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structures can change towards dispersed ownership.

Commentators argue that the Brazilian capital markets are finally taking off.

The number of listed companies anéial Public Offerings (POs) in the Sa&

Paulo Stock kchange (Bovesy) has greatly increased. Firms are migrating to

Bovespads speci al |l isting segments, which require |
governance. Companies have sold control in the market, and the stock market

has recently seen an attemptedstile takeover. This paper discusses these

current developments and analyzes awh# structures of companies listed on

Bovespabds |listing segments bavwedheon data from 2006
first evidence of the decline of ownership concentration in Brazilian
corporations.

There is, however, an important caveat: dispersed ownership is mainly found in

Novo Mercado, the listing segment that requires the-sha@eonevote rule.

This paper, t h e n, ationrpattersst andyfimds ¢hat eightyr ms 6 mi gr

five pe cent of Novo Mercadodés firms are finew entrant
firms have mostly migrated to Level 1, the least stringent corporate governance

segment. Thus, there are two corporate worlds in Brazilian capital markets:

new corporations that adopt pactive corporate governance patterns, and

established corporations that retain their main patterns of corporate

governance or ownership structure.

This paper additionally explores the consequences of increased dispersion of

ownership through private conttat i n g, such asementsandehol dersdé agre
byl aws. The =evidence suggests an increasing rel
agreements to coordinate joint control and to binc

also shows a growing adoption of atakeover devices in byhs.

Finally, this paper sheds light on the incentives that may alter preferences of
controlling shareholders.  This discussion also explains why controlling
shareholders opt to create greater diversity of owsh@ structures. This
analysis advances oumbwledge of corporate structures in other emerging

countries.
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[. INTRODUCTION

Corporat governance scholars have recently begun to analyze publicly

held corporations that have controlling shareholdersControlling

shaeholders are the most common distribution of corporate ownership

outside of the United States and the United Kingdofhey are prevalent
in coninental Europé,and are particularly common #mergng countries

! See,e.g, Ronald J. GilsonControlling Shareholders and Corporate Gomence:
Complicating the Comparative Taxongmy9HARV. L. Rev. 1641, 1642 (2006) (sveying
this literature); Ronald J. Gilson & Jeffrey N. Gordogontrolling Controlling
Shareholders152 U. Pa. L. Rev. 785, 786 (2003); Ronald J. IGon, Controlling Family
Shareholders in Developing Countries: Anchoring éiehal Exchangel (ECGI Law
Working Paper Group, Paper No. 79, 20@gjilable athttp://ssrn.com/abstract=957895

2 See Rafael La Porta, Florencio LopeeSilanes & Andrei Shleifer,Corporate

Owneship Around the Worldg4 J.FIN. 471,498 1999) (Al f we | ook
the world and use a very tough definition of control, dispersed ownership is about as

common as family control. But if we move from there to medgized firms, to a more

lenient defirtion of control, and to countries with poor investor protection, widely held
firms become an exception. Berle and Means have created an accurate image of ownership

of |l arge American corporations, but it

3 SeeAlexander Aganin & Paolo VolpiriThe History of Corporate Ownership italy, in
A HisToRY OFCORPORATEGOVERNANCE AROUND THEWORLD 325, 325 (Randall Morgled.
2005); Marco Becht & Ekéhart Boehmer)Voting Control h German Corporations23

INTA Rev. L. & Econ. 1 (2003) Peter Hogfeldt,The History and Politics of Corporate

Ownership in Swederin A HiSTORY OFCORPORATEGOVERNANCE AROUND THEWORLD 517,
518 (Randall Morck ed. 2005); see alsoMARCO BECHT, ARIANE CHAPELLE & LUE
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in Asia’ and Latin America

Scholars have attempted to explain the prevalence of large
sharehdlers in these countri@&sAn important body of literature has shown
that the extraction of private benefits of control is a key reason why these
shaeholders maintain corporate contfol.Related works have proposed
several hypotheses to explain why private benefits of control are large in
certain countries and small inhetrs®

Even though this literature has advanced our understanding of
corporate governance structures, there remains a serious gap in our
knowledge. We still do not understand thaamis of changes in patterns
of owneship. While we know why most cormde ownership is
concentrated in the hands of controlling shareholders, we must investigate
how concentrated ownership can transform into dispersed owneasiuip
how ownership change operates in practice.

This gap exists partially because ownership padteto not change
very quickly or often. As Nobel Prize laureate Douglass North argued,
institutional change is slow and patependent in natufe However, there

RENNEBOOG SHAREHOLDING CASCADES THE SEPARATION OF OWNERSHIP AND CONTROL IN
BELGIUM (1999) Mara Faccio & Larry H.P. LangThe Ultimate Ownership of Western
European Corporationss5J.FIN. ECON. 365, 366 (2002fshowing that family ownershiis
more common than widely heldvoership in continental Europe)

4 SeeStijn Claessens, Simeon Djankov & Larry H.P. Lafige Separation of Ownership
and Control in East Asian CorporationS8J. FiN. Econ. 81, 92 93 (2000) (demonstrating
that more than twahirds of public corporations in East Asia have cdltitrg shareholders,
most of whichrepresent famikowned companies).

5 Seee.g, Richard A. Price, Francisco J. Roman & Brian Robert RounBeeernance
Reform, Share Concentration and Financial Reporting Transparency in M&xidoril 7,
2006) (unnumbered working papea)ailable athttp://ssrn.com/abstract=89781dge also
La Porta, Lopezde Silanes & Shleifersupranote 2, at 49296 (showing that virtually all
Mexican and Argentinian cogpations are controlled by few wealthy families).

® See, e.g.Stijn Classens, Simeon Djankov, Joseph P.H. Fan & Larry H.P. Lang,
Disentangling the Incentive and Entrenchment Effects of Large Shareh&@@dar§in. 2741
(2002) (finding that there are incentive and entrenchment effects of large sharshogyne
the former refers to increases in firm value in connection with theftmghtownership of
the largest shareholders, and the latter refers to decreases in firm value that occur when
control rights of the largest staolder exceed its cadtow ownership), Gilson, Controlling
Shareholders and Corporate Gomance supranotel, at 164445,

" Seelucian A BebchukA RentProtection Theory of Corporate OwnershipdaControl
li4 (Nat ol Bureau of Econ. Research Working Paper
avaiable athttp://www.nber.org/papers/w7203 (surveying control structure scholarship).

8 Seee.g, Jom C. Coffee, Jr.Do Norms Matter? A Cros€ountry Evaluation149U.

Pa. L. Rev. 2151(2001) (looking to societal norms rather than differences in legal regimes);
Rafael La Porta, Florencio Lopee-Silanes, Andrei Shleifer & Robert Vishninvestor
Protection and Corporate Governancg8J.FiN. Econ. 3, 4 (2000) (loking to differences

in shareholder and creditor protection regimes); Mark J. Roétical Preconditions to
Separating Ownership from @aorate Contro] 53 STaN. L. Rev. 539,543 (2000) (loking

to differencesincatt r i es® styl e of government).

° DOUGLASS NORTH, INSTITUTIONS, INSTITUTIONAL CHANGE AND EcONOMIC
PERFORMANCE 3 (1990). See Lucian A. Bebchuk & Mark RoeA Theory of Path
Dependence in Corporate Ownership and Governab2eSTan. L. Rev. 127, 137 (1999)

(exploring the role of path degnecsideorparate i n ficreating

structures. 0) .
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are examples one can look to.

There are two countries where concentrated ownership has
trangormed into dispersed ownership: the United States and the United
Kingdom. Scholars have already debated the causes that led to such
change® The debate has been both furthered and hampered by the fact that
these countries completaheir ownership charmgprocesses before they
became subjects of scholarly inquity.

One advantage enjoyed by scholarly inquiry into the United States and
the United Kingdom is that it is certain that these countries are species of
the dispersed ownership genus. They presactess stories of corporate
ownership chang¥. Thus, the study of these cases bears a certainty that
does not exist when one analyzes initial stages of ownership change, which
may be instable. For example, researchers report that some countries, such
as Canada, Germany, and Japan, experienced temporary ownership
dispesion that soon reverted to traditional concentrated ownetship.
contrast, the United States and the United Kingdom have successfully
surpassed the instability inherent to economic changenow present well
defined dspersed ownership patterns. Moreover, ghotime has passed
from when both countries experienced initial changes in ownership
structures to allow a more comprehensive investigation about the variables
that may have brouglbout ownership change.

On the other hand, there are disadvantages to using the United States
and United Kingdom as ownership change benchmarks. Because
ownaship change has already been consolidated, scholars cannot accurately
assess which variablesere most importanat the beginning of the process.

As such, there are competing theories that attempt to explain what happened

1 Se, e.g, Brian R. Cheffins,Does Law Matter? The Separation of Ownership and
Control in the United KingdonB80J.LEGAL Stub. 459, 469 (2001)John C. Coffee, JrThe
Rise of Dispersed Ownership: The Roles of Law and the State in the Separation of
Ownerslip and Control, 111YALE L. J.76(2001)

1 Cheffins, supranote 10, at 461 (noting that Berle and Means argued that dispersed
ownership was the predominant type afm@rship in the United States in the early 1930s).

12 SeeMarco Becht & J. Bradford Delongyhy Has There Been So Little Block Holding
in Ameaica?, in A HISTORY oF CORPORATE GOVERNANCE AROUND THE WORLD 613, 620
(Randall Morck, ed. 2005) (commenting that the U.S. response to the Great Depression was
to destroy family capitalism).

