choices and
education to improve the pension funds’ capacity to analyze
governance risks and opportunities.

e Formalizing and disclosing the policies of institutional investors
related to corporate governance of investee companies. Ils
should clearly formulate their policies regarding corporate
governance, including policies and procedures in place to take
corporate governance into consideration in the companies in which
they invest. Such policies and the IIs’ compliance with them should
be communicated to the market and potential clients, and may take
the form of a corporate governance code or guidelines, including
codes endorsed by a wider group of IIs. Such codes or guidelines
should be monitored to ensure implementation, and updated and
improved when appropriate.

e Exercising ownership rights in portfolio companies. The legal
and regulatory framework should ensure that the effective exercise
of ownership rights by IIs is facilitated. When investing with a
long-term perspective, such ownership rights may be exercised at
multiple levels — contributing to the improvement of the functioning
of Boards of Directors, strengthening the accountability of senior
management, promoting information disclosure and transparency,
and encouraging the market in general to reward better-governed
and sanction poorly-governed companies.

e Voting at General Meetings of Shareholders. The ability of IIs to
attend the General Meetings of Shareholders (GMS) and to make
informed votes depends on the legal framework providing the
investors the necessary notice, agenda and other relevant
information sufficiently in advance. Thus, unnecessary restrictions
discouraging or preventing shareholders from voting should be
eliminated, and rules should ensure that domestic and foreign
shareholders are able to attend the GMS and vote through proxy or
by means of electronic communications. In line with this trend,
there is a growing expectation that IIs, who are often the most
sophisticated and organized minority shareholders in companies,
should lead by example and responsibly exercise their right for the
benefit of all shareholders. IIs should also develop and publicly
disclose their policy and procedures on the use of their voting rights,
which may take the form of an annual summary of their voting
records together with their full voting record in important cases,
including votes cast for or against the recommendations of company
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management. In cases where IIs have not voted or were unable to
exercise their votes, they should disclose the reasons for that.

e Encouraging communication between IIs and investee
companies. IIs should take steps to effectively engage with their
investee companies on issues of concern to investors related to the
company’s corporate governance practices. At the same time,
regulators should ensure that there are proper rules in place to
safeguard the principles of equal access to information, to ensure
that IIs with more active intervention are not receiving material,
non-public information ahead of other shareholders.

e Encouraging communication among various IIs. The legal and
regulatory framework should allow and even encourage
communication among IIs investing in the same company seeking to
collectively support corporate governance improvements in ways
that ensure protection of all minority shareholder rights, subject to
restrictions to ensure against market manipulation and collusion
during changes in corporate control. Communication may cover
such aspects as co-operation and co-ordination of actions when
nominating and electing board members, proposing agenda items
and holding discussions with the investee company to improve its
corporate governance. Such co-operation may extend to
encouraging good practices within the market more widely.

e Improving the functioning of boards of directors. The legal and
regulatory framework should provide mechanisms to allow IIs to
effectively influence the composition of boards of their invitee
companies. IIs may contribute to improving the functioning of
boards of directors, including through identification of well-
qualified candidates for the board, nomination and election of
independent and non-executive directors, and through support for
evaluation of the boards and directors’ performance.

e Strengthening the accountability of management. IIs should seek
to strengthen the accountability of senior management in their
investee companies, for example, by persuading and equipping the
Board to improve its management oversight, including by
encouraging the Board to set performance indicators for
management and to monitor progress towards these indicators.

e Addressing IIs’ own corporate governance. The legal and
regulatory framework should provide for advanced corporate
governance standards for IIs, addressing at a minimum the
accountability of fund managers to the beneficiaries of the II,
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establishing proper oversight by the Board/Trustees over
management, putting in place relevant mechanims for dealing with
conflicts of interest, aligning fee structures in favor of investment
decisions based on their quality rather than distorting incentives in
favor of high-quantity “churning” of investment portfolios, as well
as other requirements or incentives that cause managers to act in
ways that do not maximize returns for investors. The OECD
Guidelines for Pension Fund Governance provide more detailed
recommendations in this regard. For state-owned pension funds, the
OECD Guidelines on Corporate Governance of State-Owned
Enterprises also make relevant recommendations.

e Exiting from the investment as a last resort. While exiting from
investing in companies is a fundamental right, IIs with active and
long-term investment policies, motivated in part by the limited
alternatives available in illiquid markets, may consider exiting from
an investment only as a last resort. In situations where IIs’efforts to
encourage investee companies to address corporate governance
concerns have not led to improvement, a decision to exit may be
seen by the market as a signal that the investee company does not
pay sufficient attention to protecting investor rights, which may
send a wider signal reinforcing negative market reactions to
companies that adopt poor corporate governance practices.

Strengthening Market Forces

This report also identifies recommendations aimed at other market
players and incentives within the market that may impact on the
effectiveness of institutional investors in exercising their shareholder rights.

e Ensuring the integrity of external advice. IIs in the region
sometimes lack sufficient capacity and expertise to effectively take
into account corporate governance issues in their investment
decisions and voting practices. International and local credit rating
agencies, proxy voting and corporate governance advisory services
can reinforce IIs’capacity to put their investment and governance
policies into practice. However, regulators should ensure that
appropriate mechanisms are in place to address potential conflicts of
interest, while also ensuring that there are no impediments to the
establishment and functioning of such advisory services providers to
suport IIs in their governance-related decisions. Regulatory
oversight may be necessary to ensure that requirements are in place
for such agencies and advisory service providers to report on their
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ownership interests and how they deal with conflicts of interest,
including steps to ensure separation of ratings analysis from other
consulting services.

e Influencing the perception of corporate governance in the
market. The media have a role to play in reporting on corporate
governance issues, including IIs’ perspectives on the successes and
failures of investee companies in this regard. IIs that have
organized themselves into associations have in many cases found
greater effectiveness in increasing awareness of corporate
governance concerns and supporting higher corporate governance
standards. As traditional legal/judicial mechanisms for insitutional
investors to address abuse of minority shareholder rights are often
found to be slow and unreliable, this may also extend to IIs playing
a role in establishing or encouraging the use of effective alternative
dispute resolution mechanisms such as arbitration.
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Chapter 1

The importance of institutional investors
in promoting good governance

Chapter 1 describes the importance of the role of institutional investors in
promoting good corporate governance in the companies they invest in, particularly in
the Latin American context of concentrated ownership and often illiquid markets.
The chapter refers to leading international initiatives, conclusions and consensus
recommendations that provide a starting point for Latin American consideration of
this subject, such as those set out in the White Paper on Corporate Governance in
Latin America (2003), OECD Principles of Corporate Governance (2004), the
Corporate Governance Approach Statement by Development Finance Institutions
(2007), the International Corporate Governance Network’s Statement of Principles
on Institutional Shareholder Responsibilities (2007), and the OECD’s Corporate
Governance and the Financial Crisis: Conclusions and Emerging Good Practices to
Enhance Implementation of the Principles (2010).
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The Roundtable has strongly affirmed the importance that institutional
investors (IIs) can have in influencing improvements in corporate
governance at policy and company levels, particularly within an
environment of concentrated ownership, because of the positive impact that
governance improvements have in protecting minority shareholder interests
and in contributing to better company performance and share value. IIs can
provide an informed counterbalance to controlling shareholders to safeguard
against the company’s board and management working for interests other
than those of the company and its shareholders as a whole. In the Latin
American context, policy-makers and regulators have given particular
priority to encouraging such behaviour by pension funds, because in many
cases they manage compulsory savings of a large number of individual
contributors in each country, and therefore are seen to have a duty to serve
the public interest and to exercise vigilance in protecting the future benefits
of retirees (the public and social policy perspective). In addition, as they
generally concentrate on domestic markets, these pension funds also tend to
have relatively small portfolios of listed companies that may more easily
lend themselves to more focused engagement. With low liquidity in most
Latin American markets, pension funds also have a long-term stake in the
market, giving them a correspondingly stronger reason to consider corporate
governance practices as a way to improve company value over the longer
term, supporting longer-term strategies for their funds’ growth (the
perspective of fiduciary responsibility towards the fund beneficiaries).

IIs other than pension funds have also found benefits in integrating
governance oversight and engagement into their investment strategies, but
the policy and regulatory framework has tended to provide greater leeway to
such funds to evaluate their own costs and benefits of adopting an active
ownership strategy. For example, an investment fund investing in thousands
of equities throughout the world may face greater difficulty in attending
shareholder meetings and actively reviewing the governance of its investee
companies than a domestic fund specializing in local markets and investing
in few companies. On the other hand, companies with much larger
portfolios may emphasize participation through the use of proxy voting and
advisory services as a cost-effective way to ensure that corporate
governance concerns are addressed in their investee companies.

Despite a number of “active ownership” success stories, the Roundtable
has noted that actual practices have often fallen short of the potential, with
IIs too often taking a passive role and failing to exercise their ownership
rights in an active and informed manner. The importance of this issue was
also underlined during the 2004 revision of the OECD Principles of
Corporate Governance, which concluded that, “The effectiveness and
credibility of the entire corporate governance system and company oversight
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will, therefore, to a large extent depend on institutional investors that can
make informed use of their shareholder rights and effectively exercise their
ownership functions in companies in which they invest.”

On a global level, the recent financial turmoil has reinforced the focus
on the issue of whether institutional investors should have done and should
do more to monitor companies. The OECD’s Corporate Governance
Committee completed a review of corporate governance lessons from the
financial crisis in 2010, developing key findings and conclusions to address
the corporate governance gaps that were made apparent by the crisis. One
of the OECD’s key findings was that “Shareholders have tended to be
reactive rather than proactive and seldom challenge boards in sufficient
number to make a difference. Ineffective monitoring by shareholders has
been experienced both in widely held companies and with more
concentrated ownership. In some instances, shareholders have been equally
concerned with short-termism as have managers and traders, neglecting the
effect of excessive risk-taking policies.”

To follow up on these findings, the Corporate Governance Committee
decided to undertake a survey and peer review of OECD member country
practices during 2011, which may lead to further recommendations in this
area. This report has served as one of the references in the development of
the OECD’s further work in this field.

At the crux of IIs’ decisions on whether to play an informed and active
role in exercising their ownership rights is an economic calculation on
whether the benefits of such an approach outweigh the costs. Monitoring
the market and individual companies, reviewing their governance
arrangements, making use of proxy advisory services, participating and
voting in shareholder meetings, and challenging the decisions of corporate
management and boards, whether through litigation, arbitration or more
informal mechanisms, all carry costs. To the extent that certain IIs are active
in pursuing better corporate governance in their investee companies while
other minority shareholders remain passive, there is also a “free rider”
problem, in which passive investors can obtain the benefits of active
investors’ engagement while not incurring the costs. Nevertheless, there are
a sufficient number of examples not only in Latin America but globally of
IIs obtaining positive rewards by playing an active role, and facing negative
consequences when they did not play such a role, that a strong case can be
made for both policy-makers and the private sector to encourage the active
engagement of investors in ensuring good governance practices.
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1.1. The current consensus: recommendations of the Latin American
White Paper on Corporate Governance, OECD Principles of
Corporate Governance and other global experience

Although individual country contexts differ, it should be noted that the
Roundtable has already achieved consensus around a number of key
recommendations set out in its White Paper. Relevant recommendations are
excerpted for reference in Box 1.1:

Box 1.1 White Paper recommendations to encourage the emergence of active
and informed owners [paragraphs 32 — 42 extracted from previous document]

32.  Legal provisions intended to provide minority shareholders with the opportunity to
elect directors should be workable in practice.

33.  Where legislation provides for proportional director nomination, cumulative voting or
other mechanisms to promote minority shareholder participation, voting systems should function
in practice in a way that provides non-controlling shareholders with a realistic opportunity to
collectively achieve a voice by influencing the composition of the board of directors. When the
legal framework does not include provisions that provide minority shareholders with the
opportunity to influence the board composition, other means, such as listing requirements and
voluntary commitments among shareholders to achieve a proper diversity among board members
could be considered.

34. Governments, regulators and beneficiaries should insist that pension funds and other
institutional owners have the incentives and governance structures that encourage them to
exercise their ownership functions in an informed and effective way.

35.  The right regulatory environment and good governance practices encourage
institutional investors to: (1) make investment decisions that are intended to maximise returns for
shareholders; and (2) effectively exercise their fiduciary duties as shareholders in the companies
in which they have invested the funds entrusted to them. The pension system regulatory regime
and its supervisory system should provide pension managers with the appropriate incentives to
maximise returns on fund investments. The priorities in this area may vary from country to
country, but in each case policy makers, regulators and supervisory authorities should be vigilant
to protect against the potential for conflicts of interest on the part of fund managers, or fee
structures that set inappropriate benchmarks, or other aspects of the regulatory framework that
cause managers to act in ways that do not maximise returns for investors.

36. Likewise, special attention needs to be paid to the management of investments of state-
owned development banks (and their multilateral counterparts, such as International Finance
Corporation, Inter-American Investment Corporation, Andean Development Corporation, etc.)
and the effects of government-controlled finance allocation on governance. While direct state
ownership of industry has declined, in several countries state-channelled resources and
multilateral development bank financing remain important sources of long-term financing.
Governments and multilateral development banks need to ensure that such sources of financing
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and guarantees insist on the highest standards of governance and transparency demanded in the
capital market. Co-investment strategies, where public and private sector entities invest on the
same terms, can provide a mechanism for ensuring a level playing field while encouraging the
broader adoption of common governance standards by institutional investors of all types.

