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CHAPTER | - ABOUT THIS WHITE PAP ER

1. This White Paper onStrengthening the Role dhstitutional Investorsin Latin American
Corporate Goveancereflects 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 r eyvhite Raper dntCergaie Govarmanhca ib LagndAmeriea0 0 3
already identified a number of consensus recommendations in this regard, which this more focused White
Paper on Institutional Investorduilds and expands upon. It has done so by drawing upon both
internationally recognized policy guidelines and best practices, starting with the OECD Principles of
Corporate Governanceynd country-specific research and consultations at previous Roundtable meetings
and 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 investor investing in
their local stock markets, whereas some others have a more mixed institutional investor environment. This
White Paperthus attempts to note differences in policies and practices among countries, and to
differentiate recommendations when appropriate to fit the country-specific context.

2. Reports initially prepared for the 2007 Roundtable in Medellin and updated to reflect
developments for consideration at the December 2-3, 2008 Roundtable meeting in Mexico involved the
following lead institutions and consultants in preparing them: Argentina - the Center for Financial
Stability (Pablo Souto); 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 i 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 i The Financial Superintendency (Sandra Perreira); Mexico - the Center for Excellence in
Corporate Governance (Jorge Fabré); and Peru - the Association of Private Pension Funds (Carlos
Eyzaguirre). This White Paper has subsequently been updated to take into account comments at the 2008
Roundtable as well as more recent developments, including those related to the financial crisis.

3. The country co-ordinators' circulated an initial draft of this White Paperfor comment among
Acoumsky forceso and/ or selected representatives
governance institutes and other interested stakeholders prior to the issuance of a revised draft to all

Roundtable participants for consideration at the 2008 Roundtable meeting. This White Paperalso draws

upon t he synt hesi s report prepared for t he 200
Governance in Latin Ameri ca: Chall enges, Promi sin

4, This White Paperis 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 1ls 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
five chapters: 1) About This White Paper; 2) the Importance of Institutional Investors in Promoting Good
Governance; 3) The Latin American Context: Market and Institutional Characteristics; 4)
Recommendations to Strengthen Policy and Good Practices; and 5) Additional Steps: Strengthening
Market Forces.

! The country co-ordinators were the same individuals as the consultants mentioned above, with the exception of
Avrgentina, where Emilio Ferré of the Argentina Securities Commission co-ordinated input during 2008.



CHAPTER Il - THE IMPORTANCE OF IN STITUTIONAL INVESTOR S IN PROMOTING
GOOD GOVERNANCE

5. The Roundtable has strongly affirmed the importance that institutional investors (lls) 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. lls can provide an informed counterbalance to controlling shareholders to safeguard against

the companyds board and management wor king for i
shareholders as a whole. In the Latin American context, policy-makers and regulators have given
particular priority to encouraging such behavior 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. 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-t er m strategies for their fundsdé growt h.

6. 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.

7. Despite a number of facti ve o wn e otel that pectdbal suc c e
practices have often fallen short of the potential, with Ils 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 Governanaghich concluded

t hat , RThe effectiveness and credibility of t he
will, therefore, to a large extent depend on institutional investors that can make informed use of their
shareholder rights and effectively exercise their

8. On a global level, the recent financial turmoil has reinforced the focus on the issue of whether
institutional investors should have done and shol
Group on Corporate Governance has spent the past year reviewing corporate governance lessons from the
financial crisis, developing key findings and considering the issuance of new recommendations to address
the corporate governance gaps that were made appa
t hat ASharehol ders have tended to Dbléengerbeassihi ve r
sufficient number to make a difference. An ineffective monitoring by shareholders has been experienced
both in widely held companies and in the companies with more concentrated ownership. In some



instances, shareholders have been equally concerned with short termism as have managers and traders,

neglecting the effect of excessiverisk-t a ki ng “pol i ci es. 0

9. While the OECD6s final recommendations of r el
finalized in December, 2009, too late to incorporate directly into this version of the White Paper, this
report does make reference where relevant to its

issued in June 2009.

10. At the crux of Il sd6 decisions on whether to
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 Ils are active in pursuing better corporate
governance in their investee companies while other minority shareholders remain passive, there is also a
Afree ridero problesmorisn cami obt@aasnsitvhe ibrewnmefits
while not incurring the costs. Nevertheless, there are a sufficient number of examples not only in Latin

America but globally of lls 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.

’See fiCorporate Governance and the Financi al Crisis:
20009, available at www.oecd.org/daf/corporateaffairs
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2.1 The Current Consensus: Rcommendations of the Latin American White Paper on Corporate
Governance, OECD Principles of Corporate Governance and other Global Experience

11. 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:

Box 1: White Paper recommendations to encourage the emergence of active and informed
owners

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 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 1 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
di sclosure on voting practices should set outandt he i n
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.

12. It is worth noting that, following up on the recommendation contained in para. 36 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 (11C), Islamic Development Bank (IsDB) and t he Net her
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 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.



Box 2. Excer pts f Carporatet Gowernafce Approach Statement by Development Finance
Institutionso®

IV. Why an Approach Statement on Corporate Governance by DFIs

DFls 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 endeavor 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.

13. Since the Roundt Wit Rapesn 2003] thbe@EAD tas also issued a neeised

version of the OECD Principles of Corporate Governance (200#hich, 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 I1). While the OECD Principlesid o not seek to prescribe the
activism, 0 they neverthel ess sugg®msiteringthezastsamda ny i n
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 I1.F).

14. As in the White Pape the OECDPrinciplesr ecommend t hat #Alnstituti o
fiduciary capacity should disclose their overall corporate governance and voting policies with respect to
their investmentso (Principle 11 .F.1).

® For more information please see < http://www.ifc.org/ifcext/corporategovernance.nsf/Content/DF1_Statement>.