13 SeeCaroline FohlinThe History of Ownership and 6ol in Germanyin A HISTORY
OF CORPORATE GOVERNANCE AROUND THE WORLD 223, 232 (Randall Morck, ed. 2005);
Randall K. Morck & Masao Nakamura Frog in a Well Knows Nothing of the Ocean: A
History of Corporate Ownership in Japam A HISTORY OF CORPORATE GOVERNANCE
AROUND THE WORLD 367, 36970 (Randall Morck, ed. 2005Randall K. Morck, Michael
Percy, Gloria Y. Tian & Bernard Yeunghe Rise and Fall of the Widely Held Firm: A
History of Corporate Ownership in Canade, A HISTORY OF CORPORATE GOVERNANCE
AROUND THE WORLD 65, 65 66 (Randall Morck, ed. 2005) (discussing the rise and decline
of freestandig widely held firms in Canada)
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first: dispersion of ownership or investor protection. La Pand his ce
authorsargue that formal laws protecting investonsl proper enforcement

are a precadition for pulverizing share ownership and developing capital
markets:* In contrast, Coffee and Cheffins contend that the development of
capital makets occurred without such formal laws.Accordingly, we do

not have a lear picture of the turning point that caused the change or
develpment of each phase of the process. Experiencing the change at the
present moment offers the opportunity to accurately map out these phases
and n@jor events.

This paper analysthe micrelevel dynamics of changes in ownership
structures. It investigates a unique, contemporaneous event: a process of
change in patterns of ownership in Brazil, where corporations have
historically been characterized by severely concentrated ownéfship.
These concentrated ownership patterns have recemitben diluted,
indicatingan early stagef diffused ownership’ Based on this evidence of
ownership change, this paper contributes to the corporate governance
literature by nquiring how and why ownership sttures change.

This case study also adds to the literature on controlling shareholders.
Recent articles have called attention to the taxonomy of controlling
shaeholder® types, proposing that the simple taxonomy distinguishing
between countries with cawtling shareholder systems and widely held
shareholder systems is unrefinéd.According to this view, controlling
shareholdestructures are more nuanced: they can vary from efficient to
inefficient structures with controlling shareholders who extpactniary or
nonpeaniary private benefits of contrdl.

Brazil 6s system is wusually classified as
shareholders receiving both pecuniary and -pecuniary benefit§
Investigating recent conditions leading Brazilian concated ownership to
become dispersed therefore illuminates the incentives that may alter the
preferences of controlling shareholders.  Additionally, this discussion
allows us to understand why controlling shareholders may opt for a greater
diversity of owneship structures. It then enables to draw comparisons

4 | a Porta et al supranote8, at 7.

15 Cheffins, supra note 10, at 469; Coffee, Jr.supranote 10, at 76. See alsoJulian
Franks, Colin Mayer & Stefano Ros$Spending Less Time With the Family: The Decline of
Family Ownership in the United Kingdernm A HiSTORY OF CORPORATE GOVERNANCE
AROUND THEWORLD 581 (Randall Morck, ed. 2005).

16 Seeinfra notes5%i 72.

7 Seeinfra Part V.

18 Gilson, Controling Shareholderssupranotel, at 1643.

91d. at1652, 1661.

20 seeAlexander Dyck & Luigi ZingalesPrivate Benefits of Control: An Inteational
Comparison 59 J. FIN. 537, 539(2004) (finding that private benefits of mtool are worth
65% of the equity value of a firm in Braziljatiana Nenovalhe Value of Corporate Voting
Rights and Control: A Cros€owntry Analysis 68J. FIN. ECON. 325, 327 (2003)roting that
private benefits of control in Brazil are 16% t8 % o f a company®e mar ket val ue) .
generally Erica GorgaCulture and Corporate Law Reform: A Case Study of Brazil.

Pa. J.INTG EcoN. L. 803 (2006) (discussing controlling shareholders in Brazil).
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and make deductions that can enrich the comparative corporate governance

debate and advance our knowledge of corporate structures in other

emerging contries.
Brazil traditionally had capital marketthat could not sufficiently

finance corporations because of high discounts applied to security®prices.

Brazilian firms were characterized by strong ownership concentfasod

weak corporate governanteFamily tycoons typically retained amership

of voting share$; and extracted very high private benefits from control of

the corpoations®® Boar ds were composed entirely or fi:

insiders or representativ®s of the controll
New developments in Brazilian capital markeeem to challenge the

traditional model. Firms have been looking for equity financing in the

maket?’ The numier of listed companies in the &&aulo Stock

Exchange (Bovespa) has ris€nFirms are adhing to higher standards of

corporate governantethrough migration to Bas p a 6 s speci al Il i sting

2! SeeMaria Helena Santandhe Now Mercadq in Focus 5:Novo Mercado and Its
Followers: Case Studies in Corporate Governance Refgrnil (Global Corporate
Govenance Forum (World Bank) 2008gvailable at http://www.gcgf.org/ifcext/cgf.nsf/
Content/Focus_Notes (arguing that discount in shares prices was considered the most
i mportant factor f mderest @ the stoulmarket), datiand Nenoka, o f i
Control Values and Changes in Corpte Law in Brazil23 (EFMA London Meetings,
2002), available at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=294064 (measuring
price difference &tween controlling and neoontrolling shaes and finding that the market
applies a discount to negontrolling shares)see alsdavid M. Trubek Law, Planning, and
the Development of the Brazilian Capital Market: A Study of Law in Economic CH8nhge
49 (New York University Graduate School of Busss Alministration Institite of Finance
Bulletin Nos. 7273, April 1971) (discussing the failure of strategies that the government
sought to adopt to deal with depressed stock prices in the early beginnings of private capital
markets).

22 gednfra Part IV.

2 seeGorga,supranote20, at 857 (discussing corporate governance failures in Brazil).

241d. at 822, n.55 (discussing family ownership in Brazil).

25 SeeDyck & Zingales,supranote20, at 569; Nnova,supranote 20, at 327 see also
Simeon DjankovRafaellLa Porta, Florencio Lopede Silanes & Andrei ShleiferThe Law
and Economics of Sdliealing 25 (NBER Working Paper Group, Paper No. 11883, 2005)
available at http://ssrn.com/abstract=87573dtaing that block premium is very high in
Brazil, amounting to 49%).

% geeBernard S. Black, Antonio Gledson de Carvalho & Erica GofgaQverview of
Brazilian Caporate Governancé (U. of Texas Law, Law and Econ Research Paper. Paper
No. 109), available at http://ssrn.com/abstract=100305&xamining board corporate
govenance practices in Brazil).

27 See, e.g.Giuliana NapolitanoDinheiro mais barato para as empresaSom anos de
atraso, as companhias brasileiras comegam a ter op¢éo de financiamento fora dos bancos
[Cheaper Finance for Firms.After Years ofDelay, Brazilian CompanieBeginto Have
FinancingOptionsOutside BanKs ReviSTA EXAME (Braz.), Apr. 25, 2005.

2 Seginfra Table 2.

2% gednfra Table 1, Table 2, Palt.
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segment$® The number ofnitial Public Offerings [PO9 has ncreased

tremendously’ The stock market has seen the first attempt of sil@o

takeover in thirty year§? Companies have been selling contiol the

market®® and antitakeover defensesareibn g i ncor porated i nto comp
bylaws** In addition to these eopanyrelated developments, Bovespa

recently merged with the Brazilianxéhange for Futre Contracts and

Commodities (BM&F and became the awr | d 6 s third | argest st
exchangé®

This phenomenon has received significant attention from the media.
Several articles have pointed out that the Brazilian capital market is
experencing unprecedented montem. They have specially focused on
the secaled trend towards dispersed ownerstiipAccording to these
commentators, Brazil is finally xperiencing a transition in ownership
patterns. Someven hypothesize that ownership diffusion may result in
Brazilian managerial control becoming more like it§lcountepart®’

Scholars have not yet analyzed this phenomenon. Nonetheless, these
recent @velopments present a very interesting opportunity for research. If
ownership patterns are indeed shifting, we need to understand how and why
ownership structuris changing.

To investigate changes in Brazilian ownership structures, this paper
analyzes the owmship structure of Brazilian listed corporationsing
IANs for the year 2006 and updated in 2007. To determine whether

%0 Sednfra Table 7.

31 Sednfra Table 5.

%2 Sednfra Part V. A

33 SeeVanessa Adachi, Carolina Mandl & Catherine Vieira Mam#irdigao pulveriza
capital e entra na onda das companhias publiderdigio Diffuses Capital and Entetee
Wave of Public CompanigsvVaLorR Economico, (Braz.) Jan. 17, 2006Carolina Mand| &
Vanessa AdachiPasa vai pulverizar o controle acionério em boldaasa Will Diffuse
Stock Control in the Stock Exchahg@Braz.) VALOR Econdmico, Jan. 25, 2006; Marcelo
OnagaEmpresas sem dofBirms Without Ownerk RevisTa ExaME (Braz.), Jan. 26, 2006

34 Vitamina ou veneno? Enquanto a Europa discute os prés e contras das poison pills, o
Brasil desenvolve versdes préprias da pilula e refoecalose quando o controle é
pulverizado[Vitamin or Venom? While Europe Discusses the Pros and Cons of Poison
Pills, Brazil Develops Its Own Pill Versions and ®eices the Dose When Contrd i
Diffused, ReviSTA CAPITAL ABERTO(Braz.), Mar. 2006.Seediscussiorinfra Part VI.C.

% Heloiza Canassa & Edgar OrtegggvespaBM&F Merger to Create ThireéBiggest
Exchange BLOOMBERG, Mar. 26, 2008, http://www.bloomberg.com/apps/news?pid=
2060108@.sid=abTHMx9GUGwA&refer=news.