37. Objective evaluations of governance and transparency practices should be factored into
the investment decisions of state-owned and multilateral development banks and affect pricing.
State-owned and multilateral development banks should therefore consider policies that recognise
the risk mitigation accorded by good governance practices by progressively improving the
financing terms for clients as they meet objective benchmarks outlined in national codes or
articulated in bank-specific or collectively-developed programmes.

38.  With a view to encouraging active and informed shareholder participation by pension
funds and other institutional investors, outdated and unnecessary restrictions on the ability of
such investors to exercise their shareholder rights should be removed.

39. Pension funds, both private voluntary and privately managed mandatory schemes, are
potentially the most powerful group of domestic investors with an interest in good corporate
governance. Given the mandatory nature of some schemes, and the critical social function they
perform, regulators need to be particularly diligent that companies that issue securities eligible for
investment by pension funds are sufficiently transparent and well-governed.

40. At the same time, legislators, regulators and beneficiaries should recognise that existing
shortcomings in pension fund governance and regulations that discourage competition in portfolio
management (such as requirements that explicitly or implicitly require fund portfolios to mimic
an index) limit the incentives for fund managers to put a high enough premium on transparency
and governance. An appropriate policy response in such circumstances (and one with which there
are a number of recent experiences in the region) may be to modify the legal investment regime —
i.e., by permitting proportionally greater investment in companies that meet certain objective
corporate governance and disclosure requirements.

41. Institutional investors who act as fiduciaries should articulate their approach to the
corporate governance of investees and their policies on voting shares held in such companies
and disclose these on a regular basis to the public and their beneficiaries.

42. Institutional investors should provide as much detail as possible in the disclosure to their
beneficiaries and the public regarding their standards for corporate governance of portfolio
companies and their general policy concerning the execution of key rights, such as pre-emptive
and tag-along rights. The disclosure on voting practices should set out the institutional investor’s
assessment of the costs and benefits of actively participating in corporate governance as a
shareholder, and, for example, identify on what specific types of General Meeting agenda items it
would ordinarily exercise its vote. Institutional investors should also disclose the process and
procedures that they have in place to make decisions on how to exercise their voting rights,
including their reliance on proxy advisory services and co-operation with other institutional
investors to nominate board members. The purpose of this information should be to provide
beneficiaries with an adequate basis upon which to make an informed judgment about whether the
institutional investor is taking into account the risks of poor corporate governance in portfolio
companies, and whether the institutional investor takes the opportunity to reduce risk and
maximise return for beneficiaries by actively participating in governance as a shareholder.

STRENGTHENING LATIN AMERICAN CORPORATE GOVERNANCE: THE ROLE OF INSTITUTIONAL INVESTORS © OECD 2011




20 - 1. THE IMPORTANCE OF INSTITUTIONAL INVESTORS IN PROMOTING GOOD GOVERNANCE

It is worth noting that, following up on the recommendation contained in
the White Paper’s para. 36 in Box 1 above, Development Finance
Institutions have been meeting periodically, with active involvement of
many institutions including the International Finance Corporation (IFC),
African Development Bank (AfDB), Andean Development Corporation
(CAF), European Bank for Reconstruction and Development (EBRD), Inter-
American Investment Corporation (IIC), Islamic Development Bank (IsDB)
and the Netherlands’ Development Finance Company (FMO), to promote
progress in corporate governance globally. These institutions developed a
common approach in 2007 to promote better corporate governance (See Box
1.2), and have subsequently met annually to monitor progress and exchange
experience on how to effectively implement this approach. The Brazilian
National Development Bank (BNDES) also has established corporate
governance policies to take into account good corporate governance in their
investments.

Since the Roundtable’s adoption of the White Paper in 2003, the OECD
has also issued a revised version of the OECD Principles of Corporate
Governance (2004), which, following broad global consultation including
input from the Latin American Roundtable, provided reinforcing
recommendations supporting corporate governance frameworks that protect
and facilitate the exercise of shareholder rights (Chapter II). While the
OECD Principles “do not seek to prescribe the optimal degree of investor
activism,” they nevertheless suggest that many investors are likely to
conclude in considering the costs and benefits of exercising their ownership
rights that positive financial returns and growth can be obtained by
undertaking a reasonable amount of analysis and by using their rights
(Principle IL.F).

As in the White Paper, the OECD Principles recommend that
“Institutional investors acting in a fiduciary capacity should disclose their
overall corporate governance and voting policies with respect to their
investments” (Principle IL.F.1).
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Box 1.2. Excerpts from the “Corporate Governance Approach Statement
by Development Finance Institutions”

IV. Why an Approach Statement on Corporate Governance by DFIs

DFIs can be leaders in the promotion of good corporate governance practices because of their
emphasis on sustainability in their role as providers of financing and advisory services to
emerging market companies. Good corporate governance is a public good and can be considered
a pillar of sustainable economic development on par with good environmental and social
practices.

Considering the linkages between good corporate governance and access to capital, company
performance, and sustainable economic development, improving corporate governance practices
has become an important element of the development mission of DFIs.

V. Approach Statement
Each DFI that adopts this Approach Statement will endeavour to:

1. Develop or adopt guidelines, policies or procedures on the role of corporate governance
considerations in its due diligence and investment supervision operations; these could cover
aspects such as: commitment to good corporate governance, the rights and equitable treatment of
shareholders, the role of stakeholders, disclosure and transparency, and the composition and
responsibilities of the Board of Directors.

2. Provide or procure training on corporate governance issues to its investment and
supervision staff.

3. Encourage companies where it invests in (whether directly or indirectly) to observe local
codes of corporate governance in the spirit of best international practice. Engage company
management and board members in a dialogue to foster improvement in those cases where
corporate governance practices are weak.

4. Promote the use of internationally-recognized financial reporting standards and
encourage investee companies to adopt or align their accounting principles and practices to such
standards.

5. Collaborate with other DFIs on an ongoing basis, and when appropriate with its partners,
to further advance the cause of good corporate governance.

* For more information please see http://www.ifc.org/ifcext/corporategovernance.nsf/Content/DFI_Statement.

However, the OECD Principles also go a step further with three
recommendations that the White Paper did not address:

1. “Institutional investors acting in a fiduciary capacity should
disclose how they manage material conflicts of interest that may
affect the exercise of key ownership rights regarding their
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investments” (Principle IL.F.2). This recommendation seems
particularly relevant in the Latin American context, as it notes that
conflicts of interest “are particularly acute when the fiduciary
institution is a subsidiary or an affiliate of another financial
institution, and especially an integrated financial group,” which is a
common occurrence in the region.

2. “Shareholders, including institutional shareholders, should be
allowed to consult with each other on issues concerning their
basic shareholder rights as defined in the Principles, subject to
exceptions to prevent abuse” (Principle II.G). The OECD
Principles’ annotations state that shareholders by themselves may
have too small a stake in the company to warrant the cost of taking
action or monitoring performance. Even if they do invest resources
in such activities, others would also gain without having contributed
(i.e., the “free riders” gain the benefits). Institutional investors may
have policies of investment diversification in order to spread risk,
increasing the likelihood that at an individual level, costs of playing
an active role will be too high. The OECD Principles suggest that
“To overcome this asymmetry, institutional investors should be
allowed, and even encouraged, to co-operate and co-ordinate their
actions in nominating and electing board members, placing
proposals on the agenda and holding discussions directly with a
company in order to improve its corporate governance. More
generally, shareholders should be allowed to communicate with
each other without having to comply with the formalities of proxy
solicitation.” The OECD Principles also warn, however, that co-
operation among investors could be used to manipulate markets and
to obtain control over a company while circumventing takeover
regulations or competition law. In this respect it notes that some
countries limit or prohibit institutional investor co-operation, or
closely monitor shareholder agreements. Yet, it is suggested that “if
co-operation does not involve issues of corporate control or conflict
with concerns about market efficiency and fairness, the benefits of
more effective ownership may still be obtained. Necessary
disclosure of co-operation among investors, institutional or
otherwise, may have to be accompanied by provisions which
prevent trading for a period so as to avoid the possibility of market
manipulation.”

3. “The corporate governance framework should be
complemented by an effective approach that addresses and
promotes the provision of analysis or advice by analysts,
brokers, rating agencies and others, that is relevant to decisions
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by investors, free from material conflicts of interest that might
compromise the integrity of their analysis or advice” (Principle
V.F). The Principle’s annotations note that while these
intermediaries can play an important role in providing incentives for
company boards to follow good governance practices, concerns
have arisen in response to evidence that conflicts of interest often
arise and may affect judgement. “This could be the case when the
provider of advice is also seeking to provide other services to the
company in question, or where the provider has a direct material
interest in the company or its competitors.” The annotations suggest
that experience in other areas has shown that the preferred solution
is to demand full disclosure of conflicts of interest and how the
entity is choosing to manage them, including disclosure about how
the entity is structuring the incentives of its employees in order to
eliminate the potential conflict of interest.

The Recommendations contained in Chapters 3 and 4 of Strengthening
Latin American Corporate Governance: the Role of Institutional Investors
integrate the above recommendations from the Roundtable’s 2003 White
Paper and OECD Principles as policies and practices that already have
obtained broad international consensus. However, this publication also aims
to go further, by taking into account both Latin American and global best
practice experience, and recommendations from a range of institutional
investors that have a reputation for promoting active and informed
ownership.

On a global level, this includes the examples of the California Public
Employees’ Retirement System (CalPERS) and the Teachers Insurance and
Annuity Association - College Retirement Equities Fund (TIAA-CREF),
which have recognized their role as long-term investors and active owners in
their portfolio companies, and assumed a responsibility for monitoring the
activities and promoting best practices therein. CalPERS has issued its
“Core Principles of Accountable Corporate Governance,” covering several
subjects from board independence and processes to audit integrity. These
principles call for a one-share one-vote policy and for the adoption of a
corporate governance code in each of the markets in which they invest.
TIIA-CREEF issued its “Policy Statement on Corporate Governance” along
with a set of “Proxy Voting Guidelines.”

CalPERS and TIIA-CREF recognize that there is not a one-size-fits-all
approach to the exercise of ownership rights and that each voting decision
has to be considered separately within its context. However, these
documents provide a set of benchmarks and principles that guide both
funds’ investment and ownership decisions and can give a detailed
description of how they will most likely vote on a several range of issues.
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Drawing upon its Principles, CalPERS has publicly issued a “black list” of
companies considered to be underperforming in the market, aiming to exert
pressure to promote corporate change and increase their share value.

Likewise, the International Corporate Governance Network (ICGN)
approved a “Statement of Principles on Institutional Shareholder
Responsibilities” in 2007. ICGN brings together some of the largest
institutional shareholders — its members are estimated to hold assets
exceeding $10 trillion. The Statement sets out the ICGN’s view of the
responsibilities of institutional shareholders both in relation to their external
role as owners of company equity, and also in relation to their internal
governance. The Statement also claims that “Institutions that comply with
the enlarged principles will have both a stronger claim to the trust of their
end beneficiaries and to the exercising of the rights of equity ownership on
their behalf.”

The United Nations Principles for Responsible Investment (UNPRI)’ is
an initiative supported by more than 800 investment institutions from 45
countries with aggregate assets under management of US$22 trillion. It
features voluntary guidelines for investment firms to address environmental,
social and governance (ESG) issues based on six principles:

e Incorporate  ESG  considerations into their investment
considerations;

e Adopt an active ownership policy;

e Encourage investee companies to disclose more on ESG;
e Get together as a group and promote UNPRI;

e Recognise the power of investor collaboration;

e Report on activities.

Another example of institutional investor self-regulation is in the UK,
where the Institutional Shareholders’ Committee published its Code on the
Responsibilities of Institutional Investors in 2009, which with some
adjustments served as the basis for the UK Stewardship Code, issued by the
UK Financial Reporting Council in July 2010.

The UK Stewardship Code aims to “enhance the quality of engagement
between institutional investors and companies to help improve long-term
returns to shareholders and the efficient exercise of governance
responsibilities by setting out good practice on engagement with investee
companies to which the FRC believes institutional investors should aspire.”3
It encourages investment firms to voluntarily disclose on their Web sites
how they are addressing recommendations in the code, including to: set out
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their policy on how they will discharge their responsibilities; monitor the
performance of, and establish, where necessary, a regular dialogue with
investee companies; intervene where necessary; evaluate the impact of their
engagement; and report back to clients/beneficial owners. The Financial
Reporting Council report on the Code noted that the financial crisis has
launched a wider debate in Europe on whether institutional investors should
be required to disclose their policies through comply-or-explain reporting
mechanisms.

A number of other countries and organizations have issued statements to
promote an active role for IIs to adopt and promote good corporate
governance practices in their investee companies, including the Australian
Council of Superannuation Investors’ guidelines on good practice, German
Corporate Governance Code for Asset Management Companies, Pension
Fund Association Corporate Governance Principles (Japan), Eumedion
Corporate Governance Handbook (the Netherlands), Council of Institutional
Investors’ Corporate Governance Policies (US), etc. An attempt has been
made to incorporate aspects of this experience into the recommendations of
this report. More specific experience from Latin American institutional
investors is addressed in the next chapter.