15. However, the OECD Principlesalso go a step further with three recommendations that the White
Paperdid not address:

1. Al nst i tinuestoroacttand in a fiduciary capacity should disclose how they manage
material conflicts of interest that may affect the exercise of key ownership rights regarding

their invest ment sThis recommendationi sqerhs @artitularly Felevan) in the

Latin American context, as it cularlg acigeswhen thea t con

fiduciary institution is a subsidiary or an affiliate of another financial institution, and especially

an integrated financial group, 0 which is a ¢
2. ASharehol der s, i ncl udi nsbould be slbwed 10 tonsollhwath eachh ar e h

other on issues concerning their basic shareholder rights as defined in the Principles,

subject to exceptions to TheOECRPrti nackinmoshteeds 6( Pr i r

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 h

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 OECDPrincipless uggest t hat dymoetry insétutianad me
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

t h

comply with the for mal i ODEGDrinoidlesalporwarrx lyowesgeg | i c i t

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

shar ehol der agreement s. -opemtion does rot invodve isuasgpi e st e d

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 possi

3. AiThe corporate governance f eddynanweftectike agptoachu | d

that addresses and promotes the provision of analysis or advice by analysts, brokers, rating
agencies and others, that is relevant to decisions by investors, free from material conflicts of
interest that might compromise theinegr i ty of their analysis
The Principlebés annotations note that wh i
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.
AThis could be the case when the provider
the company in question, or where the provider has a direct material interest in the company or its

b e

or
e

of

competitors. o The annotations suggest that e

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.

16. The Recommendations contained in Chapters 4 and 5 of this White Paper on Institutional

Investors and Corporate Governancent egr at e t he above recommendati o

White Papernd OECD Principlesas policies and practices that already have obtained broad international
consensus. However, this White Papeglso 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.

17. On a global level, this includes the examples of the Cal i f or ni a Publ i c Empl c
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 i Cor e Princi ples of Account abl
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-CREF issueditsfi Po |l i c yntStoan e®wer p or aalorgwithav er nal
setofi Pr oxy Votinmg Guidelines

18. 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 providea set of benchmarks and principles
and ownership decisions and can give a detailed description of how they will most likely vote on a several

range of issues. Drawing upon its Principles, CalPERS has publicly issued a fi b | a c lof cdmpasids 0
considered to be underperforming in the market, aiming to exert pressure to promote corporate change and

increase their share value.

19. Likewise, the International Corporate Governance Network (ICGN) approved a Statement of

Principles on Institutional Shareholder Responsibilitida 2007. ICGN brings together some of the

largest institutional shareholders 1 its members are estimated to hold assets exceeding $10 trillion. The
Statements et s out the | CGNés view of the responsibildi
their external role as owners of company equity, and also in relation to their internal governance. The
Statement also claims that #Alnstitutions that cor
claim to the trust of their end beneficiaries and to the exercising of the rights of equity ownership on their

behal f. o

20. Another example of institutional investor self-regulation is in the UK, where the Institutional
Sharehol dersd Committee published its Statement
Shareholders and Agents in October 2002, updated in 2005. Endorsed by the Association of British

Insurers, the Association of Investment Trust Companies, the National Association of Pension Funds, and

the Investment Management Association, This Statement of Principles sets out best practices for
institutional shareholders and/or agents concerning their responsibilities with respect to investee
companies. They will: set out 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.

21. A number of other countries and organizations have issued statements to promote an active role
for lls to adopt and promote good corporate governance practices in their investee companies, including
the Australian Council of Super arce Warhan Gorporale n v e st «

Governance Code for Asset Management Companies, Pension Fund Association Corporate Governance
Principles (Japan), Eumedion Corporate Governance Handbook (the Netherlands), Council of Institutional
Il nvestor so Cor pciesr(AS), ec. AB attengptr has deenanade t® iacbrporate aspects of
this experience into the recommendations of this White Paper.More specific experience from Latin
American institutional investors is addressed in the next chapter.

10



CHAPTER Il - THE LATIN AMERICAN C ONTEXT: MARKET AND | NSTITUTIONAL
INVESTOR CHARACTERIS TICS

3.1Economic and Capital Market Developments in Latin America

22. This White Papemvas 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 has 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.

23. Earlier data collected for this review through 2007 provided a picture of steady and stable growth

in Latin America over a five-y e a r period. Di f f er ewntat di¢feveat speeds,i

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.

24, Mo s t stock markets had been expanding faster

Product (GDP) during this decade through 2007 (Table 1 below). Brazil has been the most dynamic Latin
American equities market, though it too has slowed sharply, as the Brazilian report indicates: as of
September 1, 2008, Bovespa (the Brazilian stock exchange) reported the listing of just 4 new companies,
against 64 in 2007, 26 in 2006, 9 in 2005 and 7 in 2004. By value, the total volume of stock issues jumped
from US$4.7 billion in 2005 to US$12.6 billion in 2006, reaching US$29 billion by the end of 2007. This
figure dropped back to US$4.7 billion through the first 9 months of 2008.

11



Table 1: Market capitalization as % of GDP for selected Latin American countries (2000-2007)
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Source: Stock Market's Significance in the National Economy, World Federation of Exchanges
25. 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. The Chilean market size to GDP is well above Latin American standards, and
comparable to those of the most developed markets in the world.

26. Al t hough the overall growth in these countri e
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 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.

12



Table2: Domestic market cap, value of local shares traded,

number of local listed companies and IPOs

Market Cap Market Cap Value Value Listed Newly
USD bn (2008) | USD bn (2007) Traded Traded as comp. listed
USD bn % of 2008 compared
(2008) Market Cap to 2007.
2008

Argentina 39.8 57.1 6.6 16.58% 112 1
Brazil 592. 1369.7 724.2 122.33% 392 -12
Chile 131.8 212.9 36.2 27.47% 238 -3
Colombia 87.7 101.9 20.3 23.15% 89 -1
Mexico 234. 397.7 110.5 47.22% 373 6
Peru 37.9 69.4 6.3 16.62% 244 18
Australia 683.9 1298.3 1213.2 177.39% 2 009 11
India 647.2 1819.1 301.6 46.60% 4921 34
Spain 948.3 1781.1 2410.7 254.21% 3576 39
Thailand 103.1 197.1 116. 112.51% 525 2
Turkey 118.3 286.6 247.9 209.55% 317 -2
UK 1868.1 3851.7 62715 335.72% 3096 -211
us® 11 605.3 19 664.5 70 085.5 603.91% 5963 597
a) Aggregated data from Nasdaq and NYSE.