% A vida depois da pulverizacdo. Empresas que ja optaram pela diluicdo de controle
tém aumento de liquidez em seus papéis e passam a fazer parte dos principaigliifidices
After Diffusion of Shares.Companies that Have Opted for Diffusion of Control Have
Liquidity Increase for Their Securities and Become Part of the Main InfeXesor
Econowmico (Braz.), June 29, 2006&;atherine VieraPara Previ, pulverizacdo de contsol
valoriza governang¢gFor Previ, Control Plverization Enhances Governafcé/ALOR
Economico(Braz.), Jan. 18, 2006.

37 SeeVanessa Adchi & Catherine Vier@pontrole pulverizado cria grupo de exgivos
superpoderososModelo exige mais participacdo dos acionistas e atengdo aos conflitos de
interesse[Diffused Control Creates &roup of Super Powerful Executivesthe Model
Requires More Shareholder Participation and Attention to Cordliof Inteesf, VALOR
Economico(Braz.), Mar. 13, 2006; Onagsiipranote33.
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concentrated ownership has beenrdasing recently, this paper compares
data obtained from thisesearch with results of priaus studies on
ownership structures from 1996 to 2082 The paper then analyzes the
types of control structures that emerge as concentration of ownership
diminishes, inquiring whether firms present minority control or eventually
managerial catrol.

In addition to establishing whether ownership has become more
dispersed, assessing whether shareholders have changed enables us to
undestandrecentdevelopments in corpate governance. Do profiles of
the largest stockholders look the same as they used to? Has family
ownership digpated? Has institutional investor nevship increased? To
answer these questions, this paper identifies changes in the profiles of
majority shareholders. @aparing this data with results obtained by
previous studies, this paper concludes that, contrary to what one might
expect, no relevant change in the profile of shareholders hasrexdtcu
Family ownership is still a dominant dare of Bazilian corporations.
However, there have been otherggificant developments in ownership
structures. For example, government ownershipldssenedonsiderably
andownership byinstitutional investors seems to be increasing.

This paper finds that magarial control is far from being a Brazilian
reality. But this paper presents evidence that concentration of ownership
has indeed diminished in Brazilian capitalrkets. There is, however, one
i mportant caveat: ownership dvas become
Mercado, the special listing segment of Bovespa that requirestéraaopt
the oneshareonevote rule. The largest shareholder of Novo Mercado
companies holds 36.39% of the shares on average. This datum greatly
contrasts with measures of the lagetake of shares from previous
studies® In Level 2 and Level # segments with less stringent
requiements of corporate governance, ownership is more concentrated.
Firmsd | deooldgre averags 64a79% ownership in Level 2 and
63.14% in Level 1.

It may appear as though companies have been changing their
govemance and ownership fparns in the ways envisioned by Novo
Mercado? However, this paper argues that this conclusion is, at best,
incomplete. For a complete understanding of these curhemtges, any

%8 Sednfra Part IV.

39 Sedinfra notes 59 72.

“see infraPart II.

41 SeeAlfonso Celso Pastor&indrome de Peter Pan: argumentos adiciofiflister Pan
Syndrome: Additioal Argumentfy VALOR ONLINE, (Braz.), Sept 10, 2007 Cristiano
Romero A deolagem do mercado de capitdibhe Take @ of the Capital Marke{s VALOR
Econowmico, (Braz.),Jan. 3, 2007see alsoTiago Lethbridge & Melina Costalemporada
de compra$BuyingSeasoh RevisTA EXaME (Braz.) Nov. 16, 2006.
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account must alyze the players who have been changing corporate
governance patterns.
This paper analyzes the historical background of all the firms that have
listed on Novo Mercado, Level 2 and Level 1. It identifies the companies
that havemi gr at ed from Bovespabds traditional [ i
segment (Novo Mercado, Level 2 or Level 1). One could suppose that
firms have been scaliagp from the standard listing segment to Level 1,
Level 2 and then to Novo Mercado to take advantafgthe heightened
value of their securities in the most stringent segnf&nt®ne could even
assumethat most firms that are now listed on Novo Mercado used to be
listed on the traditional segment. However, the reality is that few
compmnies from the tradional listing market have imgrated to Novo
Mercado. Only 15.2% of the firms listed on Novo Mercado come from the
standard market. Theapority of companies (thirtyfive out of fifty-seven,
or 61.4%) that originally migrated from the standard markentospecial
listing segment went to Level*d.
In contrast, the majority of companies that haveedlsin Novo
Mer cado ar e inew en{fiveapertest. d Novo Near | y ei gh
Mercadoo6s firms are closely held corporati
issued shas directly in this listing segment. This suggests that we can
identify two corporate worlds in Brazilian capital markets. One world
consists of new corporations that adopt better corporate governance
patterns; the other consists of traditional corporatithat have not changed
their main patterns of corporate governance or ownership. So, while new
entrants increase corporate governancditguand market competition, a
significant group of corpations resist changes and act in a manner
consistent witlpath dependence theoryegictions**
The new entrants are, on their own, changing the market as more
dispersed ownership patterns produce importantegoesices in corporate
control and governance. This paper, accordingly, discusses the

2 SeeRicardo P.C. Leal & Andre CarllmldaSilva, Corporate Governance and Value
in Brazil (and in Chile) (Oct. 2005) (unmbered working paper),available at
http://ssrn.com/abstract=7262¢finding strong evidence that good corporate governance
leads to a higher market valuation and lower cost of capit@ff. Antonio Gledson de
Carvalho & George G. Pennacchi, Cafoluntay Market Reforms PromoteEfficient
CorporateGovernanceEvidence from Firm ®igration to Pemium Marketsin Brazil 6i 7
(Jan. 25 2005) (unnumbered working paperjailable athttp://ssrn.com/abstract=678282

(examining podiv e i mpact of firmséo mi g r arminootyn t o premium e
shar ehol diSeggeérallwBarhandeSBlack, Inessa Love, & Andrei Rachinsky,
Corporate Governance |Indices and Firmsdéd Market Val u

Russia 7 EMERGING MKTS Rev. 361 006), available athttp://ssrn.com/abstract=866988
(finding that governance edicts market value in a firm fixed effects framework in Russia);
Bernard S. Black & Wramaditya S. Khann&an Corporate Governance Reforms Increase
Firmsbo Ma r kEeidence/faom uneig4?]. EMPIRICAL LEGAL StuD. 749 (2007),
available athttp://ssrn.com/abstract=914440not i ng t hat investors consider C
corporate governance reforms in India valuable, as largen§ 6 s hare prices react posit
to reform anouncements).
43 Sednfra Part Ill; Table 7.
44 Bebchuk & Roesupranote9, at 137 38.
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consequences ohis phenomenon on Brazilian rpprate governance and
legal regulations.
One byproduct of dispersed ownership is minority control, which is
posing new issues for the management of corporations. In response,
Braziian companies have begun relying heavitystiareholder agreements.
Main shareholders use these agreements to coordinate corporate decision
making and exercise of control. The aim of this paper is to identify the
effects that shareholders agreements produce on corporate control. To that
end,th s paper surveys sharehol dersd agreement :
control disclosed in 2008007 IANs to @missao de Valores Mobiliarios
(CVM)0 the Brazilian Securities Exchange Commission. This is the first
work to assess how @terfere withocorpbeate s 6 agr eement
governance. Corporate governance scholars usually restrict their analyses
to companiesd6 charters and byl aws. Anal ysi
in Brazil reveals that the contractual relations that affect corporate
governance @y be more complex than generally assumed. Thus, this
paper contributes to corporate governance literature by showing that

shareholdersd6 agreements are a very import
puzzle.
A second devel opment r eflaavs.sMatyo changes i n

corporations are adopting legal mechanisms @wegmt hostile takeovers.
Renner and Perdigao were the first camps to nclude anttakeover
provisionsin their bylaws® This paper investigateall the eightyfour
companies without a cleaontrolling shareholder to assess how diluted
ownership has led to the use of aatkeover clauses in bylaws.
After analyzing how ownership patterns have been changing and the
consequences of this process, this paper discusses why this change has
taken pace. This paper then considers the Brazilian experience to suggest
how dispersed ownership has been promoted and how the law, the State,
and private players supported this development. Empirical evidence from
Brazil is then used to advance theoreticaterstanding of changes in
corporate ownership structures in emerging countries. In addition, this
paper highlights several problems regulators will face in strengthening
Brazilian capital markets.
This paper proceeds as follows. Section Il identifiegmechanges in
the Brazilian market following the creation
showing a consistentérease in the maber of IPOs and the numbers of the
new listing phenomenon. Section Il analyzes what companies have

5 SeeAdversarios de primeira viagem. Oferta hostil da Sadia pelo controle da Perdigéo
deixa espacgo para os administradores brasileiros agirem com muito mais gowergang
proxima veZFirst Trip AdversariesSadi a6s Host i | e Petlfigdodeave§ or Contr ol of
Room 6r Brazilian Managers to Act with More Governance Next TirRevISTA CAPITAL
ABERTO, (Braz.), Aug. 2006.
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migrated to Novo Mercada.evel 2, and Level 1. Section IV reviews
empiiical evidence of ownership concentration in the Brazilian capital
markets. Section V discusses the recent takeover attempt and gnesent
data on the decrease of owslEp concentration, exands patternsof
ownership in Bovespads cand findrthatt e governanc
dispersed ownship is present in Novo Mercado and not in Level 2 and
Level 1. Section VI then explores the main consequences of increased
dispersion of ownship on private contraicly. Section VII matches
empirical evidence with theoretical hypotheses on changes of corporate
ownership and highlights lessons we can learn from the Brazilian
experience. It identifies the reasons for and consequences of ownership
change on other eméng markets. Section VIII discusses challenges that
Brazilian regulation will have to face to sustain market development.