Notes
1. See “Corporate Governance and the Financial Crisis: Conclusions and
Emerging Good Practices to Enhance Implementation of the Principles”
page 28, OECD, 2010, available at www.oecd.org/daf/corporateaffairs.
2. For more information, see
http://www.unpri.org/.
3. For more information, see

http://www.frc.org.uk/corporate/investorgovernance.cfm.
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Chapter 2

The Latin American context: market
and institutional investor characteristics

Chapter 2 reviews Latin American market and institutional investor (II)
characteristics to establish the context for their role in corporate governance. It
traces economic and capital market developments in Latin America over the last
decade, describing the size, liquidity and growth of Latin America’s largest market
economies, and their relatively low levels (with the exception of Brazil) in
comparison to more developed OECD countries and many other emerging markets.
The chapter also describes the dominant role played by pension funds among IlIs in
many Latin American countries, and the constraints and incentives they face in
investing in listed companies. The chapter then describes specific legal and
regulatory approaches taken in different Latin American countries to encourage and
enable IIs to responsibly exercise their ownership rights and promote good corporate
governance in the companies they invest in, along with market, regulatory and
cultural barriers for IIs to play that role.
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2.1. Economic and capital market developments in Latin America

This report was developed during a period of financial and equity
market turmoil in which markets were extremely volatile. Stock market
indexes dropped sharply all over the world beginning in the second half of
2008, including in Latin America. While there has been a strong recovery in
share values during 2009, the IPO market in Latin America remained weak
relative to the middle part of the decade. Pension fund and other investment
fund holdings experienced a corresponding drop in value during the
downturn, generating some pressure to move assets from equity funds to
more conservative investment strategies such as investment in bonds and
other government debt instruments. There may also be increased pressure to
impose regulatory restrictions aimed at minimizing the risk of such losses in
the future.

Earlier data collected for this review through 2007 provided a picture of
steady and stable growth in Latin America over a five-year period.
Different countries’ markets have grown at different speeds, with some like
Argentina relatively stagnant, and others, particularly Brazil, but also Chile,
Colombia, Mexico and Peru, showing sizeable recent increases. Although
these data do not fully reflect most recent and substantial losses in the
market and the subsequent rebound, it nevertheless provides good insight
into the overall market structure and characteristics of key Latin American
countries, and the role of different types of institutional investors in Latin
American equity markets.

Most stock markets had been expanding faster than their overall
economies’ Gross Domestic Product (GDP) during this decade through 2007
(Table 1 below), and experienced a considerable drop in 2008. Brazil’s
market has been the most dynamic Latin American equities market, though
it too has slowed sharply, In 2009, BM&FBOVESPA reported 15 new
listings and 4 new listings in 2008, against 64 in 2007, 26 in 2006, 9 in 2005
and 7 in 2004 . By value, the total volume of stock issues' increased from
US$10.9 billion in 2005 to US$16.2 billion in 2006, reaching US$41.9
billion by 2007. This figure dropped to US$25.7 billion for 2008 but
jumped in 2009 to US$41 billion.

While Brazil and Mexico, the first and second largest economies in the
region, have the correspondingly two largest stock markets, Chile had the
highest market capitalization ratio as a percentage of GDP - 124% as
of 2007, which fell to around 80% in 2008. The Chilean market size to
GDP is well above Latin American standards, and comparable to those of
the most developed markets in the world.
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Figure 2.1. Market capitalization as % of GDP for selected Latin American countries
(2000-2008)
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Source: Stock Market's Significance in the National Economy, World Federation of Exchanges.

Although the overall growth in these countries’ stock markets was
positive in the period leading up to the financial crisis, there remains an
important concern, exacerbated to some extent by the crisis, that, apart from
Brazil, the markets have not developed sufficient levels of liquidity to
sustain a healthy market for investors, including institutional investors.
Table 2.1 provides a wider set of indicators against which to assess recent
activity in the market, in which the dramatic drop in share values during
2008 both in Latin America and elsewhere clearly appears, while there has
been limited IPO activity in most markets.

Market liquidity in Latin America is relatively low in comparison to
more developed OECD as well as many emerging markets. For example, in
2009, value traded as a percentage of GDP was far higher in Thailand (71%)
and Turkey (128%) than the 47% rate of even the leading Latin American
country, Brazil. Latin America also fared far less well in comparison to
OECD countries such as Spain (104%), the UK (84%), and the US (280%).
These percentages rose significantly among all countries in 2008 following
the financial crisis, when trading volume increased dramatically, but again,
as evident in Table 2 above, value traded in all Latin American countries
except Brazil was substantially lower than in most other countries shown in
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the table. High ownership concentration and low liquidity leaves IIs with
relatively tight investment options in terms of number of companies in the
market and amount and class of stock to invest in. In addition, the scope of
companies in which the regulator allows Pension Fund Administrators
(PFAs) to invest is even narrower. This limits competition among
institutional investors for companies to invest in, often leading to portfolio
replication among pension funds, reduces the opportunities for exit from the
investment, and increases the vulnerability to financial downturns. Hence,
long-term IIs such as PFAs have heavily oriented their portfolios towards
government and corporate debt, since bond markets have also been
“complacent” in terms of performance.

Table 2.1. Domestic market cap, value of local shares traded,
number of local listed companies and IPOs

Market Cap Market Cap Value Value Listed Change in
Traded TriZe:f as corggggies nulrigtt):(; of
L(JZS(%S)n L(st&g L(JZS(%S; Market companies
Cap 2009 compared to
2008
Argentina 457 39.8 1.5 3.28% 101 -11.0
Brazil 1337.2 592 623.3 46.61% 377 -6.0
Chile 230.7 131.8 38.1 16.51% 232 -3.0
Colombia 137.3 87.7 18.6 13.55% 87 0.0
Mexico 352. 234 745 21.16% 125 0.0
Peru 7.7 37.9 3.4 4.74% 195 -6.0
Australia 1262. 683.9 889.3 70.47% 1882 -42.0
India 1306.5 647.2 263.3 20.15% 4955 34.0
Spain 14345 948.3 1502.6 104.75% 3435 -101.0
Thailand 176.9 103.1 126.1 71.28% 535 10.0
Turkey 234. 118.3 301.1 128.68% 315 2.0
UK 2796.4 1868.1 2342.8 83.78% 2179 -236.0
usa 15077.4 11 458.0 42 209.9 279.95% 4401 126.0

a) Aggregated data from NASDAQ and NYSE.
Source: World Federation of Exchanges and Iberoamerican Federation of Stock-Exchanges.
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Additional weaknesses or vulnerabilities in the functioning of Latin
American markets have been identified in relation to the overall market
infrastructure. With relatively few listed companies and low liquidity, there
is less of a market willingness to pay for corporate governance services,
such as proxy voting services and rating agency services that take corporate
governance into account as part of their criteria for rating companies. At the
same time, in more developed markets, rating agencies have become a target
of criticism in some cases for having conflicts of interest related to
providing separate consulting services to companies at the same time as they
are rating them. This has resulted in stronger calls for measures to be taken
to ensure or require that such services disclose their ownership interests, any
potential conflicts of interest they may have, and how they are addressing
them. In Latin America, because there is relatively little market demand for
these services, most regulators have not yet focused on and set up
requirements aimed at minimizing such conflicts of interest in their
practices.

2.2. Characteristics of institutional investors in Latin American markets

Despite these limits on investment opportunities and other weaknesses
in the development of capital markets in Latin America, institutional
investors have no doubt been playing a role in stock market growth, as the
largest and most influential minority shareholders in many listed companies.
The White Paper noted the particular importance of pension funds in Latin
America in its chapter on key regional characteristics:

“The one set of domestic institutional investors that typically carries
the most weight in the region is privately managed pension funds.
The degree to which pension fund managers view promoting
transparency and corporate governance as part of their mandate to
maximise return for their clients will be an important determinant of
the pace of improvements in the coming years. But the interest of
fund managers in maximising returns for investors cannot be taken
as a given. Whether an individual fund manager takes an active
interest in the good performance of individual investee companies
depends on the set of incentives the fund manager faces, including
the regulatory framework and the character and efficiency of the
funds’ own governance. Pension fund governance and accountability
therefore remains an important public policy priority for the region.”

Indeed, pension system reforms starting with Chile in 1981 and
continuing in the 1990s with many other Latin American countries, moving
from a pay-as-you-go to an individual account system, have provided an
important contribution to growing pools of domestic investment. Pension
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fund assets under management in the region have grown by an average of 16
percent annually since 1999, reaching US$390 billion by the end of 2006.%
These funds are the most dominant institutional investors in the market in
many Latin American countries (Figure 2.2 below). Brazil is the strongest
exception, where mutual funds make up a much bigger share, and to a lesser
extent in Colombia.

Figure 2.2. Assets managed by PFAs and mutual funds
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AArgentina: Pension fund data provided by the Argentinean Securities Regulator (CNV) for December 2009.
AMMexico: Mutual fund data as of September 2009.

*Peru: Mutual funds figures are based on CONASEYV statistics for December 2009 (at exchange rate 31/12/2009).
**Colombia: “Mutual funds” figures based on 2007 figures provided by the Superfinanciera (only include trust

funds).

PFAs data source: International Association of Pension Fund Supervision Organs, AIOS- June 2009. Brazil figures

for Dec. 2009 provided by IBGC.
Mutual funds data source: 2009 Investment Company Factbook, ICI (www.ici.org).

Differing legal and regulatory frameworks also have an important
influence on the activities of different institutional investors. To ensure risk
diversification and guard against the effects of potential economic
downturns, Latin American pension funds face regulatory limits on how
much of their funds can be invested in stocks (in contrast to the US and UK,
where such limits are not established — see Table 2.2 below). Some
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countries report variable limits on the amounts that can be invested in
stocks, with maximum percentages differing depending on the risk strategies
of different funds (e.g., “conservative” vs. “aggressive”). At the same time,
there tend to be even stricter limits on investment in foreign securities, due
to a public policy objective of having these domestic funds directly support
the domestic economy.

Table 2.2. PFAs portfolio ceilings by main asset classes
in Latin American and OECD countries

Government Financial Stocks Corporate Investment Foreign
securities institutions bonds funds securities

Argentina 80 % 40 % 50 % 40 % 20 % 10 %
Brazil No limit 20%-80%  35%-50% 20 %-80 % 20 %-80 % 10 %
Chile 40 %-80 % 40%-80%  0%80% 30 %60 % 0 %-40 % 40 %
Colombia 50 % 30% 40 % 30% 5% 40 %
Mexico None 10 % 15 % 5 %-No limit - 20 %
Peru 30 % 40 % 10% - 80% 40 % 15 % 10.5 %
UK No limit No limit No limit No limit No limit No limit
United States No limit No limit No limit No limit No limit No limit

Source: OECD, 2008 and country reports.

Limits on investments in foreign securities and low liquidity in Latin
American markets has contributed to what the Chileans and Brazilians call
the “manada” effect, which means that pension fund managers end up
structuring almost identical portfolios due to limited supply of stocks in the
national market as well as investment limits set by the regulator. Pension
fund managers tend to replicate the “average” portfolio, which is often based
on following the practices of one or more of the largest pension fund
managers. In Chile and Peru, this effect is also caused by a requirement of
minimum return that has induced pension funds to choose similar portfolios.

Within this framework of limits, a significant share of pension fund
portfolios is being invested in equity markets, with Peru leading all Latin
American countries at 30%, and Mexico on the opposite end of the scale
with about 5. 3% of their pension funds invested in local equities. While
government bonds are in several cases the largest form of pension fund
investment, equities are often the second biggest category (See Figure 2.3
below).
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Figure 2.3. Portfolio composition of PFAs (2009)*
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Data on mutual fund investment portfolios and percentages invested
in equities was not available in all countries, but Mexico reported US$10.5
billion (14 percent) of its US$75 billion was invested in equities, while
about 19 percent of Brazil’s US$615 billion in mutual funds was invested in
equity. In Argentina, where mutual funds may invest up 25 percent of their
assets in foreign equities, the use of CEDEARSs (Certificados de Depdsito
Argentino) and international agreements (e.g., those of Mercosur) allow
investments through such instruments and in such markets to be considered
as investments in domestic equities. As a result, many mutual funds tend to
invest in Brazilian companies (while Brazilian mutual funds invest far lower
percentages of their portfolios in their own countries’ equity).

This publication does not provide comparable data on the size of other
institutional investors, such as insurance funds, financial institutions, and
private equity, because for the most part their influence on corporate
governance of listed companies is much less important, as their investment
in equity markets tends to be much smaller than those of mutual funds and
especially pension funds.

A notable exception mentioned in the country reports concerns the
growing role of private equity in Mexico and Brazil, of particular
relevance in helping to prepare privately held companies to adopt measures,
including corporate governance improvements. In Brazil, private equity
investments, in some cases concentrated on bringing privately held
companies to the market through improvements in corporate governance,
had grown from US$5.6 billion at the end of 2004 to US$16.7 billion as of
July 2007. In Mexico, private equity investments rose from USDS$1 billion
in the year 2000 to USD$8 billion as of 2007. Overall, however, these
amounts remain quite small in comparison to the size of mutual and pension
fund investments in Latin American companies.

In addition, Roundtable participants from Argentina and other smaller,
less liquid markets such as in Central America suggested a potential for
banks to play a larger and complementary role to other institutional
investors in influencing corporate governance through their review of
corporate governance practices as part of their lending processes. The role
of financial institutions in Latin America and their impact on corporate
governance is attracting growing attention in the region, including as an
issue discussed at the 2009 meeting of the Roundtable. However, given the
predominant role of pension and mutual funds among institutional investors
in Latin America, this report has chosen to concentrate mainly on these two
types of investors in its analysis and recommendations.