Source: World Federation of Exchanges

217. Market liquidity in Latin America is relatively low in comparison to more developed OECD as

well as many emerging markets. For example, in 2007, value traded as a percentage of GDP was far
higher in Thailand (60%), and Turkey (103%) than the 43% rate of even the leading Latin American
country, Brazil. Latin America also fared far less well in comparison to OECD countries such as Spain
(164%), the UK (157%), and the US (201%). These percentages rose substantially 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 the table. High ownership concentration and low liquidity leaves Ils 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 Ils such as PFAs have heavily oriented their portfolios towards government and corporate debt,
since bond markets have also been Acomplacento in

28. 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.

13



3.2 Characteristics of institutional investors in Latin American Markets

29. 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
Papernoted the particular importance of pension funds in Latin America in its chapter on key regional
characteristics:

firhe 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 characte r and efficiency
governance. Pension fund governance and accountability therefore remains an important public
policy priority for the region.o

30. 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 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 (Table 3 below). Brazil is the strongest exception, where mutual funds
make up a much bigger share, and to a lesser extent in Colombia.

“See t he Latin Ameri can Economic Out | oa KMarket€ larad pGomparate 2 ,

Governance, 0 publ DevélopdentiCgntra. he OECD
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Table 3: Assets managed by PFAs and mutual funds

600.0 -
500.0 - 479.3
m Total assets managed by PFAsin
SUSbn (2008)
400.0 -
M Total assets managed by mutual
s funds in SUShn (2008)
&00.0
o
W
o

200.0

100.0
26.031.8
16.7 2.9
0.0 — - : t
Argentina® Brazil Chile Mexico Peru* Colombia**

PFAs data source: International Association of Pension Fund Supervision Organs, AIOS- and Secretaria de
Previdéncia Complementar -SPC- for Brazil (PFA figures for Dec 2008, at exchange rate of 31/12/2008).

Mutual funds data source: 2008 Investment Company Factbook, ICI (www.ici.org)

ANArgentina: Total assets managed by PFA figure for 2007 (2008 unavailable).

*Peru: Mutual funds figures are based on CONASEYV statistics for December 2008 (at exchange rate 31/12/2008)
**Colombia: Mutual funds figures based on 2007 figures provided by the Superfinanciera (only includes trust funds).

31. 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 i see Table 4

below). Some countries report variable limits on the amounts that can be invested in stocks, with

maxi mum percentages differing depending on the ri
faggressiveo). At the same ti me, intfdiegmsecuriiee nd t o
due to a public policy objective of having these domestic funds directly support the domestic economy.
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Table 4: PFAs portfolio ceilings by main asset classes
in Latin American and OECD countries

Govern

Financi

Stocks

Corpor

Invest Foreig
ment al ate bonds ™
", AT ment funds n securities
securities institutions
Argentina 80 % 40 % 50 % 40 % 20 % 10 %
e 20 %- 35% - 20 %- 20 %- o
Brazil No limit 80 % 50% 80 % 80 % 10%
40 %-80 40 %- 0 %-80 30 %- 0 %-40 40 %
Chile % 80 % % 60 % % 0
Colombia 50 % 30 % 40 % 30 % 5% 40 %
15 % 5 %-No
0, - 0,
Mexico None 10% limit 20%
10% - 40 %
0, 0, 0, 0,
Peru 30 % 40 % 80% 15 % 10.5 %
UK No limit No limit No limit No limit No limit No limit
United No limit No limit No limit No limit No limit No limit
States
Source: OECD, 2008 and country reports
32. Limits on investments in foreign securities and low liquidity in Latin American markets has

contributed to what the Chileans and Brazilians call the i ma n aeffeatowhich 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
Afaverageo portfol i o, wimwghthe grdstices of oneof moe of thdblagesepdnsioon f o | |
fund managers. In Chile, this effect is also caused by a requirement of minimum return that has induced

pension funds to choose similar portfolios. Similarly,inPeruand Ar gent i na,urtnh e ofl micrnyi
for pension funds, as well as the very short list of companies in which pension funds are allowed to buy

stock, has contributed to portfolio replication.

33. Within this framework of limits, a significant share of pension fund portfolios is being invested in
the equity market, with Peru leading all Latin American countries at 41%, and Mexico on the opposite end
of the scale with about 4% 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.
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Table 5: Portfolio Composition of PFAs (2008)*

100% —

90% - Other

|
Foreignissuers
70% -

0, I
0% B Mutual and investment
50% -+ funds
40% +— — M Non-financial institutions

30% -
B Financial Institutions

20% -

.
0% -

- Government bonds
T T T T T
2 N N .
(\»&‘ 'o""\\ (}\\\ @\’b .\_\‘“o Qé° B Equity
R (2
& © U
N C

Source: AIOS and Secretaria de Previdéncia ComplememnaPG for Brazil.
*Note: All figures based on end of 2008 figures except Brazil data based on June, 2008. Equity for Brazil includes
local and foreign.

34. 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, whil e about 19 percent of
equity. Interestingly, in Argentina, where mutual funds do not face restrictions on investment in foreign
equities, the share of mutual fundsdé equity inves
are in foreign equity, particularly in securities from Brazil (while Brazilian mutual funds invest far lower
percentages of their portfolios in their own coun

35. This White Paperdoes 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.

36. 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 USD$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.

37. 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 andcomplementary roleto 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 for
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discussion at the 2009 meeting of the Roundtable and possible future follow-up. However, given the
predominant role of pension and mutual funds among institutional investors in Latin America, this White
Paper has chosen to concentrate mainly on these two types of investors in its analysis and
recommendations.

38. An additional issue of growing prominence in Latin America relaidbe role of the state for

example as owners of sovereign wealth funds, pension funds and statee d ent er pri ses, e
influence on corporate governance through these d
Guidelines on Cgorate Governance of Sta@wned 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 followup attention to both the role of financimstitutions and the role of the state in

corporate governance, since these issues could not be addressed within the scope of this White Paper.

3.30vercoming Barriers to Positive Il influence on Corporate Governance in Latin America

39. 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 lls 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 White Paper.