II. RECENT MARKET DEVELCGPMENTS: SPECIAL LISTNG
SEGMENTS, LISTING E\OLUTION AND IPOS

Bovespa, the main stock exchange in Brazunkched three special
listing segments in December of 2000: Level 1, Level 2 and Novo
Mercado®® These segment s wer e intended t o enh
secuities prices and attract investors to the market by fostering
transparency and confidence in the stoolarket! To list in these
segments, companies must comply veitticterdisclosure requirements and
corporate governance [ies than those required by Brazilian
legislation?® Because the standard trading market continues to exist, firms
voluntarily cloose to rigrate to the special segmefits.

Table 1 details the most important rules of the special listing segments.
Level 1 basically require$l) a maintenance of frdtoat of at least twenty
five percent of the total capitdR) improvements in quaatly information
reports, including disclosure of consolidated financial statements, cash flow
statenent, and special audit revisiof3) disclosure of an analicalendar of
corporate events(4) disclosure of trading involving securities of the
company byits managment or controlling shareholdesind (5) disclosure
of contracts between the company and relairties™

Level 2 mandates compliance with Level 1¢
regulations:(1) disclosure of financial statements in accordanite W.S.
GAAP or IFRS standard$2) a unified term of two years at maximum for
the entire board of the directors, which must have at least five members, of
which at least tweaty percent must be independg3} voting rights granted
to nonvoting (preferred)shares in certain corporate decisions such as

46 Santanasupranote21, at 14 13.

4T See BoOVESPA Novo MERCADO, APRESENTAGAO available at
http://www.bovespa.com.br/pdf/Folder_NovoMercado.pdf.

48

olg

0 See BovesPA REGULAMENTO DE PRATICAS DIRERENCIADAS DE GOVERNANGA
CorpPORATIVA NIVEL 1, translated in http://www.bovespa.com.br/pdf/regulamento_niveisl|
_ingles.pdf [hereinafter Level 1 Listing Rules].
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merger, spiroff, or incorporation, approval of contracts between the
company and other firms of the same holding group when delibaratio
occurs at the general meetingd) tag along rights for newoting
shardolders who ought to receive at least eighty percent of the price paid
for the voting shares of the controllingaseholder in a sale of contrg§)

the obligation to hold a tender offer by the economic value of the shares in
the case of adisting or gang-private transactiorand(6) adherence to the
Market Arbitration Panel for the solution of corporate disputes.

Novo Mercado requires compliance with
standards and the following rulegl) dl shares must be voting sharesid
(2) tag along rights for all minority shareholders who must receive the same
price paid for the shares of the controlling sharehofder.

All three segments require that public share offerings use mechanisms
favoring capital dispersion and broader retail aste However, Novo
Mercado is the only segment that requires the-shra@eonevote rule*
which best enables ownership to become dispersed. Therefore, Novo
Mercado is the most stringent listing segment, followed by Level 2 and
Level 1, the least stringésegment.

Tabl e 2 di spl ays i nformati on on i st
segments. In the first three years of existence, the market did not respond
as expected. By the end of 2003, there were only two companies listed on
Novo Mercado and three compasilisted on Level 2. Level 1 already had
thirty-one companies, but no clear pattern emerged because Level 1 was not
considered to require a great change in corporate governance standards.
Then, slowly in 2004, the situation began to change. The boom ga
2006. At the end of 2006, there were feiiayr companies listed on Novo
Mercado and fourteen on Level 2. Interestingly, Level 1 did not share the
same growth rate. By the end of 2006, Level 1 listed tsiiyen
companies, a slight increase frord 0 0 3 . The Novo Mercadoods
continued through the end of 2007 and the adhesion rate more than doubled
during this period, making a total of nindtyo listed companies. Level 2
did not benefit from the same evolution and grouped twenty companies for

51 See BovesPA REGULAMENTO DE PRATICAS DIRERENCIADAS DE GOVERNANCA
CorPORATIVA NIVEL 2, translated in http://www.bovespa.com.br/pdf/regulamento_niveis
_ingles.pdf [hereinafter Level 2 Listing Rules].

%2 See Bovespa Novo MEeRcapo, translated in http://www.bovespa.corbr/pdf
/regulamento.pdf [hereinafter Novo Mercado Listing Rules].

®Each segment 6 scifylthatsdispersed ownership <an der@mraged
t h r o u grsuring (@dcgss tdl interestednvestors; or ()i Allocating at least 10% of the

offering to individualsornom nst i t uti onal i nves tsuprarmote D, Level 1 Listir

§5.1; Level 2 Listing Rulessupranote51, §7.1; Novo Mercado Listing Rulesupranote
52,87.1.

%4 SeeNovo Mercado Listing Rulesupranote52, §3.1(vi) (requiring ordinary shase
which by definition have voting rights).
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the same time frame. Level 1 also obtained just a few more companies,
leading to a total of fortjour.

Novo Mercadobébs firms have been responsi bl
the number of IPOs in Bovespa. Table 5 presents the numbers of the IPO
phenomenon forprimary offerings, secondary offerings, and mixed
offerings, focusing on the numbers of primary and mixed offerings (these
also include a primary initial public offering). In 2004, only three
companies engaged in IPOs in Novo Mercado and two companievéh
2. In 2005, five companies in Novo Mercado and two companies in Level 2
went pwblic. The number of IPOs dramatically increased in 2006 and 2007.
In 2006, seventeen IPOs were conducted in Novo Mercado and four in
Level 2. In 2007, the numbers jped to fortyone IPOs in Novo Mercado,
seven in Level 2, and eight in Level 1.

Table 6 shows that Novo Mercado has been receiving the vast majority
of the new IPOs. Novo Mercado already represents 18.59% of the market
capitalization of Bovespa. Level ares much worse. Level 1 has the
largest market capitalization of the new listing segments, representing
approxmately 38%0 f Bovespabs maafiggemoetéhani t al i zati on
two times the market capitalization of Novo Mercado. Overall, the largest
captalization of Bovespa still comes from the standard market, which has a
market capitalization slightly in excess of Level 1, at apjpnexely 40% of
the total market capitalization of the stock exchange.

Analyzing this data, we can foresee that Level 1 wurpass the
standard market in terms of market capitalization. However, this is less
likely to happen with Novo Mercado if most traditional Brazilian firms
continue to adhere to Level 1.

[ll. THE COMPANIES LISTEDON BOVESPAG6 SROCADO,0 ME
LEVEL 2 AND LEVEL 1, AND THEIR MIGRATION PATTERNS

By the end of 2007, Bovespa had 156 companies listed on its special
segments of aporate governance (ninetyo in Novo Mercado, twenty in
Level 2 and fortyfour in Level 1)° These numbers present a notable
developrrent considering the historical evolution of Brazilian capital
markets. Asa result, many commentators have beery optimistic about
the recent growth of the market.

These developments can imply several hypotheses about stdot ma
and corporate governae evolution. Recent studies show that Novo
Mercadods firms receive *hiThgdeericespri ces for |
should encourage firms to upgrade their listing level, since firms can more
easily obtain financing by enacting stricter corporate gtagce practices.

%5 Based on data gathered tye end of 2007 Seeinfra Table 2

% See, e.g.Antonio Gledso de Carvalho & George G. Pennacchi, Can Voluntary
Mar ket Reforms Promote Efficient Corporate Governance
to Premium Makets in Brazil(Jan. 25, 2005) (unnumbered working papearjilable at
http://ssrn.com/abstract=67828Rlexandre Di Miceli da Silveira & Lucas Ayres B. de C.
Barros, Corporate Governance Quality and Firm Value in Brazil (June 2007) (unnumbered
working paper)available athttp://ssrn.com/abstract=923310
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Therefore, one could suppose that firms that used to be listed on the
standard market should gradually scalp from this market to Level 1,
Level 2, and then to Novo Mercado. One could hypothesize that the
majority of firms that arenow listed in Novo Mercado came from the
traditional segment. However, a et analysis ofthe companieshathave

been listing on Novo Mercado does not support thgpetheses.

This Section identifies the companies listed on Novo Mercado and the
dates vhen their shares began to be traded in this segment. It then
deteamines whether these companies had been previously listed on the
Bovespa standard market, Level 2 or Level 1. Checking the dates of these
compni esd6 registrations mentofiwhekCtidde enabl ed an
compni es opened their capital and whether th
standard market. Telephone interviews were conducted to clarify doubts
that arose when the data were insufficient to determine whether the
company had previouslyeln listed on the standard market.

At the end of 2007, Bovespa had ninéty campanies listed on Novo
Mercado>’ Table 7 shows that, of these companies, only fourteen
com@mni e s, or approximately 15.2% of al | Nov
migrated from the tiditional market. These companies include: Banco
Brasil SA., Cia Heing, Cia Saneamento Basico EstoSBaulo, CPFL
Energia SA., Drogasil SA., Eternit SA., Indistrias Romi SA., Light SA.,

Lojas Renner 2., Perdiga SA., Rossi Residencial .8., S® Carlos
Empreendimentos e Rigipac@®s SA., Tractebel Energia.8. and Weg
S.A. Therefore, the vastaprity of Novo Mercado companies are new
entrants that listed their IPOs in Novo Mercado.

There are twenty companies listed on Level 2. From these ciespa
eight firms (forty percent) have already been listed on the traditional
maket. These include All América &tina Logistica S.A., Centrais
Elétricas de Santa CatarinaAS, Eletropaulo Metrop. Elet. &Paulo SA.,
Marcopolo SA., Net Sevigs de Comnicacdo SA., Saraiva 3A. Livreiros
Editores, Smano Petroquimica.8. and Tam SA. This information shows
that although the majority of firms listed on Level 2 are new entrants in the
stock e&change, a significant number of firms have migrated from the
standard miket.