An additional issue of growing prominence in Latin America relates to
the role of the state — for example as owners of sovereign wealth funds,

STRENGTHENING LATIN AMERICAN CORPORATE GOVERNANCE: THE ROLE OF INSTITUTIONAL INVESTORS © OECD 2011



36 - 2. THE LATIN AMERICAN CONTEXT: MARKET AND INSTITUTIONAL INVESTOR CHARACTERISTICS

pension funds and state-owned enterprises, and the state’s influence on
corporate governance through these different potential channels for
investment. The OECD’s Guidelines on Corporate Governance of State-
Owned Enterprises provide relevant guidance in this regard, but the subject
is a complex one that merits further attention. The Roundtable may wish to
consider giving additional follow-up attention to both the role of financial
institutions and the role of the state in corporate governance, since these
issues could not be addressed within the scope of this report.

2.3. Overcoming barriers to positive II influence on corporate
governance in Latin America

Latin American countries have taken differing legal and regulatory
approaches to the question of how best to encourage and enable IIs to
responsibly exercise their ownership rights and promote good corporate
governance in the companies in which they invest. But there remain many
market, regulatory and cultural barriers for IIs to play that role. A quick
overview of some of the highlights of these legal approaches is provided
below along with cross-references to the relevant recommendations
contained in the following chapter of this publication.

2.3.1. Relaxing regulatory limits on investment in equity

Countries of the region have different regulatory limits set on the
amounts that pension funds may invest in equities, as shown in Table 4
above. These limits generally reflect the regulator’s views on prudential
regulation of the industry and their interest to limit unnecessary risk-taking
for the benefit of the funds’ beneficiaries, the desire to protect and
encourage the development of local capital markets and to take account of
the level of sophistication of the funds to make investment decisions outside
such parameters.

On average, pension funds are allowed to invest up to 50% of their
funds in stock of companies (Chile and Peru provide for a threshold of up to
80%, whereas the limits to invest in foreign stocks are generally much lower
— on average 10% (Chile and Colombia provide for a threshold of up to
40%). In short, the regulator directs the pension funds to invest in more
conservative instruments, which in some cases may limit the extent to which
funds can distinguish companies with better corporate governance and
invest in them at higher levels to reward them for their better practices.

Within the framework of such limits, the approach taken in Brazil has
sought to establish incentives for pension funds to reward good governance
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by establishing variable limits on investments in equity. Brazilian regulators
allow PFAs to invest up to 50% of their portfolio in equities from the three
corporate governance listing segments of the stock market, the Novo
Mercado, on which companies are required to commit to higher than legally-
required standards of corporate governance. These PFAs may only invest
up to 35% of their portfolios in the regular market segment. However, the
overall share of pension fund investment in equities was only about 20% on
average (including foreign equities) in 2007, well short of either the 35% or
50% limits, making it unclear whether such incentives are having an impact
in practice. This suggests that as a general rule, regulatory limits on equity
investment need to be regularly reviewed with a consideration of practical
market realities and whether such limits are achieving their intended
purposes. Nevertheless, it remains clear that the corporate governance listing
segments provide an important signal of higher corporate governance
commitments to which investors are responding. Indeed, companies in
Novo Mercado’s corporate governance listing segments had outperformed
those liSSted in other market segments by 25% in terms of share value as
of 2007.

Lacking a Novo Mercado-style corporate governance benchmark which
enables companies to make binding commitments to higher than legal
standards, other countries have not followed suit with such incentives for
PFAs to invest in better governed companies.

The most restrictive approach to prudential regulation among the six
countries reviewed was found in Mexico, where pension funds were not
permitted to invest in individual listed companies until recently. Before new
regulations were issued in 2009, the only option for pension funds to invest
in equity was through instruments which replicate selected share indexes. A
new regulation issued in July 2009 by CNBV, the Mexican securities
regulator, allowed for the establishment of new investment trust funds,
called Development Capital Certificates (DCCs), regulated by the CNBYV,
which can invest in individual companies which may be either private or
publicly-traded. Pension funds are allowed to invest up to 10 percent of
their portfolios in DCCs, providing them with a means for differentiating
between well-governed and less well-governed companies. Although the
DCCs were established primarily as a way to raise capital for infrastructure
projects, this new initiative does provide an instrument for institutional
investors that potentially could be used to target some of their resources
directly towards better-governed companies. In February 2010, the Mexican
Pension Fund Regulator (CONSAR) issued a new regulation which allows
PFAs to invest directly in equity with a ceiling of 35% of their portfolio for
the highest risk funds.
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2.3.2. Requirements for active ownership

On the other hand, a number of countries, including Chile, Colombia
and Peru, have taken a more direct regulatory approach to imposing
requirements on pension funds to take actions aimed at promoting their role
as active and informed owners.

Peru, whose pension funds have invested the highest proportion of their
portfolios in equities of any Latin American country, seeks to promote
active pension funds by defining their fiduciary duties to require activism
(see also Section 3.5). According to Peru’s country report, the law requires
that its PFAs (known as AFPs because of their acronym in Spanish)
“appoint representatives of the funds, which must exercise the rights (and
comply with the duties) that are attached to the securities held in the
portfolios of the funds... [R]epresentatives of the funds will defend the
rights of the funds with independence of the interests of the AFPs, will
comply with corporate governance practices and promote their adoption by
the investee companies... [R]epresentatives of the funds must voice their
points of view on the topics that are discussed, cast their votes and see that it
is reflected in the minutes. They must report to the AFP on the result of
their endeavours... In the election of members of the board, the
representatives are forbidden to vote for candidates that are shareholders,
directors, managers or workers of an AFP*... Resolution 680 of the
SBS...[requires PFAs] to invest in those companies and funds that follow
good corporate principles. They have to promote good corporate
governance in those companies and good investment practices... No rules
require disclosure of their policies and practices regarding corporate
governance of the companies in which they invest.”

A key factor behind these IIs’ steps to actively exercise their ownership
rights is a recognition that many pension funds in Latin America have a
significant social purpose and a duty to protect the interests of the people in
the country, particularly those who contribute to the system. This
recognition also drives pension funds to take a particular interest in
improving their domestic markets and economies to fulfil that social
function (through limitations on investments in foreign debt and equity).
However, this role of pension funds should not underestimate the
responsibility of IIs to maximize in a safe way the returns to their
beneficiaries, which in some cases may come from foreign investments,
rather than only focusing on the domestic market. With considerable
evidence (not least that within Latin America itself) that improved corporate
governance significantly enhances the performance and the value of
companies, the focus of pension funds and other IIs on corporate governance
improvements in their portfolio companies can reasonably be expected to
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deliver better results for both their beneficiaries and the respective host
countries.

Chile has also taken a step to mandate active ownership by requiring its
pension funds to vote on all matters in the shareholders’ meetings (see also
Section 3.5). While this has ensured that Chilean institutional investors play
an active role, some analysts have noted a potential weakness in the law in
that IIs can have other conflicts of interest. For example, an II's controlling
shareholder could be involved in a takeover bid or in acquiring a significant
stake in a company in which the II holds shares, and could seek the pension
fund’s support in agreeing that shares be offered at a low price, even though
the pension fund’s affiliates have an interest in obtaining as high a price for
shares as possible. In Chile, a pension fund could not abstain in such a case.

Colombia adopted a new approach in 2007, requiring that pension funds
specifically take into account corporate governance in their investment
analysis and decisions, and to disclose the importance that they place on
corporate governance in their investment decision process (see also Section
3.2). This approach was facilitated by Colombia’s recent adoption of a
national corporate governance code and a requirement that all companies
issue detailed annual corporate governance reports disclosing whether they
are complying with the code’s measures and explaining how they do it,
while an explanation is voluntary in cases of non-compliance with code
provisions. Similar to pension funds, the regulatory framework in Colombia
through Circular 54 requires that managers of mutual funds consider within
their investment policies the relevant corporate governance regulations, in
particular the adoption of the national code by the corresponding issuers.

Argentina’s approach to pension fund influence on company
governance has been transformed by the nationalization of its pension
system beginning in January 2009 (see Sections 3.8 and 3.10). Privately
managed pension funds, which invested approximately 15 percent of their
funds in Argentina’s equity market, were transferred under state
management. Argentina’s publicly-owned pension fund system, the so-
called Sistema Integrado de Pensiones Argentino (SIPA), established a
Council of the Fondo de Garantia de Sustentabilidad to monitor its financial
resources. The Council is composed of a representative from the Social
Security Administration (ANSES), one from the Chief’s Cabinet Office, two
from the retirees, three from the workers, two from business associations,
two from banking associations, and two from the National Congress. A
separate Congressional oversight commission has also been established, and
the Fund is also subject to internal audit, control and oversight by a range of
other internal government and Congressional audit and oversight bodies.
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2.3.3. Enabling IIs to participate and vote in shareholder meetings

Another barrier to IIs responsibly exercising their ownership rights is the
lack of laws and regulations enabling IIs to exercise their voting rights in
practice. In particular, in country task force discussions held in Brazil and
Chile, one of the key concerns raised by investors was the need to facilitate
participation of shareholders in general meetings, either through streamlined
proxy voting procedures or direct participation. Brazil’s regulator, CVM,
recently reviewed requirements to try to facilitate the use of proxy voting
and other forms of shareholder participation by clarifying that a shareholder
who wishes to delegate his voting powers to other authorized representatives
is not required by law to have the authorization document with his signature
notarized (see Section 3.5). In December 2009, CVM issued Instruction 481
which provides a new framework of the disclosure of information and
documentation related to shareholder meetings and seeks to increase and
regulate investor participation. “Online General Meetings”, a website
through which shareholders can participate in the meetings of their investees
without physically attending them, announced in September 2010 that
already 12 companies in Brazil had agreed to use this innovative system to
allow for remote voting in Annual General Meetings. Foreign shareholders,
investment funds and shareholders are expected to benefit, since it will be
easier and quicker to establish powers of attorney in favour of local
representatives, making it easier to be represented at distant locations.

In addition, CVM’s proposals, implemented at the beginning of 2010,
also provide for the use of blogs, web sites and on-line broadcasts of
shareholders’ meetings. While these are new measures and it is too early to
know how widely Brazilian companies will adopt these practices, they
represent important steps to facilitate shareholder participation, and several
companies have already shown interest in adopting some of these measures.

2.3.4. Co-ordination of minority shareholder support for better
governance

Low liquidity and scarcity of investible shares have caused long-term
investors, especially pension funds, to have similar portfolios and therefore
to own shares in the same companies. While this similarity of portfolios has
the drawback of failing to provide pension beneficiaries with a range of
choices and a competitive market from which to choose a pension plan, the
reality of having relatively few listed companies to invest in also presents an
opportunity for pension funds to have a greater impact as minority
shareholders, by co-ordinating and pooling their votes to pursue common
goals.
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The OECD Principles’ annotations state that shareholders should be
allowed, and even encouraged, to consult with each other, subject to
exceptions to prevent abuse. The aim of this recommendation is to facilitate
the exercise of shareholder rights by reducing the costs and increasing the
effectiveness of shareholder intervention, partly resolving the “free rider”
problem. However, many OECD countries have tended to focus on several
issues where the potential for abuse could be a concern, imposing disclosure
requirements in relation to co-operation when the co-operation relates to
acquiring, holding, voting or disposing of a company’s securities. This may
relate particularly to takeover bids, tender offers, disclosure requirements
triggered by crossing of thresholds related to significant holdings, insider
dealing and insider reporting.

In the Latin American context, such concerns remain important to
address, particularly for institutional investors who may be acting in concert
to assume control. In the majority of cases, however, control is well
established by a dominant shareholder or controlling group, and institutional
investor co-operation is considered desirable from the perspective of
influencing corporate governance improvements, including in particular the
election of board members by minority shareholders as a counterbalancing
interest to controlling shareholders. Particularly in the case of pension
funds, for which investment limits generally preclude taking of ownership
control, the concern about circumventing takeover regulations would seem
to be less significant. The active and coordinated actions taken by Peru’s
and Chile’s pension funds in electing board members are a positive example
of these types of actions.

Another approach to coordination, more focused on ensuring that
minority shareholder rights are respected more generally, occurs in Brazil,
led by the Capital Markets Investors Association (AMEC), a body made up
of representatives of several independent portfolio management companies
as well as those linked to financial institutions (see Section 4.3). AMEC
was established in order to represent the interests of fund investors as
minority shareholders. They have kept a close eye on market transactions
and, for example, requested information from the boards and investor
relations department of numerous listed companies.

2.3.5. Developing clear governance benchmarks

A common concern identified by many of the country task forces was
the lack of an objective benchmark, rating system or platform under which
better-governed companies can make clear their higher standards to obtain a
competitive advantage over less well-governed companies, in order to be
rewarded by the market. The special corporate governance listing segments
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of BM&FBovespa have emerged as the most successful objective corporate
governance standard of the region. Companies voluntarily choose to list in
the corporate governance segments and therefore comply with higher
governance standards than those prescribed by law, which is giving them
higher market value, since investors are willing to pay a premium for better
governed firms. The corporate governance listing segments accounted for
approximately 64% of the total market capitalization in BM&FBovespa as
of October 2009. Likewise, virtually all IPOs in Brazil are listings in one of
the three corporate governance segments.