3.3.1Relaxing regulatory limits on investment in equity

40. Countries of the region have different regulatory limits set on the amounts that pension funds
may invest in equities, as shown in Table 4
prudential regulation of the industry and their interest to limit unnecessary risk-taking for the benefit of the
funds6 benef i cpraect ané encourage the devdlareent ofdocalt capital markets and to
take account of the level of sophistication of the funds to make investment decisions outside such
parameters.

41. 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 i 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.

42. Within the framework of such limits, the approach taken in Brazil has sought to establish
incentives for pension funds to reward good governance 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,
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companies in Novo Mercado0 s cor por at e govVver naeutpecf@amed thoe listehig s egm
other market segments by 25% in terms of share value as of 2007.°

43. 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.

44, The most restrictive approach to prudential regulation among the six countries reviewed was
found in Mexico, where pension funds are not permitted to invest in individual listed companies. Until
recently, the only option for pension funds to invest in equity was through instruments which replicate
selected share indexes. However, a new regulation issued in July 2009 by CNBV, the Mexican securities
regulator, allows for the establishment of new investment trust funds, called Development Capital
Certificates (DCCs), regulated by the CNBV, 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.

3.3.2Requirements for investor activism

45, 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.

46. 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 para. 89)Accor di ng t o epPriethedadv sequicenthatnits RFAs
(known as AFPs) fdappoint representatives of the
the duties) that are attached t o t hemesestativeswftiet i es |
funds will defend the rights of the funds with independence of the interests of the AFPs, will comply with
corporate governance practices and p[Repmseitadvest hei r
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 reportto the AFPont he r esul t o f Intherelecion end e
of members of the board, the representatives are forbidden to vote for candidates that are shareholders,

directors, managers or workers of an AFP°%¢ Resol uti on 680 of the SBSé[re
those companies and funds that follow good corporate principles. They have to promote good corporate

governance in those companiesand good i nv e st meNo trulespequirecdisilosue sféheir
policies and practices regarding corporate govern

47. Chile has also taken a step to mandate active ownership by requiring its pension funds to vote

on all matters i n tséealso pam.adn)e Wihile tHie hassedsurednthae Chileang s
institutional investors play an active role, some analysts have noted a potential weakness in the law in that

Is can have other conflicts of interest. For exa
takeover bid or in acquiring a significant stake in a company in which the Il holds shares, and could seek

the pension fundbbat sshbaoes be agfeeedgat a | ow pr
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.

Guerra, Sandra, iBr az i | , t h e Gvvermarca) SepiesberQ007 - ¢sdueel &7 ;

® 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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48. 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 para. 72). This

approach was facilitated by Col ombiads recent

requirement that all companies issue detailed annual corporate governance reports disclosing whether they

ad

arecompl ying with the codebds measures and explainin

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.

49. Ar g e n tappnoaahdospension fund influence on company governance is currently uncertain,
due to its move to nationalize its pension system beginning in January 2009 (see also para. 130). Privately
managed pension funds, which invested approximately 15 percent of their funds in Argent i na 6 s
mar ket , were taken over by -ewned pessiondfunchsgstens, thé sp-.
called Sistema Integrado de Pensiones Argentino (SIPA), established a Council of the Fondo de Garantia
de Sustentabilidad to monitor its financial resources. This Council wasto be composed of representatives
from the Social Security Administration (ANSES), one from the Ministries Chief Cabinet, two from the
retirees, three from the workers, two from business associations, two from banking associations, and two
from the National Congress.

3.3.3Enabling lIs to participate and votan shareholder meetings

50. Another barrier to Ils responsibly exercising their ownership rights is the lack of laws and
regulations enabling Ils to exercise the 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. B r a zregllafois 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 also para. 92). Companies can require this as a
condition for voting but are free to waive it if they so decide. In practice, a consulting firm will offer its

services to companies that prefer to recetliree

t hei

Sharehol ders6 Meetings. 0 The wadipital signatues inconforimityr e gi st

with security matters stipulated by the company. Votes will be accepted up to one hour prior to the
meeting. Foreign shareholders, investment funds and shareholders are expected to benefit, since it will be
easier and quicker to establish powers of attorney in favor of local representatives, making it easier for
themselves to be represented at distant locations.

51. In additi on, CVMés proposal s, 0X0,alsolprevided fopthe e me nt ¢

use of blogs, web sitesandon-l i ne br oadcasts of sharehol der so

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.

3.3.4Co-ordination of Minority Shareholder Support for Better Governance

52. 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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53. The OECD Pr i anootatprs eststed 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 sharehol der i ntervention, part|l
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,

hol di ng, voting or di s p oTkis mayg relate fpartieularly  makea@ver Pids,s s e c L
tender offers, disclosure requirements triggered by crossing of thresholds related to significant holdings,

insider dealing and insider reporting.

54. 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 takenby P e r an@ G h i Ipemsiors
funds in electing board members is a positive example of these types of actions.

55. 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 para.155). 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.

3.3.5Developingclear governance benchmarks

56. 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 of Bovespa 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.

57. 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 Ils could take into
account governance considerations. Col ombi ads neyv

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
recommendations.
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3.3.6Promoting successful practices to overcome cultural resistance

58. In some of the countries of the region, activism is perceived by lls 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 Il managers prefer to refrain from
interfering with a portfolio companyds management
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 @ dnoomgihstaumeatnwitio lowkririsk efdlefault 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 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.
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CHAPTER IV - RECOMMENDATIONS TO S TRENGTHEN POLICY AND GOOD PRACTICES

4.1 Policies and good practices t@ncouragemore active involvement of institutional investors (lls)
in promoting better governance

59. Institutional investors may more effectively and efficiently contibute to improvements in

corporate governance in Latin America through actions on multiple levels: (i) on the policy level led
by governments, legislators and regulatory agencies (and in some cases, through stock exchange
listing requirements); (ii) the level of selfregulation facilitated by associations and other collective
organizations of lIs; (iii) the level of actual practices of individual IIs; and (iv) the level of companies

encouraging and enabling their investors, including lls, to act as respoifide owners.

60. The recommendations below deal specifically with how Ils can better and more actively promote
governance practices in their investee companies to create long-term 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 Ils.

61. Correspondingly, the recommendations below distinguish between policy measures as the text in
bold indicates, and practical recommendations of what Ils should/could do as the text in italicsindicates.