Bovespa novwhasforty-four companies listed on Level 1. Thifiye
of these companies, or approximately eighty percent of all companies listed
on Level 1, come from Bovespads traditional
Aracruz Celulose ., Barco Bradesco 3., Barco Estadalo Rio Grande
do Sul, Banco ItaHolding Finaceira 3\., ParapanapanemaAS, Brasil
Telecom Participa@@s SA., Brasil Telecom 3., Braskem $\., Centrais
Elet Bras S.A. Eletrobras, Cia Energética deoS®aulo (CEP), Cia

57 See infraTable 2
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Brasileira de Ditribuicdo, Cia Energé&ea deMinas Gerais (CEMIG), Cia
Fiac® TecidosCedro Cachoeira, Cia Transmiesg&nergia EletPaulista,
Cia Vale do Rio Doce, Confab IndustrialAS Duratex SA., FrasLe SA.,
Gerdau SA., lochpe Maxion \., ltausa Investimentos ItaBA., Klabin
SA., Mangels Industrial 3., Metalagica Gerdau $., Randon S\,
Implementos e Participacd83A., Férica de Prodtos Aliment€ios Vigor,
Sadia SA., S®» Paulo Alpargatas .8., Suzano Papel e CeluloseAS
Ultrapar Participagds SA., Unibanco Halings SA., Unibanco Unia de
Barcos Brasileiros &.., Unipar Uni@® de Ind Petrogugimica S.A., Usinas
Siderurgicasde Minas Gerais 8. (USIMINAS), and Votorantim Celulose
e Papel . Traditional firms are more |y to gravitate towards
segments that require small changes in corporate governance.

Several factors explain the migration patterns of firms from the
standard market to Level,land their reluctance to migrate to the highest
levels of corporate governance First, these firms tend to be large,
established, and successful corporations. They can rely on internal or
governmental finaging or on financing from other institutions with which
they have continuous businesses. Therefore, they can resolve capital
shortage without depending on the capital market. Second, Novo Mercado
and Level 2 lessen corporate control because of their additional disclosure
requirements and, for Novo Mercado companies, theshassonevote
rule. Complying with these rules mayrdlict with the interests of
important controlling shareholdersThird, the controlling shareholders of
these corprations are the wealthiest families in Brazil and they carry
political influence. Therefore, extracting npacuniary, and perhaps
pecuniay, private benefits of control may be an important reason why they
maintain control. Thus, consistent witthe path depedence hypothesis, we
find that traditional firms that migrate most likely list on Level 1, which
requires the least stringent chang#s their intial ownership and
governance structure.

At this point, there is insufficient data to suggest that traditional
market firms are gradually migrating to Level 1, to Level 2, and then to
Novo Mercado. Only four companies improved their corpagateernance
using this kind of stepy-step approach. Eternit.A went from the
traditional market to Level 2 and then to WoMercado. Cia Hering,
Perdig® SA. and Weg SA. left the traditional market for Level 1 and then
for Novo Mercado. Two othercompanies, Net Servicos de Comunieaca
and Rossi ResidencialA, had their IPOs in Level 1 before migrating to
Novo Mercado.

Together the listing and migration patterns support three conclusions.
First, new entrants comprise the vast majority of Noverdddo firms.
They likely utilize capital markets as an alternative for raising capital.
Therefore, they are the |l argely responsi bl
IPOs market.

Second, Level 2 represents the compromise between the strongest
corporate goverance practices of Novo Mercado and the weakest of Level
1. It is likely because of this gray compliance with better corporate
govemnance that Level 2 is the segment that has attracted the smallest
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number of listings. Level 2 mostly contains new entrabtsg, it has a
significantly greater percentage of firms from the standard market. All
companies listed on Level 2 have narting preferred shares in their
structures, which xplains why they have not listed on Novo Mercado.
Some of Lmpanes affed osm regutatory restrictionlsecause of
the type of industry in which they operate. This happens, for instance, with
companies in the business of air transportation and education. Such
regulation constrains the possibility of converting 4voting shares into
voting shares, thereforenpeding companies from complying with Novo
Mer cado 6 sonowteruléh ar e

Third, Level 1 is the segment that contains the largest number of firms
that migrated from the standard market. Level 1 contains veriyidrad
Brazilian firms with very strong reputations. These firms account for the
largest market capitalization of the special segments. Controlling
shaeholders have chosen to comply with weak corporate governance
practices that permit them to contnto extract pecuniary and non
pecuniary private benefits of control. These firms have additional financing
sources due to their strong political connections and reputations. Path
dependence also explains why most migrating traditional firms enter the
segnent that equires the least demanding changes in corporate governance,
enabling them to preserve most of their initial ownership and governance
structures.

IV. CONCENTRATION OF OWNERSHIP PATTERNS

Several studies have showmat concentrated ownership chatarizes
Brazilian publicly-held companies. For example, Valadares and Leal found
that, on average, one shareholdeined 74%of the voting capital in 203
companies, or 62.5% of their sampleThey relied on data disclosed in the
1996 IANs. Their samplecomprised ownership information 0825
companies, including 26inancial institution§® Among 122 companies

%8 This is true of air transportation firms, whiatust have foufifths of the voting capital
pertaining to Brazilian dizens. Lei No. 7.565 del9 de dezembro de 1986x-38854616,
art. 181 ll,available athttp://www.planalto.gov.br/ccivil_03/leis/L7565.htmln addition,
article 18181 U requires that firmso byl awsotngrohibit the con
shares into voting shares. In the case of ames hat provide educational services,aavl
still pending in Congress would constrain {P® ownership stictures:Article 7, §4 of
Project of Law No. 7.200 de 12 de junho de 26Gfhdates that 70% of thetirgy capital of
any institution that sponsors unigéies should belong to Brazilian iziéns. Educational
firms that recently went public arranged their ownership structure accordingly, issuing units
comprising norvoting shares and voting shares.

% Silvia Mourthé Valadares & Ricardo Pereira Camara Leal, Ownership and Control
Structure of Brazilian Companies 8 (2000) (unnumbered working papea)lable at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=213409

©1d.at 7.
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whose control is not retained by one sole dmalder, the largest
shareholder owns, on averag®% of the voting capital. Thefore, a

sharehader will retain a major voting block of shares even in companies
without a controlling shareholder. Considering the entire sample, the

largest shareholder ownsn average, 58%f the voting catal, the three
largest sharadiders own 78%and the five legest own82% Only thirty
five companies, or 11%f the sample, have not issued nating shares.

Valadares and Leal find that the total capital of companies is composed, on

average, byp4%voting shares andl6% nonvoting shares. So, neroting
shars have been used as a mechanism to separatershipndrom
control®*

Confirming these findings, Canva@ldaSi | va and La& al
sample of 225 companies based on the IANs of 2000 showe8Q¥aof
the sample had a sharehaladsvning more than 50%f the voting shares.
This shareholder retained, on averagf#®o of the voting capital an84% of
the total capital of the firm. Twerdywo companies did not have a
controlling shareholder, and the largest shareholder held, on avardge,
of the voting capital. On average, Kimg the entire sample into
consideration, the largest shareholder owWB% of the voting capital, the
three and the five largest shareholders @&f%6 and 87% of the voting
rights respectively? Thus, the total capital of the compes is composed,
on average, b§3%of voting shares and7%of nonvoting share§?

Considering capital origin, Carvalhd&Silva and Leal observed that
of the 203 companies which had a sole controlling shareholdis,
companies (48% of the sample) weantrolled by families, 60 companies
(27%) wee controllel by foreign investors, 198%) by institutional
investors, and.6 (7%) by the governmerst.

Aldrighi and Oliveira analyzed ownership and control concentration,

relying on IANS dated between 1997 £2@D2% They show that 77% of

i dat 10 (Alf there is some diffusion i
voting shares. Thus small shareholders normally do not havéngprights, and therefore

lack the formal power to guarantee their rights fromtherc@a ny manager s. 0) .

52 André CarvalhablaSilva & Ricardo LealCorporate Governance, Market Valuation
and Divicend Policy in Brazil7 (Coppead Working Paper Series, WRing Paper No. 390,
2004), available at http://ssrn.com/abstract=477302See alsoEduardo Schiehll & Igor
Oliveira dos Santo$)wnership Structure and Comptign of Boards of Directors: Evidence
on Brazilian Publicly Traded Companie89 REVISTA DE ADMINISTRAGAO DA UNIVERSIDADE

0s

study

ownership

DE SAo PauLo 37 3, 381 (2004) (analyzing data from 2002 and

these statistics document that the ownership structure of Brazilian public firms thas no

changed significantly since 1998 and remains

83 CarvalhaldaSilva & Leal,supranote62, at 9.

51d. at 8, 1013. The authors support their hypothesis that a higher concentration of
voting rights is associated with a lower firm valuation, that the higher the voting total capital

ratio, the lower is the firm valuation, that firms withhigh concenétion of voting rights
have a low payout, and that firms with a high separatenwd®en voting and cash flow rights
have a low payout.

% Dante Mendes Aldrighi & Alessandro Vinicitdarques de OliveiraThe hfluence of
Ownership and Control Structures on the Firm Performance: Evidence from Brédiar.
15, 2007) (unnumbered working papeayailable athttp://ssrn.com/abstract=97261&lso
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listed companies have a controlling shareholder. Of those companies,

31.8% have a controlling shareholder owning more 8@of t he f i r mé s
voting capital. The largest ultimate shareholder retains, armgee70.7%

of the voting rights of listed companies and 46.4% of the-flagls rights.

The discrepancy between voting rights and cash flows matches 24.3
percentage points. The largest ultimate shareholder owns morg0dteof

the outstanding cdial in 41.8% of the @ampanies listed on Bovespa. In

29.2% of the companies the largest ultimate agtwder holds casfow

rights below25%.