Voluntary codes of corporate governance applied through a regulatory-
mandated comply or explain mechanism also have the potential to become
an objective standard by which IIs could take into account governance
considerations. Colombia, whose regulator recently decided to strengthen
disclosure requirements concerning compliance with its voluntary corporate
governance code is notable to watch because of its corresponding
requirement that pension funds take company corporate governance into
account in their investment decisions. Currently, these types of codes exist
in several other Latin American countries as well (Argentina, Panama, Peru
and Mexico) with varying degrees of disclosure required. Chile has no
disclosure requirements in relation to its voluntary corporate governance
code. Enforceability has been a main issue, since the codes are voluntary
and the degree of disclosure that occurs can be quite uneven, making it
difficult for investors to have a good basis for comparison and to actually
pay a premium on those companies implementing the code’s
recommendations.

2.3.6. Promoting successful practices to overcome cultural
resistance

In some of the countries of the region, active ownership is perceived by
IIs as a risk for potential claims from beneficiaries and investors, since they
might blame such activist strategies in the event that equity investments do
not deliver sufficient returns. In this sense, some II managers prefer to
refrain from interfering with a portfolio company’s management or board, or
even to vote in the shareholders meetings, reinforcing a culture of passive
ownership. Likewise, the sanctions that may result from PFA
mismanagement may sometimes deter managers from having a larger equity
portfolio, and encourage them to rely on “complacent” fixed-income
instruments with lower risk of default such as government bonds. However,
within a competitive market for pension fund plans, this practice could be
countered to some extent by clear disclosure to pension fund beneficiaries
about the real performance and risks associated with their retirement
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savings. In this respect, investor education on the benefits of good corporate
governance as a contribution to higher share value and reduced risk could
also be helpful in overcoming passive investor behaviour.

Notes

1. Capital increases in BM&FBOVESPA (Sao Paulo Stock-Exchange) from
both initial and secondary public offerings.

2. See the Latin American Economic Outlook, Chapter 2, “Pension Reform,
Capital Markets and Corporate Governance,” published by the OECD
Development Centre.

3. Guerra, Sandra, “Brazil, the Virtuous Circle”; Governance, September
2007 - Issue 167.

4. Article 94, Regulation of The Unified Text of the Private Pension Fund
Law, enacted by Supreme Decree N° 004-98-EF, modified by, Article 2,
Supreme Decree N ° 182-2003-EF, 12-12-2003.
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Chapter 3

Recommendations to strengthen policy and good practices

Chapter 3 sets out policy and good practice recommendations and annotations for
policy-makers and regulators (in bold) and for the private sector (in italics) across
11 sub-topics: 1) Encouraging more active involvement of institutional investors
(IIs); 2) Distinguishing better governed companies for investment purposes;
3) Formalizing and disclosing II policies related to corporate governance of investee
companies; 4) Exercising ownership rights in portfolio companies; 5) Voting at
general meetings of shareholders; 6) Encouraging communication between IIs and
investee companies; 7) Encouraging communication among various IIs; 8) Improving
the functioning of boards of directors; 9) Strengthening the accountability of
management; and 10) Addressing II internal corporate governance issues; 11) Exiting
from the investment.

A note on the recommendations in Chapters 3 and 4:

The recommendations below distinguish between policy measures as the
text in bold indicates, and practical recommendations of what IIs (or
companies, when relevant) should/could do, indicated in italics.
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3.1. Policies and good practices to encourage more active involvement
of institutional investors (IIs) in promoting better governance

Institutional investors may more effectively and efficiently
contribute to improvements in corporate governance in Latin America
through actions on multiple levels: (i) by governments, legislators and
regulatory agencies (and in some cases, through stock exchange listing
requirements) on the policy level; (ii) by associations and other
collective organizations of IIs on the level of self-regulation; (iii) by
individual IIs on the level of their actual practices; and (iv) by
companies encouraging and enabling their investors, including Ils, to
act as responsible owners.

The recommendations below deal specifically with how IIs can better
and more actively promote governance practices in their investee companies
to create shareholder value. However, some of the required or recommended
actions are possible and cost-efficient to implement only if the proper legal,
regulatory and policy framework is in place. This requires attention from
policy-makers to introduce measures aimed at creating the right conditions
and incentives for IIs.

Most recommendations are general to all markets in the Latin American
region. However, considering peculiarities of each country such as the size
and relevant importance of different categories of IIs, the state of the legal
and regulatory framework and the history of IIs’ involvement in promoting
better corporate governance, this publication also provides some country-
specific recommendations. The country-specific framework will also
influence different reform priorities in each market.

Each country must determine what type of policy-level intervention
makes the most sense from its own perspective, whether using laws,
securities market regulations or acts of regulatory agencies for different
categories of IIs, or self-regulatory initiatives. The legal and regulatory
involvement should not merely impose additional requirements on IIs to
responsibly exercise their ownership rights, but also enable and
incentivize the IIs to efficiently do so. In doing so, the regulators should
weigh the costs and benefits involved in establishing higher standards,
seek to minimize costs of implementation so that the benefits to be
achieved through adoption of such standards outweigh the costs. There
is an active debate in emerging markets on this issue, with some of the
more successful market experiences suggesting that higher standards
can attract greater investment, increasing the incentives for companies
to list. However, if the new requirements and standards become too
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costly to implement, without perception of corresponding benefits, IIs
and the investee companies may be discouraged from improving their
corporate governance.

Every country in the region needs to define for itself what role the
policy framework should play to contribute to corporate governance
improvements in their companies and markets in general. The policy
framework should take into account such factors as how advanced the legal
and regulatory framework is in the country, how stringent the enforcement
practices are, the existence and the market share of the IIs in the economy,
and the level of corporate governance and capital market development. A
legal and regulatory framework characterized by better enforcement
practices, the existence of a relatively large and established IIs’ industry and
active market in general in the given country will likely lead policy-makers
to focus at a minimum on eliminating any existing barriers to enable IIs to
play their proper role. Countries with a less developed framework for IIs’
activities may prompt policy-makers to concentrate their efforts on not only
eliminating the barriers but also considering relevant incentives to stimulate
the IIs to take initial steps toward activism in corporate governance, or even
possibly mandating certain actions by IlIs to responsibly exercise their rights.
Incentives may be in the form of tax incentives for longer-term investments
by IIs that take an active ownership approach; permitting that IIs invest
larger portions of their assets in companies with better governance;
developing enabling legislation/regulation to allow IIs and all other
shareholders to access the necessary information from potential investee
companies; or supporting initiatives to promote debate and educate all
relevant stakeholders on the role of IIs.

The sections below follow the typical path of investment decision-
making by IIs with the relevant policy, practical and country-specific
recommendations included. Country-specific policies and practices are cited
as relevant to contribute to a fuller understanding of the context for these
recommendations.

3.2. Distinguishing better-governed companies for investment purposes

Consistent with recommendations of the White Paper on Corporate
Governance in Latin America (Box 1.1, paras. 36-37, 39), legislators and
regulatory agencies in the region should take measures to create
reasonable conditions for Ils to efficiently include governance analysis
in their investment appraisal processes.

This report incorporates the recommendations of the White Paper
on Corporate Governance in Latin America (Box 1.1, para. 40)
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regarding the specific solutions that country regulators may devise to
encourage IIs whose portfolios are subject to regulatory limitations to
distinguish better-governed companies for investment, for example, by
restricting investment in companies that don’t meet minimum
standards of corporate governance, or by permitting proportionally
greater investment in companies that meet certain higher corporate
governance and disclosure requirements.

In Brazil, the regulatory framework facilitates the recognition by IIs of
better governance in particular through BM&FBovespa’s special corporate
governance segments of Levels 1 and 2 and the Novo Mercado, which
provide a means for companies to commit to higher than legally-required
standards of corporate governance.

In Peru, Resolution 680 of the Peruvian SBS requires pension fund
managers to invest in those companies and funds that follow good corporate
governance principles and mandates that pension funds promote good
corporate governance and investment practices in their investee companies.
Moreover, companies eligible to receive pension fund investment are
approved by the regulator based on the size and liquidity of the company.
Peru’s regulator may take measures to introduce additional objective
governance parameters for eligibility which may potentially broaden the
pool of investible companies.

Other things being equal, IlIs should identify and allocate larger
portions of their portfolios to companies with better corporate governance
to safeguard their investment and encourage improved corporate
governance in target companies, since better governance creates value for
all shareholders in the long term. To do this, evaluation of governance risks
and opportunities should be integrated into the IlIs’ overall due diligence
process and analysis of potential clients.

Such analysis, while helpful to sort out better investment choices and to
make less risky and arguably more profitable investments, is not always
economically justified for each II and in each investment. For some IIs, this
approach is a key part of their investment strategy and philosophy. For
others, this analysis may play a smaller role. In all cases, investors must look
at the full range of factors impacting on the potential success of their
investments. However, as a general rule, attention given to governance
before the investment is made improves the chances that the investment will
be successful and that the IIs are ready to address any governance demands
and opportunities that may appear during the life of the investment.

In Colombia, pension funds are required to evaluate the corporate
governance system of each issuer according to governance standards and to
explain how it has taken this evaluation into account in its investment
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process. Each fund manager has adopted its own criteria for evaluating the
investee company’s corporate governance and has incorporated it into its
models of investment analysis. The rating produced by the new model of
analysis is required to be taken into account in the evaluation of the risks of
the issuer and is assigned a specific weight at the time of allocating the
quota of investment. All fund managers have access to issuers’ corporate
governance answers from the Country Code Survey (Regulation 028/07).
However, this system could be further strengthened by establishing earlier
deadlines for submission and disclosure of reports to ensure that Ils have
timely access to them for shareholder meetings and investor decisions.
Additionally, some of them further analyze the potential client’s governance
based on internally developed criteria which most commonly include
identifying whether the issuer has codes of good governance, internal
control manuals and codes of conduct; and weighting the results of the
Country Code Survey in the following areas: General Meeting of
Shareholders, Board of Directors, information disclosure and dispute
resolution.

The ability of IIs to analyze the risks and opportunities associated
with corporate governance as part of their investment criteria in many
cases is limited due to a restrictive legal and regulatory framework, low
liquidity of securities of potential investee companies, and the capacity
of IlIs to efficiently carry out such analysis. Voluntary, ‘“comply or
explain” corporate governance codes and questionnaires in some
countries represent an attempt to increase corporate governance
information available to the market, but these efforts do not necessarily
provide a sufficient basis for IIs to assess corporate governance
practices of reporting companies. Nevertheless, legal and regulatory
frameworks in Latin America should provide IIs with flexibility in their
investment choices. Restrictive legislation may impede the possibility
for investors to make a distinction based inter alia on differences in
corporate governance quality levels in their investee companies.
Regulators should seek to eliminate unnecessary limits on investment
choices to allow IIs to reward better governed companies within the
boundaries of prudential regulation for Ils.

In countries where pension funds are relatively small, fragmented
and occupy a relatively small market share among other types of Ils,
the loosening of legal restrictions should be combined with measures
aimed at strengthening the prudential regulation of investment choices
and education to improve the pension funds’ capacity to analyze
governance risks and opportunities and commercial decisions more
generally.
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In Mexico, a recent regulatory change has expanded the investment
options available to pension funds. Since 2009, pension funds are allowed to
invest up to 10 percent of their portfolios in investment trust funds that can
invest in individual companies. More recently, in early 2010, the Mexican
pension fund regulator (CONSAR) allowed pension funds to invest directly
in shares of companies listed on the Mexican Stock Exchange (pertaining to
stock-exchange-vetted indexes). Currently, up to a ceiling of 35% can be
invested directly in shares of listed companies for higher-risk funds
available to the youngest segment of the population. For the most risk-
averse fund, direct investment in shares is prohibited. This allows pension
funds for the first time to directly target and reward individual companies
with good corporate governance practices.

While these measures provide welcome new flexibility, it will be
important to establish corresponding measures to ensure that the rights and
interests of the pension fund beneficiaries will be protected, for example, if
in the case of smaller pension funds there is a lack of capacity to fully
evaluate the risks associated with investment decisions at the individual
company level. Thus, the regulator may consider taking steps to increase the
funds’ capacity to analyze such investment choices.

Currently, private equity funds in Mexico tend to play a more active role
in promoting better governance in their investee companies. When analyzing
investment opportunities, these funds evaluate the management and Board
of potential investee companies. They normally acquire majority stakes and
nominate directors to the Boards, actively exercise ownership rights and
include them in their investment contracts and shareholder agreements. The
situation is similar in Brazil.

3.3. Formalizing and disclosing the policies of institutional investors
related to corporate governance of investee companies

Consistent with the OECD Principles of Corporate Governance and
recommendations of the White Paper on Corporate Governance in Latin
America (Box 1.1, para. 42), IIs should clearly formulate their policies
regarding corporate governance, including the policies and procedures they
have in place to take into consideration corporate governance of the
companies in which they invest. Such policies and the II’s compliance with
them should be communicated to the market and potential clients to ensure
transparency of the investors’ activities.

Transparency of an Il’s consideration of governance issues could be
supported by developing and approving a corporate governance code or
guidelines that define the specific investor’s views and expectations in terms
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of governance of their potential clients. Meeting these standards/guidelines
could also be the necessary pre-condition for the company to qualify for an
investment from the institutional investor. Moreover, such codes are a useful
general benchmark for companies wishing to improve their governance
practices. Co-ordination among institutional investors to endorse a common
code/guidelines may be useful in sending a stronger signal regarding
desirable corporate governance practices that the market will reward.