62. 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

lIs, the state of the | egal and regulatory framewol

corporate governance, this White Paper also provides some country-specific recommendations. The
country-specific framework will also influence different reform priorities in each market.

63. Each country must determine what type of policylevel intervention makes the most sense

from its own perspective, whether using laws, , securities market regulations or act$ iegulatory
agencies for different categories of lls, or selfegulatory initiatives. The legal and regulatory

involvement should not merely impose additional requirements on lls to responsibly exercise their
ownership rights, but also enable and incentize the lls 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 stardards 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 costly to implement, without perception of corresponding benefits, lls and the
investee companies may be discouraged from improving their corporate governance .

64. 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 IlIs 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 I 1s6 industry and active ma-mdkeeto
focus at a minimum on eliminating any existing barriers to enable lIs to play their proper role. Countries
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with a | ess devel oped f r ame womakersto comcentiate thetr effarts t i

on not only eliminating the barriers but also considering relevant incentives to stimulate the Ils to take
initial steps toward activism in corporate governance, or even possibly mandating certain actions by lls to
responsibly exercise their rights. Incentives may be in the form of tax incentives for longer-term
investments by Ils that take an active ownership approach; permitting that Ils invest larger portions of their
assets in companies with better governance; developing enabling legislation/regulation to allow lls to
access the necessary information from potential investee companies; or supporting initiatives to promote
debate and educate all relevant stakeholders on the role of Ils.

65. The sections below follow the typical path of investment decision-making by Ils 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.

4.2 Distinguishing better-governed companies for imestment purposes

66. Consistent with recommendations of the White Paper on Corporate Governance in Latin
America (paras. 3637, 39), legislators and regulatory agencies in the region should take measures to
create reasonable conditions for lIs to efficiently include governance analysis in their investment

appraisal processes.

67. This White Paper incorporates the recommendations of the White Paper on Corporate
Governance in Latin America (para. 40) regarding the specific solutions that country regulators may
devise to encourage lls whose portfolios are subject to regulatory limitations to distinguish better
governed companies for investment, for example, by restricting investmentn compani es

meet minimum standards of corporate governance, or by permitting proportionally greater

investment in companies that meet certain higher corporate governance and disclosure

requirements.

68. In Brazil, the regulatory framework facilitates the recognition by Ils of better governance in
particular through BOVESPAGs speci al corpor
Mercado, which provide a means for companies to commit to higher than legally-required standards of
corporate governance.

69. 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. Per ués r egul ator may take measures

parameters for eligibility which may potentially broaden the pool of investible companies.

70. Other things being equalld 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 Haredibklers in

the long term. To do this, evaluation of governance risks and opportunities should be integrated into the

at
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t

t o

I 1 s6 overall due diligence process and analysi s

71. 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 Il and in each
investment. For some lls, 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 Ils are ready to address any governance shortcomings and opportunities that may appear during the
life of the investment.
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72. 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 process. Each fund manager has adopted its own criteria for evaluatingthei nve st ee ¢ omp a
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 issuerso corporate governance answers from the Survey of Country Code (Regulation 028/07).

However, this system could be further strengthened by establishing earlier deadlines for submission and

disclosure of reports to ensure that lls have timely access to them for shareholder meetings and investor

decisions. Additionally, some of themf ur t her anal yze t h scebasedtoreinetndla | cl i
developed criteria which most commonly include identifying whether the issuer has codes of good
governance, internal control manuals and codes of conduct, and weighting of the results of the Survey of

Country Code in the following areas: General Meeting of Shareholders, Board of Directors, information

disclosure and dispute resolution.

73. The ability of lls to analyze the risks and opportunities associated with corporate
governance as part of lheir 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
IIs to efficiently carry out such analysisVo |l unt ar y, f cnoompcloyr poorr aetxep lgaociv e r n
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
Ils to assess corporate govemance practices of reporting companies. Nevertheless, legal and
regulatory frameworks in Latin America should be conducive to providing lls with flexibility in
their investment choices. Restrictive legislation may impede the possibility for investors to k& a
distinction based on differences in corporate governance quality levels in their investee companies.
Regulators should seek to eliminate unnecessary limits on investment choices or make them more
flexible to allow lls to reward better governed compangés within the boundaries of prudential
regulation for llIs.

74. In countries where pension funds are relatively small, fragmented and occupy a relatively

small market share among other types of Ils, the loosening ofdal restrictions should be combined

with measures aimed at strengthening the prudential regulation of investment choices and education

to improve the pension fundsd <capacity to analy
regulator prefers to limtthe pension fundsdé ability to direct]l
should consider permitting investment in specialized corporate governance indexes that stock
exchanges may develop to recognize higher than legally required corporate governance and
transparency standards.

75. I n Me xi co, prudenti al regul ati ons restrict t
individual companies due to the potential risks associated with equity investments. However, recent

regulation allowing pension funds to invest up to 10 percent of their portfolios in investment trust funds

that can invest in individual companies does allow pension funds the potential to indirectly target and

reward individual companies with good corporate governance practices. While this provides 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 | evel. Thus, the regul ator may consider
such investment choices.

76. 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
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to the Boards, actively exercise ownership rights and include them in their investment contracts and
shareholder agreements. The situation is similar in Brazil.

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

77. Consistent with the OECD Principles of Corporate Governance and recommendations of the
White Paper on Corporate Governance in Latin America (para. 42), lls should clearly formulate their
policies regarding corporate governance, including the policies and procedures they have in place to take
into consideration corporate governance of thecampi es i n which they invest.
compliance with them should be communicated to the market and potential clients to ensure transparency
of the investorsodé activities.

78. Tr ans par en considerétionaigoverhadce issues could be supported by developing
and approving a corporate governance code or gui
expectations in terms of governance of their potential clients. Meeting these stdgdatelines could

also be the necessary peendition 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. @rdination 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.

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

80. Some countries of the region have legally recognized national corporate governance codes as a
benchmark for disclosure, and mandated that Ils 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 lls 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.

81. 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.

82. 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 noti ssued until | at e -spofsOred Corpbrate G@érriancee 6 s b U
Centre. In Brazil, three of the largest pension funds, Previ, Petros and Funcef, have issued corporate
governance statements providing geosiondfinds essciatiom t hei |
meanwhile, has developed a corporate governance handbook for the reference of its members and as

guidance to board directors.