In a recent study, Leal and CarvaHda Silva discovered a very high
concentration of voting rights leveraged by the use of indicecttrol
structures and notwoting share&® They studied ownership structures using
IANs from approximately 250 firms in 1998, 2000 and 2002. They
concluded that ownership of voting rights became more concentrated during
this period.®” They noted that carolling shareholders oved more than
fifty percent of the voting shares in sevefitie percent of the companié.

Thus, with respect to direct ownhig, the largest shareholder had
median of seventpne percent of the voting rights and fifty percehthe
cashflow rights. When indirect ownership is analyzed, the largest
shaeholder has sixtyeight percent of the voting rights and thifour
percent of the cash flow righd. These results demonstrate that the use of
indirect control structures ambnvoting shares contribute to separation of
owneship and controf®

Leal and CarvalhallaSilva also studied the identities of ultimate
shareholders. Their data for 2002 wkd that 75.2% of the firms had
indirect control structuresand 21.5% of the copanies had har ehol der s 6
agreements among their largest shareholders. After considering indirect
control stret ur es and terms of sharmenhdo|l der sd agr ec
that 58.2% of the firms we ultimately owned by families, 24.9% by
foreign investos (individuals or entities), 8.9% institutional investors
(insurance companies, pension funds, foundations or investment funds), and

finding evidence on minority expropriatidry controlling shagholders, mainly in the case of
pyramids and nowoting shares structures which are associated with negative impacts on the
performance of the lgest firms).

% Leal & Carvalh&daSilva, supranote42, at 5.

71d. at 7.

% d. at 19.

%1d. at 20. It is important to note that the authors have already adjusted ownership
concentration results to reflect the voting blocks
agreements. Seeid. at 20 (making ownership structures look much mamecentrated than
they actually are). In order to compare the effects these agreements have on ownership
concentration and control in the market, this article analyzes ownershifusgiboth with
and without taking shartholdersé agreements into acco

1d. at 20
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8% by the governmerit.

Voting shares typically repsented around 46.3% of the total number
of shares in the marketForty-nine percentof all shares available for
trading in the market, including voting and nwating shares, were free
floating shares. Nowmoting shares used to be the most liquid, representing
about90%of trading volume at the Bovespa Stock Excha%ge.

Thus, the available studies on Brazilian ownership structures conclude
that an overwhelming majority of companies are controlled by a sole
shaeholder with concentrated ownership of voting shares.

V. TOWARDS DISPERSED OWERSHIP?

This Section analyzes whethamd to what extent ownership structures
are becoming more dispersed in Bradihis Sectiorbegirs with anecdotal

evidence of Sadia SA.s attempt ed toakS®.0A.ers ocfonRerodi.g «

This case drew enormous media attention as it was consideredsthe fir
modernhostile taleover attempt in Brazilian capital markétslt provided
the first evidence of three interesting developments in corporate control and

governance staures:(a) Perdigg 6 s si gni fi cant dispersion of
Brazilian stadards;(b ) its main sharehol dersd6 adoption

agreement to coordinate control; afg) the current discussion on the
adoption of tadgtal antitakeover defenses.

A. The Recent Takeover Attempt

Sadia S.A. and Perdigdo S.A. are the largest playettseimBrazilian
food manufactung business. They produce hedficken, pork, turkey and
meat derivatives, and process chilled frozen food such as pastésy pou
and vegetables. They atmth importers and exporters of méaised
products. Sadiaistised on Boves pd@gdss listed andNbvo 1 . Pe
Mercado.
In June 2006, Sadia attempted to expand its international business by
taking over Perdigdo. Sadia offered to pay $27.88 per $ha&a di a 6 s

price was the aver age aresaarBowspaipthd ce of Per di

thirty preceding days plua premium of 35%° Per di g«obds executives

found Sadiads price too f aholbdkdrosdd Per di g«

expect at i o nbsard additamallydheligwed thas the offer did not

d. at20, 62.

2 Leal & CarvalhaldaSilva, supranote42, at 23.

3 SeeCristiane Correa & Tiago LethbridgBpr que o negécio do ano néo s§ihy the
Deal of the Year Did Not Go ThrouglRevisTa Exame (Braz.), July 28, 206 (describing
the offer of Companhia de Eletricidade de Juiz de Fora to acquire CEMIG in the 1970s and
the takeover of Cimento Aratu by Votorantim in the 1980s).

" Sadia nega que tenha sido inBguanto & PerdigdgSadia Denies That It Was Inept
Regarding Perdigdlp RevisTA EXAME (Braz.), July 27, 2006.

> Alda do Amaral RochaPerdigéo reclama da forma e do valor da investida feita pela
Sadia[Per di g«o Compl ains About the Hd&ror and Value of
Economico(Braz.), July 182006.
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comply withprocedr es provi ded by Perdi g«ods

The largest shareholders of Perdigdo are eight pension funds: Previ,
Petrus, Fapes, Sistel, Valia, Real Grandeza Fundos de Previdéncia, Previ
Banerj, and PSPP. Mo st of t hese
agreement egulating voting rights in the compafy. They jointly own
about 49%o0 f Per di g« o &% The pensiom fyundssdesigneed s .
strategy to prevent the transaction by convincing Weg SA, atabider

byl aws.

funds

owning approxi mately 5. 8t@néeristhar€ser di g«o00b6s

Because the pension funds controlled a very higbgm¢age of shares, they

simply adopted the€® strategy of saying fno.

Sadia then offered a new price of $29 per sffar@his price was
below the legal re(i'é]uirement that a second dffepriced at least 5%igher
than the first offef!
refused to tender their shares and easily and quickly blocked the hostile
takeover attempt

Many Brazilian companiesurrentlyhave ownership structuresmilar

to Perding2d®s$., Per di gtwewas theofollowsg: s hi p

PreviBB (15.6%), Petrus (11.9%), Sistel (5.1%), Valia (4.1%), Fapes
(3.7%), Real Grandeza Fundo de Previdencia (2.9%pdd-u ibrium
(2.2%), and PrevBanerj (1.2%)°> Consdering share ownership alone, no
shareholder held a majority of the voting shares to control corporate
dedsions in the general meeting or to elect the majority of the board.
Though Previ and Petrus were the largest two shareholders, other
shareholdersauld still challenge their power by acting as a homogeneous
group.

Many minority shareholders have been coping with this situation
t hrough sharehol der sd agr efePerdigho,s .
whose shareholders veebound by a sharehl d e resntent thaj regulated

"8 Marcio JuliboniPer di g«o considera oferta da Sadia

[Perdigao Considers the Offer from Sadia Below the Market VaRevisTA EXAME
(Braz.), July 17, 2006.

7 Alda do Amaral Rocha & Vera BrandimartErustrada Sadia revé seus planos de
expansad Disappointed, Sadia Reviews Its Expansion Rla¥sLor Economico (Braz.),
July 24, 2006.

8 Alda do Amaral Roch&Em unani mi dade, fUnamichausly, Findg e m
Say N, VALOR EconOmico(Braz.) July 19, 2006, at B12.
79
Id.

8 Aguinaldo Novo,Sadia aumenta oferta para comprar Perdigi®adia Raises the
Offer to Acquire Perdiad, RevisTA ExamE (Braz), July 20, 2006.

81CVM, Instrugdio 361, art. 13,8§2° (Mar. 5, 2003 available at
http://www.cvm.gov.br/ingl/indexing/aspCorrea & Lethbridgesupranote73.

82 Mara LuquetCaso SadiePerdigéo é sinal de evolucdo do mercdSadiaPerdigao
Case Is a Sign of Market EvolutipVALOR EconOMICO(Braz.), July 24, 2006.

% PerpiGAO, 2006 ANNUAL ReEPORT 54 (Dec. 31, 2006), available at
http://www.perdigao.com.ni/web/arquivos/Perdigao_RelatorioAnual_2006_eng.pdf.
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the exercise of voting rights.
The control structw of Perdiga is highly concentrated because of the

sharehol dersd agreement, which enabl es i ts

defense. However, Perdigdd s owner s hi p rdlydispeiseadur e
to make it a target for a hostile acquirer. This situation is very unusual in
Brazil and provides evidence of a shift in ownership patterns.

The SadigPerdig® case raises two hypotheses for this stydy:
corporate control has become modéspersed among some sklaolders;
and (2) sédgeemerdisonlll de presadent in firms with dispersed
ownaship, so that main shareholders can coordinate control. Analyzing a
larger sample of Brazilian companies may show whether a new trend in
ownership patterns has arisen.

B. Data on Share Ownership

The initial sample consists of the 530 firms listed on Bovespa as of
December 19, 2007. The following corporations were excludgq:
corporations listed on the over the counter market (nioety frms); (2)
corpoitions that have not issued equity (twefayr firms); (3)
corporations that did not pass a
trading activity between January 1 and May 2207 (thirtyeight firms);
and (4) corporations with incompie or unavailable data (thidgight
firms).

The final sample consists of 339 corporations, including all the
companies listed on Novo Mercado (ningtyo companies), Level 2
(twenty companies) and Level 1 (foifigur companies) and 183 companies
from thestandard market. This paper looks at information on shareholding
structures from IANs delivered to CVM in 2007, referring to yead
2006.

IANs must be delivered annually, within five months of the end of a
companyos fiscal y e a egardind ithe preceding n g
year® Any changes in material facts
must be updated and resubmitted to CVM, including changes in
sharehaling ownershig® Ninety-six companies reported changes in
ownership structures during 2DGand resubmitted ownership disclosure
information to CVM. Accordingly, our data tracks these changes and
includes ugto-date information delivered to CVM by the end of 2007.

i s suffi

Al i quidit

i nf or mat

t hat occu

| ANs are publicly avail able from CVMés and

Additionally, CVM requires that shareholders disclose direct or
indirect shareholding ownership corresponding to five percent or more of
shares of a corporatiSh. These data enable one to identify direct and
indirect shareholders. Research underlying this paper thistefyfied the

8 CVM, Instrugdo 202 at. 16, items IV(a) & (b) (Dec. 6, 1998 available at
http://www.cvm.gov.br/ingl/indexing

8 CVM Instrucdo 202 art. 16 para. 7 (Dec. 6, 1998 available at
http:/Avww.cvm.gov.br/ingl/indexing

8 CVM Instrucdo 358 art. 12 (Jan. 3, 200R available at http://www.cvm.gov.br
/ingl/indexing
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average ownership of the first, third, and fifth largest shadehslfor each
segment of Bovespa.