The policy framework should seek to protect institutional investors
from undue political influence regarding their investment decisions,
especially when IIs have formal policies dealing with corporate
governance of their potential clients. Such measures could include, for
example, restrictions against government officials serving on pension
fund boards. This will allow the IIs to consistently apply and not
compromise their own policies in their regular operations.

Some countries of the region have legally recognized national corporate
governance codes as a benchmark for disclosure, and mandated that IIs in
their investment processes consider the extent to which companies follow
these practices. This is the case for pension funds in Colombia and Peru.
However, Peru does not require IIs to disclose their governance policies for
investee companies. The regulator should ensure that investors disclose
how they apply their governance criteria in the investment process to
properly monitor compliance.

A number of Latin American pension funds in Brazil, Chile and Peru
have issued corporate governance codes/guidelines separate from national
voluntary codes that include a set of benchmarks and principles which
pension funds may refer to in determining their investment decisions and
their share voting policies.

In Chile, one of the largest pension fund managers, Cuprum, issued in
2006 a corporate governance statement aimed at guiding its investment and
voting decisions. This statement covers issues such as board composition,
role of the chairman, election of board members, rotation of board members,
conflicts of interest, role of board committees, information disclosure,
executive compensation, shareholder protection in cases of mergers and
acquisitions, and corporate social responsibility. This governance statement
was particularly important in the Chilean context because in Chile a
voluntary governance code was not issued until late 2007, by Chile’s
business-sponsored Corporate Governance Centre. In Brazil, three of the
largest pension funds, Previ, Petros and Funcef, have issued corporate
governance statements providing guidance to their investee companies.
Peru’s pension funds association, meanwhile, has developed a corporate
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governance handbook for the reference of its members and as guidance to
board directors.

Institutional investors should ensure that their investment, voting and
other policies on responsibly exercising their ownership rights are properly
and regularly evaluated and improved where needed. The results of such
evaluation and possible modifications in their relevant policies should be
disclosed to their existing and potential clients, as well as the IIs’
beneficiaries.

3.4. Exercising ownership rights in portfolio companies

Consistent with the OECD Principles of Corporate Governance and
recommendations of the White Paper on Corporate Governance in
Latin America (Box 1.1, para. 38), the legal and regulatory framework
in Latin America should ensure that the effective exercise of ownership
rights by institutional investors is facilitated.

IIs should responsibly exercise their ownership rights when investing
with a long-term perspective. Such ownership rights could be on multiple
levels — acting as a responsible shareholder, contributing to the
improvement of the functioning of Boards of Directors, strengthening the
accountability of the senior management, promoting information disclosure
and transparency, and encouraging the market in general to reward better-
governed and sanction poorly-governed companies.

3.5. Voting at general meetings of shareholders

The ability of IIs to attend the General Meetings of Shareholders
(GMS) and vote depends on the legal framework providing the
investors with the opportunity to receive the necessary notice, agenda
and other relevant information about the Meeting sufficiently in
advance to be able to make informed decisions on how to vote.
Consistent with recommendations of the White Paper on Corporate
Governance in Latin America (Box 1.1, para. 23), unnecessary
restrictions discouraging or preventing shareholders from voting should
be eliminated. Specifically, legislation should stipulate rules for
domestic and foreign IIs to be able to attend the GMS and vote through
proxy or by means of electronic communication (Internet). Eliminating
such barriers is especially important in the context of increased cross-
border voting.
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Requirements for notarization of proxies, while an important aspect of
ensuring that the delegation of voting powers is valid, nevertheless creates
obstacles for foreign investors to meaningfully participate in and vote at
GMS. The situation is further complicated by the fact that the actual voting
is often carried out by local custodians or other intermediaries that do not
always confirm with the relevant II that the delegated voting has actually
taken place. Therefore, Ils should strengthen their oversight of how voting
on their behalf is being exercised in each portfolio company.

With necessary conditions present, IIs should actively participate in
Annual and Extraordinary GMS and vote their shares when doing so is
economically justified. The degree to which some IIs will exercise their
voting and other rights will often depend on their investment strategy which
may focus on an activist or engaged approach to portfolio companies. The
investors of IIs, the principals, therefore, may expect and be willing to pay
IIs for their more active approach and hold them accountable.

In practice, IIs in some countries of the region already follow this
recommendation either as part of their own policy or as legally mandated. In
Peru, representatives of the pension funds (AFPs) must voice their points of
view on the topics that are discussed at GMS, cast their votes and verify that
their voting is reflected in the minutes. They must report to the respective
AFPs on the results of their endeavours.

Chile has also taken a step to mandate responsible exercise of voting
rights by requiring its pension funds holding more than 1 percent of the
investee company’s equity to vote on all matters in the GMS. Regulators in
other countries of the region may look to replicate this experience.

Seeking to remove unnecessary obstacles for effective voting at GMS,
Peru amended its General Business Organizations Act in June 2008 to
introduce electronic voting. This modification aims to facilitate the
participation of minority shareholders in publicly-held corporations but also
applies to all other business forms. This mechanism, however, requires
further regulation, since there are no provisions regarding the form of the
agenda proposals, the content of notice calls, the issuance of new agenda
proposals, etc.

Brazil’s regulator has also taken steps to streamline and facilitate
procedures for obtaining proxy voting authorization and for monitoring
shareholder meetings by Internet (see Section 2.3.3). In December 2009, the
CVM issued an instruction aimed at supporting increased shareholder
participation by allowing the adoption of electronic voting systems to
participate in general meetings. Other jurisdictions should review their
procedures to see if they also can make similar progress in reducing
obstacles to voting and shareholder participation.
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At the same time, regulators can mandate or encourage companies, at
least those that list their securities on organized capital markets, to provide
better information to all shareholders, including the IIs, on the procedures
and relevant deadlines for the organization of the GMS and mechanisms to
include shareholders’ proposals in the agenda. This is one of the objectives
that Brazil’s regulator CVM seeks to accomplish through its recent
Regulation 480, issued in 2010, which provides a consolidated set of new
rules applicable to publicly traded companies for registration, delisting, and
disclosure (discussed further in Section 3.8).

Consistent with the OECD Principles of Corporate Governance and
recommendations of the White Paper on Corporate Governance in Latin
America (See Box 1.1, paras. 41-42), Ils should develop and publicly
disclose their policy and procedures on the use of their voting rights.1 This
is intended to ensure transparency of their voting practices and to
strengthen the IlIs’ accountability to their beneficiaries. Useful guidance is
provided by ICGN’s recommendation that Ils disclose an annual summary
of their voting records together with their full voting record in important
cases. Voting records should include reference to the number or proportion
of votes cast for or against the recommendations of the company
management. In cases when Ils have not voted or were unable to exercise
their votes, they should disclose the reasons for that.

Irrespective of the IlIs’ investment thesis, there is a growing level of
expectation for Ils, who are often the most sophisticated and organized
minority shareholders in the companies, to responsibly exercise their right
for the benefit of all shareholders and lead by example. At the same time,
this will lead to better results for the beneficiaries of the Ils as better
corporate governance arguably may lead to better long-term success. This
expectation is particularly true with respect to such types of investors that
have also a social role, e.g., pension funds.

Providing relevant incentives for IIs to adhere to this
recommendation can be supported by legal/regulatory intervention, or
through self-regulatory measures. Each country should consider pros
and cons of these two approaches and make a policy choice.

While Peru requires pension funds to disclose their voting policies, and
Chile requires its pension funds to vote, most other Latin American
countries do not legally require such measures. A third group of countries
has adopted self-regulation. Specifically, guidelines based on “comply or
explain” principles, or standards/guidelines developed by associations of Ils,
encourage their members or the industry in general to voluntarily disclose
their voting policies and practices.
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In Brazil, the regulator requires that IIs report to it on their voting
practices. The securities market regulator has issued Instruction 409
according to which if a mutual investment fund has an active voting policy,
it is obliged to inform the regulator how it exercises the voting rights related
to stakes in its investee companies. This information includes the summary
of the votes cast during the fiscal year by the fund manager or by his/her
representatives at GMS of their investee companies and a brief justification
of the votes cast, or the explanation of the reasons for abstention or non-
presence in the Meeting.

Additional self-regulation has been adopted in Brazil, where ANBID,
the National Association of Investment Banks representing not only banks
but other investment funds and consulting companies focused on investment
advice, has issued “ANBID’s Self-Regulation Code for Investment Funds”.
The Code requires that ANBID’s members abide by rules to allow proxy
voting and that they develop a “Policy for Representation of Fund
Investments in Meetings,” covering the principles and procedures to be
adopted by this representation, aligned with “Guidelines for a representation
policy of funds in meetings,” issued by ANBID’s Funds Self-Regulation
Committee. While ANBID membership is voluntary, ANBID has set up a
monitoring and enforcement system to promote all members’ compliance
with the Code, leading to the issuance of 58 letters and 206 fines from June
2007 through June 2008.

Where legal frameworks allow, Ils should responsibly exercise also
their other shareholder rights related to voting, such as to elect board
members, where legally allowed propose items to be included in the agenda
of the GMS and demand or convoke an Extraordinary GMS to discuss
urgent issues such as those related to company restructurings, changes of
control and rights associated with different classes of shares. Another
important issue that Ils should pay attention to is executive compensation
practices, for which IlIs should seek to ensure that such compensation is
linked to the managers’ performance and that their incentives are aligned
with those of shareholders.’

3.6. Encouraging communication between IIs and investee companies

Communication between the IlIs and the companies in their portfolios
should be encouraged. This complementary approach should be facilitated
by the investee companies, too, since it is in the interests of both the Ils and
their investee companies to have clarity of their positions regarding
important matters. Additionally, the quality of information communicated is
just as important as having a regular dialogue between the companies and
investors.
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1Is should take steps to effectively engage with their investee companies
on issues of concern to investors related to the company’s corporate
governance practices. This engaging relationship could over time be
formalized so that there is a mutual expectation that certain items are at the
center of attention of all relevant parties and will create a certain degree of
discipline for investors and companies as well.

The regulators should ensure that there are proper rules in place to
safeguard the principle of equal access to information, and that IIs who
as a result of their size and more active intervention may have greater
opportunities to access company information are not improperly
receiving material non-public information ahead of other shareholders.
In practice, the interaction between the IIs and their investee companies
may take the form of investors communicating to the companies their
corporate governance-related concerns rather than the discussion of
company operational results or other material information.

IIs can also effectively influence corporate governance through an
active dialogue with the Boards of their investee companies. Such dialogue
should be established at a minimum with the Chairman of the Board or the
lead non-executive/independent director when the Board Chairman position
is taken by the CEO or the controlling shareholder. The dialogue should
aim to ensure that the Board overall acts in the best interests of the company
and all its shareholders and that proper good governance policies and
procedures are in place for the Board’s operations.

Where such communication is not possible or not effective, IIs could
resort to the means of public communication to voice their position on issues
subject to decision-making by shareholders. This is especially helpful when
the IIs seek to exert pressure on management and/or controlling shareholders
of their investee companies to act in the best interests of the company and all
its shareholders.

3.7. Encouraging communication among various IIs

Consistent with the OECD Principles of Corporate Governance, the
legal and regulatory framework should allow and even encourage
communication among IIs investing in the same company, because
collectively they may better influence corporate governance in ways
that ensure protection of all minority shareholder rights. This
communication may cover such aspects as co-operation and co-
ordination of actions when nominating and electing board members,
proposing agenda items and holding discussions with the investee
company to improve its corporate governance.
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While shareholders should be allowed to communicate with each
other in relation to those issues mentioned above, restrictions are
nevertheless necessary to avoid market manipulation, particularly
acting in concert to achieve changes in corporate control. Clear rules
for proxy solicitation are necessary for such cases, but should not be so
restrictive as to prevent shareholders from consulting with each other in
other circumstances over the exercise of their basic rights.

Brazil’s regulator seems to be moving in the right direction by recently
addressing the issue of allowing Internet forums or blogs, where
shareholders can post their comments regarding the agenda of the GMS.
These blogs may even remain open during the Meetings, with the
supervision of company management. The purpose of these blogs is to
enable shareholders to discuss among themselves the issues on the agenda,
organize to vote on any issues such as the selection of the minority
shareholders’ representatives to the Board of Directors and the Fiscal
Council.

IIs should seek to coordinate their activities to ensure protection of
basic shareholder rights not only within the context of a specific investee
company but also on a more general market level. Being on the same page
and collectively setting good practices and expressing concern over certain
actions or inaction of their clients or in the market in general will be
beneficial for both the Ils and the companies.

The coordinated actions taken by Peru’s and Chile’s pension funds in
electing board members are one example of such actions. In Brazil,
coordination is also focused on ensuring that minority shareholder rights are
respected more generally. The IIs monitor material transactions involving
existing or potential investee companies and request information from the
boards and investor relations departments of such companies involved in
corporate restructuring when believed to pose a risk to minority shareholders
rights.

IIs should not only take measures so that well-governed companies
receive recognition translated into more or longer-term investment, but also
consider sanctioning poorly-governed companies through the development
of focus groups where such negative practices are disclosed to the market.
This can be done by raising awareness about those companies where the
controlling owners and/or the management do not act in the best interests of
the company and its shareholders. IlIs may cooperate to share information
about such companies or set up internal procedures enabling all staff
responsible for investment decisions to be aware of poorly-governed
companies.
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3.8. Improving the functioning of Boards of Directors

Consistent with the recommendations of the White Paper on
Corporate Governance in Latin America (Box 1.1, paras. 32-33), the
legal and regulatory framework should provide for mechanisms to
allow institutional investors to effectively influence the composition of
the Boards of their investee companies.