83. Institutional investors should ensure that their investmemting and other policies on
responsibly exercising their ownership rights are properly and regularly evaluated and improved where
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needed. The results of such evaluation and possible modifications in their relevant policies should be
disclosedtotheiréexst i ng and potenti al clients, as well as

4.4 Exercising ownership rightsin portfolio companies

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

85. Ils should responsibly exercise their ownership rights when investing with atdong
perspective. Such ownership rights could be on multiple lévelsting as a responsible shareholder,
contributing to the improvement of the functioning of Board3ictors, strengthening the accountability

of the senior management, promoting information disclosure and transparency, and encouraging the
market in general to reward bettgoverned and sanction pootfjoverned companies.

4.5Voting at General Meetingsof Shareholders

86. The ability of lls 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,
agendaand 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 (para. 23), unnecessary restrictionsdiscouraging or
preventing shareholders from voting should be eliminated. Specifically, legislation should stipulate
rules for domestic and foreign lls 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 cros$order voting.

87. 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 Il

that the delegated voting has actually taken place. Therefore, IIs should strengthen their oversight of how
voting on their behalf is being exercised in each portfolio company.

88. With necessary conditions present, Ils should actively participate in Annual and Extraordinary
GMS and vote their shares when doing so is economically justified. The degree to which some Ils 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 lls, the principals, therefore, may
expect and be willing to pay lls for their more active approach and hold them accountable.

89. In practice, Ils 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 endeavors.

90. Chile has also taken a step to mandate responsible exercise of voting rights by requiring its
pensionfundsh ol di ng mor e than 1 per ce ndavoteooh all mdttes initha ve st e
GMS. Regulators in other countries of the region may look to reptiate this experience.

91. 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
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regarding the form of the agenda proposals, the content of notice calls, the issuance of new agenda
proposals, etc.

92. Brazilbs regul ator has also taken steps to strea
voting authorization and for monitoring shareholder meetings by Internet (see para. 50). There are also

initiatives aimed at making available and facilitating the use of electronic voting and allowing for viewing

of the GMS through on-line webcasts. Other jurisdictions should review their procedures to see if they

also can make similar progress in reducing obstacles to voting and shareholder participation.

93. Consistent with the OECD Principles of Corporate Governance and recommendations of the
White Papeon Corporate Governance in Latin America (paras-42), lls should develop and publicly

disclose their policy and procedures on the use of their voting righthis is intended to ensure
transparency of their voting practices and to strengthen th@ llssccountabil ity to t
Usef ul guidance is provided by | CGNbds recommenda
voting records together with their full voting record in important cases. Voting records should include
reference tahe number or proportion of votes cast for or against the recommendations of the company
management. In cases when lIs have not voted or were unable to exercise their votes, they should disclose
the reasons for that.

94. Il rrespective of the 1 1s06 investment thesis, t
often the most sophisticated and organized minority shareholders in the companies, to responsibly
exercise their right for the benefit of all sharetfeis and lead by example. At the same time, this will lead

to better results for the beneficiaries of the lls as better corporate governance arguably may lead to better
long-term success. This expectation is particularly true with respect to such tyjpesstbrs that have

also a social role, e.g., pension funds.

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

96. 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-r e gul at i on. Speci fically, gui delines &
standards/guidelines developed by associations of lls encourage their members or the industry in general to

voluntarily disclose their voting policies and practices.

97. In Brazil, the regulator requires that Ils 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.

98. 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 advic e , has i ssueRlegfuANBIi bons Cdalef f or |l nve
Code requires that ANBID6s members abide by rul es
for Representation of F un dthe primciplesand pnaeduresto be adoptdde et i n g
by this representation, aligned with AGuidelines

"This recommendation is also support edCapprat@Gokemgncef i ndi r
and the Financial Crisis whi c h s tshoule se regardded s, goodipractice for institutional
investors acting in a fiduciary capacity to disclose their voting records in order to make more transparent
any conflicts of interest and how they are being n
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ANBI D6 s FReguldt®n CSnamittée. While ANBID membership is voluntary, ANBID has set up a
monit ori ng and enforcement system to promote al/l n
issuance of 58 letters and 206 fines from June 2007 through June 2008.

99. Where legal frameworks allow, IIs should respibly 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 astiose related to company restructurings, changes of control and rights associated with different
classes of shares. Another important issue that lls should pay attention to is executive compensation
practices in which lls should seeks to ensure that suchpce ns at i on i s l'inked t
performance and that their incentives are aligned with those of sharehbdlders.

4.6 Encouraging communication between Ils and investee companies

100 Communication between the Had 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 lls and their investee companies to have clarity of their positionsliregamportant matters.
Additionally, the quality of information communicated is just as important as having a regular dialogue
between the companies and investors.

101 Ils should take steps to effectively engagi wheir investee companies on issues of concern to
investors related to the company®6s corporate goVe
time be formalized so that there is a mutual expectation that certain items are at the ceritartiohanf

all relevant parties and will create a certain degree of discipline for investors and companies as well.

102 The regulators should ensure that there are proper rules in place to safeguard the principle
of equal access to information, and that lls 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. Inpractice, the interaction between
the lls and their investee companies may take the form of investors communicating to the companies
their corporate governancerelated concerns rather than the discussion of company operational
results or other material information.

103 lls 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 theBoard or the lead noexecutive/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 shddelns and that proper good governance policies and
procedures are in place for the Boardds operation

104. Where such communication is not possible or not effective, Ils 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 lls 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.

® This recommendation is also suypport ed by sever al key findi Cagmrate f t he
Governance andhe Financial Crisis whi ch concludes that Al n many ¢
between performance and remuneration is very weak or difficult to establish . . . Remuneration schemes are
often overly complicated or obscure in ways that camouflage the situation. .. Corporations should be able
to explain the main characteristics of their performance-related remuneration programs in concise and non-
technical terms. . . It should be considered good practice that remuneration policies are submitted to the
annual meeting and as appropriate subject to shar e
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4.7 Encouraging communication between various lIs

105 Consistent with the OECD Principles of Corporate Governance, the legal and regulatory
framework should allow and even encourage ammunication among lls 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 coeordination of actions when nominating and electing board members, proposing
agenda items and holding discussions with the investee company to improve its corporate
governance.