The sample is split into two groups: firms with a controlling
shaeholder and firms without a controlling shareholder. Control can be
exacised through different mechanisms. The most obvious, of course, is
ownership of a relevant amount of shafeg-or the purposes of this paper,

a company is condéred to have a controlling shareholder when a single

shareholder (or a block of shareholdessbnd by sharehol dersé agr ee
owns more than fifty percent of the voting shares of the company. A

company will be classified as without a controlling shareholder if the

largest shareholder has less than fifty percent of the voting Stoek.

controlling shareholder by this definition has uncontestable deeision

making power in corporate affairs, and may elect the majority of the board

of directors (and managers) and control the agenda of the general

sharehol dersd6 meeting. tiiéhfityrperaemtn er shi p decr
threshold, the power of one shareholder will depend on the ownership

structure of the other shdwolders. This holds true even as ownership of

voting shares declines.

On the other hand, if ownership is considerably more diffuse (ew., f
shareholders owning more than around five percent of the voting capital),
shareholders may coordinate control by using aawnership mechanism,

such as contractual devices. For exampl e,
guarantee control. This would oedfishareholders owning less than fifty

percent of the voting rights enter into a s
their voting rights and/or exercise of conttd.Ther ef or e, sharehol der ¢

agreements are powerful mechanisms to assure control withguiring

8 Some compnies have less than five shareholders who own more than 5% of the
shares.

8 Control can also be exercised by mmmnership mechanisms such as contracts and
actual control of the proxy machinery.

8 We acknowledge thahis cutoff is very stringent, and the literature has applied more
lax definitions of catrolling shareholder.See generallyClaessend)jankov & Lang supra
note4 (defining a controlling shareholder as holding 10 to 20 % of either direct or indirect
voting rights) La Porta, LopezleSilanes & Shleifer,supra note 2.  Accordingly,
interpretations of theesults deped on the threshold of control used to define a controlling
shareholder. If, however, 20% of voting power is deemed sufficient to characterize control,
then the vast majority of Brazilian firms would be classified as companies with
concentration of ownehip, leaving very few companies with dispersedtoa. While this
article does not take issue with such interpretation, the objective herein is to show that
ownership patterns are changing in Brazil. Comparing the results of this analysis with
results dtained by previous studies of Brazilian amgite ownership, one finds a decrease in
ownership concentration, even if one argues that the actual ownership structures may not be
fully classified as dispersed sttures.

% This is not to say, of course, that shareholders holding more than 50%naf ights
cannot engage in such agreements.
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the burdensome financial commitment of having a lot of-diwarsified
capital invested in a corporation.

I n order to evaluate the role of shareho
about control structures, this paper presents the data before camgitieri
terms of sharehol dersé agreements. The dat
that dispersion is found mostly in Novo Mercado, where thesbaecone
vote requirement promotes a broader diffusion of voting rights. As reported
in Table 8, the majority fofirms (sixty-five out of ninetytwo) listed on
Novo Mercado lack a controlling shareholder. In those dixg/firms, the
largest shareholder owns, on average, 26.23% of the shares, the three
largest shareholders own 47.28% of the shamesl the fivelargest own
54.73% of the shares. These results show that the two or three largest
shareholders can coordinate their voting rights and control a corporation,
even when the largest shareholder alone cannot. If those two or three
largest shareholders betpn t o t he same family, a for mal
agreement may not even be necessary. In the tvgentn firms with a
controlling shareholder, the largest shareholder on average owns 60.87% of
the shares of the company.

One could still argue that these numsdbalenote that concentrated
ownership is still prevalent, especially if we accep2Q®o thredold to
assess contrdf. However, these numbers greatly contrast with the usual
Brazilian pattern of ownership concentration reported in the previous
section. Casidering the entire sample of firms listed on Novo Mercado
(ninety-two), the largest shareholder owns 36.39% of the shares. These
data confirm that Novo Mercado achieves considerably more dispersed
ownership in comparison to the ownership concentratamd in earlier
studies’”

Level 2 continues to be characterized by the traditional degree of
ownership concentration. In the sample of twenty companies listed on
Level 2, the largest shareholders holds, on average, 64.79% of the voting
capital® Nonethegss, six companies have significantly more dispersed
ownership. The average voting shares of the largest shareholder for these
firms is gproximately 38.84%.

Level 1 also has strong ownership concentration of voting shares. On
average, the fortjour firms of Level 1 have, on average, approximately
63.14% of voting shares owned by the largest shareholder (see Table 10).
Almost 71% of the Level 1 firms have controlling skeolders who, on
average, control 76.07% of the voting rights. Only thirteen fion29.5%
of Level 1 companies, achieve more dispersion of ositip, with the

%1 Seela Porta, LopedleSilanes & Shleifersuga note 2, at 491 (using a smaller
percentage of share ownership to characterize control).

92 previous studies found much larger mearBee, e.g.CarvalhaldaSilva ad Leal
supranote62 (calculating the average as 72% andlifig a median of 71%); Aldrighi and
Oliveira, supranote 65 (noting an average of 70.7%Yaladares and Leakupra note 59
(finding that the largest shareholder controlled on average 58% of the voting rights).
Therefore, the reported drop dwnership structure concentration shows a siganit change
in Brazilian ownership patterns.

% See infraTable 9.

462



CHANGING THE PARADIGM OF STOCK OWNERSHIP 5/20/20099:42AM

Changing the Paradigm of Stock Ownership
29:439 (2009)

largest shareholder owning approximately 32.31% of voting rights, on
average.

As expected, the same pattern of ownership concentration also applies
to the standard market of Bespa. Table 11 shows that approximately
72.67% of the companies listed on this market have controlling
sharehaders. Of the entire sample of 183 companies, the largest
shareholder holds, on average, 65.50% of the voting shares, the three largest
and thefive largest shareholders approximately retain, respectively, 81.64%
and 85.19% of the votinghares. These results confithat concentration
of ownership increasashen moving from Novo Mercado to all the other
segments which do not have the @mareonevote rule and thus have less
stringent corporate governance requirements.

It is important to keep in mind that, until this point, the ownership data
have not been adjusted to refl ect the ter
agreements on voting rights anelxercise of control. Incorporating these
agreements into the analysis, the ownership structure will likely become
more concentrated because minority shareholders will likely be part of a
controlling block.

C. Divergence from Voting Capital and Total Capit

Brazilian law permits corporations to issue nating shares.
Companies publicly held before Law 10.303/2001 may issue up te two
thirds nonvoting shares of the total number of shar€@mpanies publicly
held thereafter may issue up to fifty percemninvoting shares of the total
shares? Therefore, this paper also analyzes the composition of voting and
nonvoting shares to evaluate the divergence between cash flow and voting
rights. Voting shares can assure cash flow rights and control rights, but
nonvoting shares can only assure cash flow rights.

Tot al capital for a specific company is a
It considers all the cash flow rights that voting shares plusvoting
shares provide. Therefore, depending on how manyating shares there
are, the cash flow rights provided by voting shares can be smaller or larger.

The divergence between voting capital and total capétalpotentially
determinethe level of private benefits of control that can be extracted from
the corpoation. The more concentrated ca$bw rights rest in the hands
of the largest shareholder, the stronger the incentives that she will have to
run the firm properly, as doing so wilso raise her wealth. gontrolling
shareholder with fewer cash flow righ¢sbetter able to extract value to the
detriment of minority shareholders, decreasing firm valuation. The larger
the divergence between control and cash flow rights, the less restrained the

94 |ei No. 10.303, de 31 de outubro de 2001, D.O.U de 1.11,20022° Lei No. 6.404,
de 15 dezembro de 1976, D.O.U de 17.12.19761%8.2. (Braz.).
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controlling shareholder will be in extracting value, as she ndtlbear the
costs of her actions.
Table 8 shows no voting or total capital divergence due to Novo
Me r ¢ a d eslhaseon®vote requirement. Table 9 displays total capital
data for companies listed on Level 2. On average, the largest shareholder of
ale el 2 firm holds only 42.11% of the fi

she controls 64.79% of the firmbébs voting

issuance ofnov ot i nhg shares, which expand the fi
not add corresponding voting powelhe largest shareholder holds, on
avaage, approximately 18.72% of the reoting shares of the corporation.

This divergence is more pronounced in Level 1 firms. According to
Table 10, the largest shareholder of a Level 1 firm, on average, has invested
33.4% of the fimés t ot al c a p3.149% of thevotthg rgldsn t r o | s
This largest shareholder retains, on average, only 7.12% of the
corpoit i 0 n évatingrsiares.

Table 11 presents data for companies listed on the standard market.

The largestkar ehol der, on average, owns 49.23%
capital and 65.5% of the voting rights. He or she has invested a larger part

of the total capital of the company, retaining approximately 22.65% of its

nonvoting shares.

Analysis of this infomation reveals a significant separation of
owneship and control in Brazilian firms. However, controlling
shareholders have not yet achieved the maximum amount of separation
possible. Brazilian Corporate Law 6404/76 allowed the issuance ef one
third voting shares and twthirds nonvoting share§> Under this law, the
controlling shareholder would only need to hold 16.6% of the total capital
of the company The controlling shaholder would megly need to retain
50% plus one sharef the voting sharet® fully exercise control, and these
shares encompass esigth of the total capital of the company.