Institutional investors should contribute to the improvement of the
functioning of the Board of Directors of investee companies where possible
and cost-effective for IlIs. The most effective way of doing this is by
influencing the composition of the Boards. This is particularly important in
Latin America due to the high concentration of ownership, allowing the
controlling shareholder to appoint all or the majority of directors. Ils should
seek that the Boards of their investee companies have a sufficient number of
non-executive and independent directors. Specifically, Ils should vote for the
election of such non-executive and independent directors, and in cases
where legally allowed propose their own candidates which meet the criteria
for non-executive and independent directors.

Investee companies should do their best to help the IIs identify the needs
on the Board level to enable the investors to nominate/vote for candidates
that meet not only independence requirements but that they also possess
needed professional background and skills. Countries may wish to follow
Brazil’s recent initiative to issue new Regulation 480, requiring that listed
companies starting from 2010 provide descriptions of rules, practices and
policies related to the functioning of the Board of Directors, disclose
personal information about current board and committee members, such as
name, profession, tenure, and information about any Directors & Olfficers
liability insurance.

The regulator may require that certain types of IIs, e.g., the public
pension funds, actively nominate independent directors as might be defined
by the local jurisdiction. In this case, effective mechanisms for ensuring that
IIs do nominate and vote for such directors and for overseeing the activities
of these directors are important to achieve the desired impact.

In Argentina, after establishing the Integrated System of Pensions and
Retirement Funds in 2009, the National Government decided to play a more
active role in nominating board members in portfolio companies, unlike the
former private pension fund administrators before the reform. However,
there is still an ambiguity in the legal framework as to whether the limitation
whereby the private pension fund administrators could not exercise more
than 5 percent of the voting rights in their investee companies, irrespective
of the actual size of their ownership in these companies, also applies to the
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Government as a shareholder or not. If applicable, this would preclude the
National Social Security Administration (ANSES) from having enough
votes to elect their board members and be in contradiction with another law
that provides for the so-called "cumulative vote", which is a legal
mechanism intended to ensure that minority shareholders are represented by
one-third of the directors in the board. Another issue that has important
implications for the success of the reform is addressing potential conflicts of
interests. Although the Government will not have majority stakes in any
investee companies, it will nevertheless have the right, and maybe even an
obligation, to exercise its shareholder rights (to vote, to question decisions
and to access all the financial information) and, at the same time, have
regulatory powers. As highlighted in the OECD Guidelines on Corporate
Governance of State-Owned Enterprises, a key issue to address when the
state becomes an active owner of companies is the need to ensure that
government’s role as an owner is clearly separated from its function as
regulator, to ensure a level playing field for all companies.

Brazil’s and Chile’s pension funds play an active role in electing board
members, and Peru’s pension funds often play a more informal role in
consultation with the controlling shareholders and companies in which they
invest to identify suitable independent candidates for board election.
Moreover, Previ, one of Brazil’s largest pension funds, also organizes
annual meetings with all of the board members that it has nominated to
educate them on playing an active and informed role with respect to
corporate governance issues.

Chilean IIs, especially pension fund managers, have enough ownership
stakes collectively to be able to elect directors in most of the Chilean listed
companies in which they invest. Once elected, these directors should
represent the company independently, in other words act in the best interests
of all shareholders and the company, rather than representing the pension
fund manager or other shareholders that elected them. The law further
requires that independent directors be part of the Directors Committee,
which is in charge of overseeing related party transactions, selection of
auditors and rating agencies, and executive compensation schemes, among
other things. Recent Chilean legislation further strengthens this framework
by providing new criteria related to economic and family relationships to
determine eligible independent directors that shareholders may vote for.

In Peru, the representatives of pension funds are forbidden to vote for
candidates that are shareholders, directors, managers or workers of an AFP.
This has been translated into promoting good governance in their investee
companies through the nomination of non-executive and independent
directors. These directors, in turn, have played a role in modernizing the
boards through the introduction of board committees like the audit
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committee. A number of companies in which pension fund managers have
invested had gone from having board meetings three times a year to having
board meetings every month. Peru’s pension fund association’s handbook
for directors also provides guidance on their corporate governance
expectations. The quality of information provided to the directors has also
improved.

Other countries of the region may benefit from emulating Peru’s
approach. Furthermore, Brazil’s IBGC has launched a certification program
to ensure, among other things, that directors nominated by IIs will have the
necessary skills, education and experience to serve on Boards of investee
companies.

Even when there is no legal or regulatory requirement, Ils should
actively seek to promote the involvement of independent directors by
identifying such director candidates and sensitizing them to good corporate
governance concerns. IlIs may find it useful in some cases to involve
professional head-hunting firms to assist them in candidate searches.

The involvement of IIs at the Board level may also be expressed by
actively supporting the establishment and functioning of relevant Board
committees and by encouraging the staffing of these committees with non-
executive and independent directors who have the required specialist skills.
Such a Board committee as an Audit Committee or a Nominations and
Corporate Governance Committee may play a significant role in improving
the Board’s decision-making and contributing to value-creation for all
shareholders.

In Chile, important initiatives regarding the Boards of Directors have
been supported by some of the largest pension fund managers. Such
initiatives include the rotation of directors after six years of being appointed
in order to preserve their independence, and the search for director
candidates by a professional ‘“head-hunter” entity and evaluation of
directors’ performance.

3.9. Strengthening the accountability of management

Institutional investors should seek to strengthen the accountability of
senior management of their investee companies to perform in line with the
company’s business strategy and to preserve and increase shareholder
value. Commonly this will be done by persuading and equipping the Board
to improve its management oversight. More specifically, investors should
encourage the Board to set performance indicators for management, and
monitor progress towards these indicators. It is also important to ensure
that the management’s interests are aligned with the interests of the
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company and its shareholders in the long term through incentive-based
compensation among other things. Ils could further request that the Board
keep the investors periodically informed of how managerial performance is
being overseen and what corrective actions the Board has taken.

The monitoring of management’s performance will allow IIs to identify
any potential problems early on and to take measures to address them. IIs
concerned with particular corporate governance issues should request that
the company’s senior managers provide additional information on such
topics. Further, the IIs may hold separate meetings with the management of
investee companies to discuss any issues related to the performance of the
company.

The close involvement of some IIs on the Board and senior management
levels should be balanced with the view to safeguard against the improper
use of inside information. The regulator should ensure that rules are in place
requiring the reporting of material information to the market as a whole on a
timely basis, and ensuring that proper insider trading rules are in place and
enforced. The IIs should take steps not to act on the basis of such
information before it is reported to the market, while the company should
also take steps to provide that same information to the market as soon as
possible.

3.10. Addressing internal corporate governance issues of institutional
investors

Consistent with the recommendations of the White Paper on
Corporate Governance in Latin America (Box 1.1, para. 35), the legal
and regulatory framework should establish a regime that provides for
advanced corporate governance standards for institutional investors.
Such rules should at a minimum address accountability of fund
managers to the beneficiaries of the II, establishment of proper
oversight by the Board/Trustees over management, putting in place
relevant mechanisms for dealing with conflicts of interest, aligning fee
structures in favor of investment decisions based on their quality rather
than distorting incentives in favor of high-quantity ‘“churning” of
investment portfolios, as well as other aspects of the regulatory
framework that cause managers to act in ways that do not maximize
returns for investors.’

In some countries, the regulator may choose to require IIs to voluntarily
adhere to the national Corporate Governance Code’s recommendations or
explain why and where they deviate from such recommendations. This
already happens in Peru, where all pension funds are listed on the stock
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exchange and are required to disclose their own governance policies and
practices in terms of compliance with the Principles of Good Corporate
Governance for Peruvian Corporations.

Institutional investors should address their own internal corporate
governance issues as well to ensure that they follow governance practices
that are fundamentally as robust as best practices for publicly listed
corporations and similar to what they require of their clients where it is
relevant. This is particularly true with respect to the proper oversight of
their management, acting in the interests of their beneficiaries and
managing conflicts of interests.

The OECD Guidelines for Pension Fund Governance
www.oecd.org/dataoecd/18/52/34799965.pdf provide a good reference for
Latin American regulators to benchmark against their country’s
regulations in this area. Specifically, a good policy framework should be
supported by an appropriate division of operational and oversight
responsibilities and appropriate control, communication, and incentive
mechanisms that encourage good decision-making, proper and timely
execution, transparency, and regular review and assessment.

While there is no equally recognized framework for mutual fund
governance, similar attention is needed to the same aspects of Board
oversight and independence, accountability to investors, management
compensation incentive structures and dealing with conflicts of interests as
critical aspects of a well-functioning legal regime and structure for mutual
fund governance.

Recent legislation in Argentina (as described in Sections 2.3.2 and 4.8)
effectively nationalized its pension fund industry starting in 20009.
Consistent with recommendations in other parts of the report, good
governance practices should also be applied to state-run pension funds,
drawing upon not only the OECD Guidelines for Pension Fund
Governance, referred to above, but also the OECD Guidelines for
Corporate Governance of State-Owned Enterprises:
www.oecd.org/daf/corporate-affairs/soe . The recommendation set out in
para. 36 of the White Paper on Corporate Governance in Latin
America (See Box 1.1), developed for state-owned development banks
and multilateral finance institutions, is also valid in this case, calling for
state-owned resources to ensure that in financing companies they
promote the highest standards of governance and transparency
demanded in the capital market.

With regards to mutual funds in Argentina, the fund management firms
are required to disclose their by-laws, quarterly and annual financial
statements, ownership structure, board and management composition,

STRENGTHENING LATIN AMERICAN CORPORATE GOVERNANCE: THE ROLE OF INSTITUTIONAL INVESTORS © OECD 2011



3. RECOMMENDATIONS TO STRENGTHEN POLICY AND GOOD PRACTICES - 63

minutes of the meetings of shareholders and the board, and the mutual fund
prospectus  (including the fund’s objectives, investment policies,
management fees, etc.). Finally, insurance companies are required to
establish an Internal Control Committee to be comprised of at least three
non-executive directors for pension funds and at least one non-executive
director for insurance companies. However, legislation does not include any
requirements regarding independence of directors and dealing with conflict
of interests and could further be improved in these areas.

Legislation in Brazil provides for some governance rules for public
sector company-closed pension funds which require them to have an
Advisory Committee, a Fiscal Council and an Executive Board. The Fiscal
Council should evaluate the conformity of the fund’s asset management to
legal requirements and the fund’s own investment policy. Further, each
different type of pension plans should be managed according to its own
specific investment policy, which should be reviewed annually. Finally,
pension funds’ accounts are to be audited by independent auditors.

Brazil’s legal and regulatory framework also provides for certain rules
on governance of mutual funds. Under the Brazilian regulation, mutual
funds are a gathering of resources constituted under a condominium
structure and registered with the national securities regulator. The regulator
sets requirements to authorize management of such funds, and disclosure
requirements related to the daily value of the quota (assets) and the net
equity of the fund. A trial balance sheet and a statement of the portfolio
composition and diversification must be disclosed on a monthly basis.
Annually the fund managers shall disclose the financial statements
accompanied by the independent audit report.

In Mexico, the legal and regulatory framework includes several rules
regarding corporate governance of pension and mutual funds. Specifically,
their Boards must be composed of between 5 and 15 members, of which
33% have to be independent. Funds must also have an Audit Committee led
by an independent director.

In Chile, pension funds are required by law to create a directors’
committee for investments and settlement of conflicts of interest. The
committee is required to control and assess the fulfilment of the investment
and conflicts of interest-related policies and issue an annual report to the
Board of Directors of the pension fund. A copy of this report must also be
submitted to the pension funds’ regulator. The composition of this
committee is also legally mandated — the committee shall comprise three
directors, at least one of whom must be an independent director. Legislation
also addresses the issue of director independence by prohibiting members of
the legislature, government ministers and deputy chiefs of public services
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within their term in office and during the 12 months following departure
from their post to serve as directors of pension funds.

Consistent with the OECD Principles of Corporate Governance, the
legal and regulatory framework should ensure that IIs disclose how
they manage material conflicts of interest that may affect the exercise of
key ownership rights regarding their investments. Latin American
regulators should require that institutional investors disclose
information on their ownership and their policies for dealing with
conflicts of interest, and to disclose to their clients the nature of their
actions taken to implement the policies.

Mutual funds and pension fund managers in the region are often owned
by or affiliated with other financial institutions, and in such cases, usually
banks. Likewise, listed companies in which these IIs invest — which in the
case of pension fund managers tend to be among the largest companies in
each country — can also be among the bank’s main clients. Consequently, 11
managers may resist — or be pressured against — adopting an active
ownership strategy that could eventually challenge the Board and/or
management of the investee company, as the company may then complain to
the bank/pension fund manager’s owner, which could compromise its
commercial relationships. It may also be the case that due to particular
holding structures, IIs and companies in which they invest are fully or
partially owned by the same financial institution.

In Chile, this issue is addressed on a legislative level by requiring
pension fund managers to establish proper mechanisms to deal with conflicts
of interest as approved by the Board of the pension fund manager. These
mechanisms must be disclosed to the regulators, as well as to the general
public on the fund manager’s website.