106. While shareholders should be allowedo 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.

107. Brazil s r e daniodng in the right dirgntéon by @cently 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 t
representatives to the Board of Directors and the Fiscal Council.

108 lIs 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 makdtding 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 lls and the companies.

109. The coordinated actionstakenby P e r u 6 s  apendion fidg i ekecfing 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 Ils 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.

110 IIs should not only take measures so thatygellerned companies receive recognition translated

into more or longeterm investment, but also consider sanctioning pegdyerned companiestirough

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 compamy its shareholders. lIs may cooperate to share information
about such companies or set up internal procedures enabling all staff responsible for investment decisions
to be aware of poorkgoverned companies.

4.8Improving the functioning of Boards of Directors

111. Consistent with the recommendations of the White Paper on Corporate Governance in
Latin America (paras. 3233), 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.

112 Institutional investors should contribute to the improvement of the functioning of the Board of
Directors of investee cqmanies where possible and cedftective for lls. 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 controllingreshalder to appoint all or the majority of
directors. lls should seek that the Boards of their investee complaanesa sufficient number of non
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executive and independent directors. Specifically, Ils should vote for the election of sueaative and
independent directors, and in cases where legally allowed propose their own candidates which meet the
criteria for nortexecutive and independent directors.

113. Investee companies should do their best to help the lls 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.

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

115. BrazanddosChilebs pension funds play an active
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 6s | anua restings vite ahl sftheboard membeds s , al s
that it has nominated to educate them on playing an active and informed role with respect to corporate

governance issues.

116. Chilean Ils, 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.

117. 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 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.
Peruds pension fund as s o al$oarovides rgwdance bnatheid borpaake f or
governance expectations. The quality of information provided to the directors has also improved.

118. Ot her countries of the region hmay ubdrhefrimorfer, o
IBGC has launched a certification program to ensure, among other things, that directors nominated by Ils
will have the necessary skills, education and experience to serve on Boards of investee companies.

119 Even when there is no legal or regulatory requirement, IIs should actively seek to promote the
involvement of independent directors by identifying such director candidates and sensitizing them to good
corporate governance concerns. llsyrfand it useful in some cases to involve professional heating

firms to assist them in candidate searches.

120. The involvement of lls 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 r ol e-makingand noptnbatirgitorvajue-dreltien foBabl ar d 6 s
shareholders.
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121. 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
i h erawn tetityand eval uation of directorso6 performance.

4.9 Strengthening the accountability of management

122 Institutional investors should seek to strengthen the accountability of senior managemeint of th
investee companigsso perform in | ine with the companyds bu
shareholder value. Commonly this will be done by persuading and equipping the Board to improve its
management oversight. More specifically, investehould encourage the Board to set performance
indicators for management, and monitor progress towards these indicators. It is also important to ensure
that the managementds interests are alignel® with
long term through incentivbased compensation among other things. lls 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.

123. The monitoring of managementdds performance wi
early on and to take measures to address them. lls concerned with particular corporate governance issues

should requestthatth e companydéds senior managers provide addi
the 1ls may hold separate meetings with the management of investee companies to discuss any issues

related to the performance of the company.

124, The close involvement of some Ils 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 Ils 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.

4.10Addressing internal corporate governance issues of institutional investors

125. Consistent with the reconmendations of the White Paper on Corporate Governance in
Latin America (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 Il, establishment
of proper oversight by the Board/Trustees over management, putting in place relevant mechanisms
for dealing with conflicts of interest, discouraging fee structureshat set inappropriate benchmarks
by focusing on the quantity rather than the quality of investment decisions, as well as other aspects
of the re%ulatory framework that cause managers to act in ways that do not maximize returns for
investors:

126. In some countries , the regulator may choose to require the Ils voluntarily adhere to the national
Corporate Governance Codeds recommendations ofr [
recommendations. This already happens in Peru, where all pension funds are listed on the stock exchange

® This White Paper is not intended to provide specific recommendation on corporate governance of specific types of
institutional investors. Rather, it recognizes the importance of paying attention to such issues as ensuring
that conflicts of interest are properly managed and disclosed, and that in general corporate governance and
transparency standards of Ils are as robust as those for listed corporations; and how the supervisory bodies
of Ils ensure that their management acts to promote good corporate governance practices of their investee
companies to achieve positive long-term results, and thatthe manager sé6 compensati on
aligned to address this goal,
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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.

127 Institutional investors should pay attention to 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 orporations 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.

128. The OECD Guidelines for Pension Fund Governance
http://www.oecd.org/datacecd/18/52/34799965.pdf provide a good reference for Latin American
regulatorsto b enchmar k against their countryds regul at.
framework should be supported by an appropriate division of operational and oversight
responsibilities and appropriate control, communication, and incentive mechanismthat encourage

good decisioamaking, proper and timely execution, transparency, and regular review and
assessment.

129. 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 aspect of a wellfunctioning legal regime and structure for mutual fund governance.

130. While new legislation in Argentina (see par. 49 in Chapter 3) effectively nationalized its pension
fund industry starting in 2009, it has not specified the minimum governance standards to be followed by
the new system, apart from providing for the creation of a Council composed of different constituencies to
monitor the use of its financial resources. Consistent with recommendations in other parts of the
report, good governance practices shid also be applied to stateun 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 Stat®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, developed for stateowned development banks and multilateral finance institutions,
is also valid in this case, calling for stat@wned resources to ensur that in financing companies they
promote the highest standards of governance and transparency demanded in the capital market.

131. 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, minutes of the meetings of shareholders and the board, and the mutual fund prospectus
(including the fundé 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.

132. 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 Fi s c al Counci l should evaluate the lagabnf or m
requirementsand t he fundoés own investment pol ssboyldbe Furt h
managed according to its own specific investment policy, which should be reviewed annually. Finally,

pension fundsé a c are to Ive hudited by independent auditors.

133. Brazil 6s | egal and regulatory framework al so

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
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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.

134. 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.