While sound regulation and supervision on conflicts of interest limit
abuses arising from these relationships, Ils should take additional steps to
manage existing and potential conflicts of interest and disclose their policies
and procedures for dealing with such conflicts. More specifically, 1l fund
managers may introduce “Chinese” walls between their investment
decision-makers and other companies in the same group, as well as between
different decision-makers dealing with debt and equity investments in the
same investee company. Additionally, disclosure of a comprehensive
corporate governance statement and voting policy may provide a way in
which mutual fund investees and pension fund beneficiaries can hold
managers accountable on voting on key issues to the benefit of the fund and
in accordance with such policies, rather than merely in accordance with the
wider commercial interests of certain owners/fund sponsors.
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3.11. Exiting from the investment as last resort

Exiting from investment in company stocks at any time and for any
reason is a fundamental right of IIs. However, the right to divest should be
carefully balanced in generally illiquid capital markets against the long-term
interests of the IIs, their portfolio companies and the economy in general.

One of the reasons for such divestment could be deteriorating corporate
governance policies and practices of the investee company. In this case, Ils
should try to encourage the investee companies to address corporate
governance concerns. When such efforts are not economically justified or
once exercised do not lead to improvement, the divestment of Ils could be
seen by the market as a signal that the investee company does not pay
sufficient attention to protecting investor rights which might lead to less
investment in that company.

However, the option to exit in practice may be constrained, including
due to low liquidity of stocks and restrictions on certain investment choices.
Some countries of the region have restrictions or even a prohibition to invest
in foreign companies, which limits the range of equity choices available to II
fund managers. Brazilian closed pension funds are not allowed to invest
abroad. There is a 3% limit for investment in BDRs (Brazilian Depositary
Receipts) and companies from countries that are members of Mercosur. This
limits their ability to vote with their feet by moving from local to foreign
securities, when local issuers are unresponsive to governance concerns.
However, the securities regulator’s rule 409 allows “multimercado” funds to
invest abroad up to 20% of their assets under management, and other funds
can invest up to 10%. More conservative fixed income investments remain
another alternative. Similar to other countries in Latin America, Chilean,
Colombian and Peruvian pension funds face limited liquidity in the domestic
market, constraining the choice of actively traded stocks in which they can
invest. Thus, if they are seeking higher returns from stocks, they have an
interest in exercising voice rather than exit, and tend to hold stocks. Recent
Chilean pension law reforms have started to increase pension fund flexibility
by relaxing limits on how much these pension funds can invest in equities
overseas.
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Notes

1. This recommendation is also supported by the OECD’s 2010 report,
Corporate Governance and the Financial Crisis: Conclusions and
Emerging Good Practices to Enhance Implementation of the Principles,
which states, “The disclosure of voting records by institutional investors
acting in a fiduciary capacity to their clients should be regarded as good
practice, as it makes transparent how they exercise their ownership rights
and control conflicts of interest..”

2. This recommendation is also supported by the OECD’s 2010 report,
Corporate Governance and the Financial Crisis: Conclusions and
Emerging Good Practices to Enhance Implementation of the Principles,
which states, “It is important for a company to take steps to ensure that
remuneration is established through an explicit governance process where
the roles and responsibilities of those involved, including consultants and
risk managers, are clearly defined and separated. In a number of
jurisdictions, it is considered good practice to give a significant role to
non-executive independent board members in the process. Their
remuneration should be decided through a transparent and robust process
that is disclosed in the remuneration report to shareholders.... In order to
increase awareness and attention, it can be considered good practice that
remuneration policies and implementation measures are submitted to the
annual meeting and that there are procedures that enable shareholders to
express their opinions.”

3. This publication is not intended to provide specific recommendation on
corporate governance of specific types of institutional investors. Rather, it
recognizes the importance of addressing such issues as ensuring that
conflicts of interest are properly managed and disclosed, and that in
general corporate governance and transparency standards of IIs are as
robust as those for listed corporations; and how the supervisory bodies of
IIs ensure that their management acts to promote good corporate
governance practices of their investee companies to achieve positive long-
term results, and that the managers’ compensation terms are properly
aligned to address this goal.
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Chapter 4

Additional steps: strengthening market forces

Chapter 4 sets out policy and good practice recommendations and annotations for policy-
makers and regulators (in bold) and for the private sector (in italics) on steps to strengthen
market forces that would encourage or enable an effective institutional investor role in
corporate governance. Recommendations address the role of direct regulation versus self-
regulation, the media, credit rating agencies, corporate governance and proxy advisory
services, the benefits of establishing II associations, and of supporting effective dispute
resolution mechanisms.

A note on the recommendations in Chapters 3 and 4:

The recommendations below distinguish between policy measures as the
text in bold indicates, and practical recommendations of what IIs (or
companies, when relevant) should/could do, indicated in italics.
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4.1. Supporting better market conditions for an effective institutional
investor role

In addition to steps described in chapter 3 above taken by policy-makers
and institutional investors to promote better governance in investee
companies, the overall efficiency of and incentives provided by the market
are critical to ensure value creation through good corporate governance. A
range of actions should be pursued to create conditions under which the IIs’
exercise of their shareholder rights is cost-efficient and valued both by the
market and client companies.

The regulatory agencies together with other relevant institutions,
institutional investors and potential investee companies should promote
a debate to identify the best ways to reach the goals of achieving good
corporate governance, be it through direct regulation or self-regulation
by individual IIs, their industry or the market in general. The answer to
these questions will be specific to each country in the region, depending
on the landscape of institutional investors and the private sector, history
and current state of regulation, private sector culture and other factors
influencing the investment strategies of Ils.

4.2. The role of media, credit rating agencies, and advisory services

At the same time, different actors in the market should take steps to
encourage the development of institutional mechanisms to support the
activities of IIs promoting good governance. Specifically, (i) an active
and informed media should not only communicate IIs’ reactions to
successes and failures of investee companies to the market but also have
capacity to independently investigate and report on stories of good or
bad corporate governance behaviour; (ii) international and local credit
and corporate governance rating agencies could become a significant
repository of information on corporate governance policies and
practices of companies and provide benchmark comparisons of the
companies’ governance; and (iii) proxy voting and other corporate
governance advisory service-providers can reinforce IIs’ capacity to put
their investment and governance policies into practice; iv) securities
analysts can also play a positive role by taking into account corporate
governance in their recommendations.

Institutional investors who do not have an internal capacity to
evaluate governance behaviour of their existing and potential clients
may resort to external advice as input towards their decisions. The
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regulators in Latin America should ensure that appropriate
mechanisms are in place to address potential conflicts of interest, while
also ensuring that there are no impediments to the establishment and
functioning of such advisory service-providers to support IIs in their
governance-related decisions. Credit and corporate governance rating
agencies, proxy voting firms and other service-providers are important
and complementary to institutional investors’ capacity to successfully
promote good governance for the benefit of their clients and their own
beneficiaries.

Governance rating agencies can play an important role in collecting
information on and analyzing corporate governance policies and practices of
companies that are often the targets for investment by IIs. This analysis,
along with other information, is then used by IIs to make decisions on how
to exercise their voting rights in investee companies. Furthermore,
governance rating agencies have ventured into the area of rating the
companies’ corporate governance and benchmarking against each other.
Although these agencies do not claim that the level of governance rating is
necessarily linked to the performance of these companies, concerns have
nevertheless been raised over the accuracy of such ratings, particularly
noting the potential for conflicts of interest in relation to rating agencies
providing more favourable ratings than justified in the interest of attracting
more business, including separate consulting services contracts. Recent
market failures of many highly-rated companies are a sign that governance
ratings should not be exclusively relied upon for investment decisions.

With an increasing number of credit rating agencies and corporate
governance rating agencies and advisory services providers offering
ratings and analysis, the regulators in Latin America should ensure that
the operations of these institutions are properly overseen. Such
regulatory oversight may be necessary to ensure that requirements are
in place for them to report on ownership interests and how they deal
with conflicts of interest."

Such agencies should take steps to ensure separation of ratings analysis
from other consulting services. Being paid by the clients whom these
agencies rate may create incentives to give more positive ratings than are
merited in order to attract more business.

Corporate governance analysis is also being carried out by some credit
rating agencies in several countries around the world and in the region.
While in a wider context, some rating agencies have developed corporate
governance analytical criteria to be applied as a component of their credit
analysis and rating, in most Latin American countries such rating agencies
do not or have only just started to take into consideration corporate
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governance issues in their analysis. In Latin America, traditional rating
agencies could play a stronger role by considering corporate governance
issues in their ratings, especially in a region in which low liquidity and tight
groups of control represent a higher financial risk for minority
shareholders.

However, the effort cannot come from credit or governance rating
agencies alone, since the demand for these services from the investors’ side
is also crucial. The Ils should use the governance ratings and other analysis
from rating agencies and other service providers only as input for their own
decision-making and not outsource it to these external players entirely.

4.3. Enhancing II effectiveness through associations

To have a stronger and a more organized voice as an industry and be in
a better position to protect the interests of individual institutional investors,
IIs should seek to establish associations consisting either of all Ils operating
in the relevant market or at least Ils of a specific category such as pension
funds or mutual funds. Such associations will not only better protect the
rights and interests of their members but also communicate and influence
policy-making in the market and set common benchmarks of behaviour,
including a recognized and consistent view on the role of corporate
governance in the operations of the IIs.

Organized structures of institutional investors can be used not only
to solicit feedback and support the implementation of the legal and
regulatory framework, but also may eventually negotiate the right of
the industry to self-regulate. The choice of regulation vs. self-regulation
should be country-specific, subject to policy decisions. The need to set
and enforce the rules to regulate the activities of IIs and supporting
structures will lead to greater focus on legal and regulatory
intervention. On the other hand, the maturity of the industry and its
ability to come up with clear guidelines that individual IIs will agree to
follow, coupled with credible monitoring and self-enforcement
mechanisms, may gradually convince the regulators to rely more on
self-regulation.

In Peru, pension fund managers are united in the Association of AFPs.
This Association organizes training programs for representatives of AFPs
sitting on the Boards of investee companies. It also represents the voice of
the industry with the regulator. In particular, the Association supported the
committee that issued the Peruvian national corporate governance code. The
Mexican Association of Securities Intermediaries (AMIB) believes that
mutual funds can influence good governance on the level of supporting the
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development of public policy and regulation on corporate governance and
take the relevant steps in this direction.

In Brazil, there are several organizations involving institutional
investors: AMEC (Capital Markets’ Investors Association) is a body made
up of representatives of several independent portfolio management
companies as well as those linked to financial institutions. AMEC was
established in 2006 to represent the interests of fund investors as minority
shareholders; and ANBID - National Association of Investment Banks —
represents not only banks but other investment funds and capital markets
consultants incorporated as non-financial companies. Its objective is to seek
the market’s consolidation as an instrument for fostering the country’s
development. ANBID specifically is leading the self-regulation charge for
the funds industry by issuing several guidelines and setting up structures to
deal with emerging issues. This Association has also approved its Self-
Regulation Code for Investment Funds.

When organized, the relevant associations of Ils should develop and
implement programs to monitor agreed-upon benchmarks of better practices
of IlIs to promote their implementation. This monitoring will not only
increase the transparency of operations and accountability of IIs’ managers
to the industry and their own beneficiaries, but will also allow them to
collect and analyze the feedback from their investee companies and other
stakeholders on their views regarding the industry practices and where such
can be modified/improved.

In Brazil, the activist approach of Brazil’s principal pension funds has
played an important role in influencing the relevant legal and regulatory
framework and has contributed to a perception in the market of pension
funds as important players in the effort to improve corporate governance
practices.

Associations of IIs should seek to educate their members concerning
how good governance could help them with the value of their investments
and support the initiatives aimed at increasing the IIs’ capacity to analyze
governance risks and opportunities during the investment process as well as
to act as long-term active owners. The same could also be done by
developing and supporting regular fora where hot topics related to the role
of IIs could be discussed.

4.4. Supporting effective conflict resolution

Regulators should encourage associations or other structures of
organized representation of the IIs industry’s interests to take steps to
establish, maintain and encourage the use of effective conflict resolution
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mechanisms. Together with the regulators, IIs should try to improve
judicial and alternative dispute resolution mechanisms to enable fast
and efficient resolution of any disputes.

When disputes cannot be resolved more cost-effectively, individual IIs
may need to consider taking legal action against their clients to protect their
rights and those of their beneficiaries, or resorting to arbitration when this
cheaper and more expedient way of dealing with conflicts is available. Some
countries of the region expressly provide this right for shareholders with
investments above a certain threshold. In Mexico, the 2006 Securities
Market Law has expanded the right of shareholders to initiate civil lawsuits
against members of the board and executives, lowering the ownership
threshold required for such suits to 5%, while with 20% they can challenge
the resolutions of the shareholder meetings in court. In Brazil, the corporate
law of 1976 permits a 5% shareholder to bring a suit. If successful, there is a
20% premium above the case value. Additionally, under the Novo Mercado
rules, companies listed on this special segment contractually agree to resolve
shareholder disputes through arbitration. This latter approach could be
replicated in other countries of the region.

Notes

1. The OECD’s Corporate Governance and the Financial Crisis: Key
Findings and Main Messages, June, 2009, calls for reinforced attention to
these institutions following the crisis: “As the importance of institutional
shareholders increases, greater attention needs to be given to proxy
advisors and to the potential for conflicts of interest. It is also claimed
that there is a danger of “one size fits all” voting advice so that a
competitive market for voting advice needs to be encouraged” (page 11).
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