135. In Chile, pension funds are required by lawtocr eat e a directorsdé commi't
settlement of conflicts of interest. The committee is required to control and assess the fulfillment 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 pensi on funds&é regul
composition of this committee is also legally mandated T 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 within their term in office and during the 12 months following departure from their post to serve

as directors of pension funds.

136. Consistent with the OECD Principles of Corporate Governance, the legal and regulatory
framework should ensure that lls disclose how they manage material conflicts of interest that may
affect the exercise of key ownership rights regarding their inestments. 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.

137. 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 Ils invest

T which in the case of pension fund managers tend to be among the largest companies in each country i

can also be among the bankds mai ni ocHle pressardd ggainstCo n s e C
T adopting an active ownership strategy that could eventually challenge the Board and/or management of

the investee company, as the company may then coc
which could compromise its commercial relationships. It may also be the case that due to particular

holding structures, Ils and companies in which they invest are fully or partially owned by the same

financial institution.

138. 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 6s website.

139 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 theipolicies and procedures for dealing with such conflicts. More specifically, Il fund managers
may introduce fAChineseo wal lnsakers andwthee compariies inrthe i n v e
same group, as well as between different decisiakers dealig 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
managersaccountable 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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4.11Exiting from the investment as last resort

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

141 One of the reasons for such divestment could be deteriorating corporate governance policies and
practices of the investee compatty.this case, lls 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 IIs could be seen by the nsasigiashat the
investee company does not pay sufficient attention to protecting investor rights which might lead to less
investment in that company.

142. 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 Il
fund managers. Brazilian closed pension funds are not allowed to invest abroad. There is a 3% limit for
investment in BDR (Brazilian Depositary Receipts) and companies from Mercosul (Argentina, Uruguay
and Paraguay). 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 wleddUr it

all ows fAmulti mercadoo f uofdhsiratsets undenmasagernent, arfal otleea d  u p

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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CHAPTER V - ADDITIONAL STEPS: ST RENGTHENING MARKET F ORCES

143. In addition to steps described in chapter 4 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 u
cost-efficient and valued both by the market and client companies.

144. 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 governanceeit through direct regulation or self-regulation by individual

lls, 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 privatsector,
history and current state of regulation, private sector culture and other factors influencing the
investment strategies of Ils.

145, At the same time, different actors in the market should take steps to enaage the
development of institutional mechanisms to support the activities of Ils promoting good governance.
Specifically, (i) an active and informed medi a

successes and failures of investee companies to tharket but also have capacity to independently
investigate and report on stories of good or bad corporate governance behavior; (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 companiesd governance; and (i
advisory servicepr ovi ders can reinforce | |andgoveragne policiey t op L
into practice.

146. Institutional investors who do not have an internal capacity to evaluate governance
behavior of their existing and potential clients may resort to external advice as inpubwards their

decisions. The 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 advisry serviceproviders to support Ils in their governance

related decisions. Credit and corporate governance rating agencies, proxy voting firms and other
servicepr ovi der s ar e i mportant and compl ementary t
successfullypromote good governance for the benefit of their clients and their own beneficiaries.

147. 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 lls.
This analysis, along with other information, is then used by lls to make decisions on how to exercise their
voting rights in investee companies. Furthermore, governance rating agencies have recently ventured into
the area of rating the companiesdé corporate gove
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 favorable 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.
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148. 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 properlypverseen. 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.

149. Such agencies should takiegs 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.

150. 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 governance issues in their analysis. In Latin Ameri@, 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.

151 However, the effort cannot come from credit or governance rating agencies alone, since the
demand for these services from the investorso si
ratings and other aalysis from rating agencies and other service providers only as input for their own
decisionmaking and not outsource it to these external players entirely.

152 To have a stronger and a more organized voice as amstngd and be in a better position to
protect the interests of individual institutional investors, Ils should seek to establish associations consisting
either of all lIs operating in the relevant market or at least lls of a specific category such as gend®n

or mutual funds. Such associations will not only better protect the rights and interests of their members but
also communicate and influence polityking in the market and set common benchmarks of behavior,
including a recognized and consistentwien the role of corporate governance in the operations of the

Is.

153. Organized structures of institutional investors can be used not only to solicit feedback and
support the implementation of the legal and regulairy framework, but also may eventually
negotiate the right of the industry to selfregulate. The choice of regulation vs. selegulation should

be country-specific, subject to policy decisions. The need to set and enforce the rules to regulate the
activities of lls 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 Ils will agree to follow, coupled with credible monitoring and self
enforcement mechanisms, may gradually convince the regulators to rely more on sedfyulation.

154. 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 development of public policy and regulation on corporate governance and take the relevant
steps in this direction.

YT he OEdPdase Governance arttie Financial Crisis Key Findings and Main Messagdsne, 2009, calls
for reinforced attention to tshhe smportancer of tingtitutiotali ons  f
shareholders increases, greater attention needs to be given to proxy advisors and to the potential for
conflicts of i nterest . It is also claimed that t
competi ti ve mar ket for voting advice needs to be enco
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155. In Brazil, there are several organizations involving institutional investors: AMEC (Capital

Mar ket s6 I nvestors Associ at i on)sevdrabindependenopdrifolioma d e L
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 1 represents not only banks but other investment funds and capital markets consultants

incorporated as non-financial companies. Its objective ist o seek the marketbés c
i nstrument for f ost er i ANBID tsphacHically & deadingr the Getf-regdl@iane | o p me
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.

156. When organized, the relevant associations of lls should develop and implement programs to
monitor agreeelupon benchmarks of better practices of lls to promote their implementation. This
monitoring will not only increase the transparency of operationseaedc ount abi | ity of 11 s
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 ca be modified/improved.

157. In Brazil, theact i vi st approach of Brazildéds principal
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.

158. Associations of Ils should seek to educate their members concerning how good governance could

help them with the value o f their investments and support t he
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 Ils could be discussed.

159. Regulators should encourage associations or other structures of organized representation of
thellsindustryds interests to take steps to establis
conflict resolution mechanisms. Together with the regulators, IIs should try to improve judicial and
alternative dispute resolution mechanisms to enable fast and efiént resolution of any disputes.

160. When disputes cannot be resolved more cost-effectively, individual 1ls 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.
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