The segment that achieves the largest separation of ownership and
control is Level 1. Level 1 majority shareholders have on average 33.4% of
the total capal, but they still hold two times the number of shares
necessary to exercise control (16.6%)The ability of firms to separate
ownership from control is considered to be a mechanism that explains why
ownership is not dispersed in certain environmé&tdn section VII, |
develop this theoratal argument to explain why Level 1 firms still
concentrate control through the ownership of voting rights.

r mo

r
rmo

of

D. Data on Share Ownershipedentcounting for ¢

Section VI provides a detailed accounttbé most frequently usde

types of sharehol dersé agreements and their

% Seelei No. 6.404, de dezembro de 1976, D.O.U. de 17.12.1976 (suplemento) art. 15
§ 2°, avalable athttp://www.planalto.gov.br/ccivil_03/Leis/L6404compilada.htm.

% The old rule still applies for the companies that already adopted thihicthstructure
during the reform process.

97 Hogfeldt, supranote3, at 553 54.
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the impact of sharehol dersé agreements on v
12, 13, and 14 reveal t hat sharehol dersd ag
on the concentration of voting rights and control in Brazil. Table 12 shows
that the sixtyfive Novo Mercado companies without a controlling
shaeholder drop to fortyfive firms when considering the effects of
sharehol der sd agr ee meompasies (B0.#%) wthont r ol . Twe
diffuse owneship become companies with a clear controlling group
(owning more than fifty percent of the vot
agreements are taken into account. Before accounting for the agreements,
the largest sharelder from these twenty companies held an average of
28.06% of t he voting rights. Wh e n shar e
considered, the average share ownership of the group of shareholders
exercising control through such agreements increases to 65.27% der the
twenty compani es. Overall, the sharehol der
largest stake of ownership in the total sample increase from 36.39% to
45.25%. Nevertheless, the main conclusion regarding the larger dispersion
of ownership structures in Novodvcado persists. In contrast to previous
studies, the 45.25% average r@sship of the agreemebhbund group of
shareholders indicates a meaningful decrease of ownership concentration in
Brazilian firms.
Table 13 exhibits ownership patterns in Level 2 canigs. Four of
the six Level 2 companies characterized as lacking controlling shareholders
have been reincorporated into the analysis as companies with a controlling

sharehol der due t o their sharehol der s b a
agreements cause the exall average of largest ownership blocks to rise
from 64.79% to 69. 6 %. Thus, the i mpact of

owneship of the controlling block is not as pronounced as in Novo
Mercado.
Table 14 considers the | mmahet of shar ehoc
structure of firms in Level 1. Nine of the thirteen firms (69.23%)
prevously considered to lack a controlling shareholder become companies
with a controlling shareholder group. Among these firms, agreements
cause the average of the voting righetained by the largest shareholder
group to increase frord7% to approximately70% Oveall, the average
ownership of voting rights for the largest shareholder changes from
approximately 63.14% to 72.75%, revealing an even higher concentration
of controlin this segment.
Thi s anal ysi s shows t hat sharehol der sé6
mechanisms to coordinate control in Brazilian corporations. These
agreements tend to be adopted in canigs where ownership is more
dispersed. Approximately forty percentthese companies (thirthree of
the eightyfour companies) have a determined group of shareholders that
jointly exercise control by means of shareh
shaehol der sd6 agreements, the number of compa
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shaeholders drops considerably in all three special segments: from sixty
five to forty-five in Novo Mercado, from six to two in Level 2, and from
thirteen to three in Level 1. Novo Mercado is the only listing segment that
maintains a degree of ownership pégsion, with an adjusted average
ownership under fifty percent, even though the number of companies with
controlling shareholders (forseven) surpasses the number of companies
without cantrolling shareholders (fortfive) when these agreements are
constered.

This analysis shows that sharehol dersd a
impact on Brazilian corporate ownership and control. They work as
subsitute mechanisms to share ownership when shareholders have less
ownership and control is more dispersed. Thesovide control
concentration andoordination by regulating shared control among few
shareholders.

This analysis alsademonstrateghat current corporate governance
literature does not consider the impact of these agreements on international
paterns of orporate ownership. Nonetheless, as the Brazilian experience
shows, sharehol dersdé agreements may be key
interests of important blockholders, making control much more
concetrated in practice than is revealed by looking solaly share
ownership.

E. Data on Indirect Ultimate Largest Shareholders

Different types of ultimate shareholders shape different market
charateristics and, therefore, different types of capitalism. Welleloped
equity markets, such as those in the Uniftdtes and Britain, present
distinctive features. Most listed companies in these systems have diffused
ownership. Large shareholdings, and especially majority ownership, are
rare. In addion, very few large companies are famigntrolled. In both
the United States and Britain, institutional investors, like pension and
mutual funds and insurance companies, retain significant ownership of
listed companies, even if they own minority stakes in large public
companies? These particular types of ownerstafford different types of
governance practicég.

This section analyses the use and effect of pyramiding on corporate
control structures. Pyramiding implies a discrepancy between the ultimate
owner 6s total capital a n d giveroby the o | rights.

% SeeBrian Cheffins,Current Trends in Corporate Governance: Going from London to
Milan via Torontq 10 Duke J.Comp. & INTA.. L. 5, 12 (19992000) (quoting studies finding
that institutional mvestors retain ownership of approximately 50% of the equity market in
the United States and between 16% and 70% of the equity market in England).

% Scholars propose more or less active participation for institutional investors in
corporate governanceéseeJohn C.Coffee & Bernad S. Black{ail Britannia?: Institutional
Investor Behavior Under Limited Regulatjo82 MicH. L. Rev. 1997 (1994) Robeta
Romano,Less is More: Making Institutional Investor Activism a Valuable Maim of
Corporate Governangel8 YALE J.ON ReG. 174 (2001) see alsoCheffins,supranote98, at
25 (discussing proposals from the Cadbury Comtesi and the Hampel Committee to
improve insttutional investor participation in corporate governance).
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product of ownership stakes along the chain. If a shareholder owns forty

percent of Firm A and Firm A owns twenty percent of Firm B, then this

sharehol der owns eight percent of Firm Bo6s
are measured by theeakest link in the control chain. In the former

exanple, the shareholder would control Firm B with twenty percent of the

voting rights.

This section examines shareholder composition backwards to identify
the ultimate main shareholders of Brazilian corfors’® The ultimate
largest shareholders fall into one of the following categofigsndividuals
or families; (2) foreign invest® (individuals or institutions);(3)
governmentand(4) institutional investors (banks, irrsmce firms, pension
funds,foundations or mvestment funds). When a company does not have a
controlling shareholder, this paper identifies the largest ultimate
shareholdéy the shareholder who owns the largest number of voting shares
of the corpoation.

In practice, one has to makeveral assumptions in order to calculate
indirect ownership structures. Some of these assumptions in¢d)deow
one defines each defining category (for example, how one defines
fii nust onhal i and¥b® ow ane graups different families ttae
the main shareholders of one company. Regarding the first assumption,
banks are typically considered to be institutional investorsglowever, in
many countries, banks can be controlled by families. Therefore, classifying
banks as institutional invess may distort the measures of corporate
ownership i f one doe sharholdersa$heesasne t he bankos
appliesto investment funds. However, when participation in an investment
fund is not disclosed in CVM dataset, | treat those funds asuirmtal
investors. Therefore, the data for individual or family ownership may be
underesmated.

Regarding the second assumption, Diagram 1 shows the ownership
structure of Klabin S.A. We can distinguish three families as the main
shareholders of Klahi S.A.: the Lafers, the Pivas and the Klabins. The
results of an indirect ownership structure will vary according to whether
these families are grouped as one big family, two joint families or three
separate families. There is some evidence that thesdiem might
constitute one single family. For example, the name of one holding
company is Jacob Klabin Lafer Adra Part. SA., which might lead us to
conclude that Klabin and Lafer have a familial relationship. The main
shareholders of this apany northeless are Miguel Lafer and Vera Lafer.
Another example would be Sylvia Lafer Piva, Horacio Lafer Piva and

WThis analysis does not consider rdehte exi stence of s
identify the largest ultimate shareholder from the exclusive perspective of ownership
paterns.

101 seee.g, Valdares & Lealsupranote59.
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Eduardo Lafer Piva, who carry two names of the main families. Therefore,
results will change depending on how we aggregate these families.a®ne ¢
consider the Klains to be one family separate from the Lafers and the
Pivas. In this situatigrthe Klabins control 57.22%, while the Lafers own
45.36% of the voting capital structure, and the Pivas own 20.32% of the
voting rights. If one considersakers and Pivas as one family group
separate from the Klabins, then thefers and Pivas are the controlling
shareholders, with 57.88% of the voting rights. For purposes of Table 19,
the three families are regarded as one. The Klabins, the Lafers,\asd Pi
jointly control 59.5% of the wing capital of Klabin SA. and 20.55% of the
total capital.

Other cases, such as Mediali8a S.A., are simpler. Medial Siai
S.A. has three main families (Kalil, Rocha Mello, and Schapira) controlling
seventy-five perent of the company’s voting capital. There is no apparent
evidence that those families are related. Therefore, this study regards these
families as three separate main shareholders. However, if they actually
happen to be part of the same family, thisdgt underestimates the
concentration of family control. Therefore, the analysis herein assumes that
different last names designate different shareholders. In contrast,
shareholders with the same last names are considered to belong to the same
family groy. As Faccio and Lang pointed out, this convention may
understate family affiliation and, therefore, concentration of cofffrol.

The data show that individual and family ownership are clearly
dominant in Brazilian corporations. Of the twerggven firms ikted on
Novo Mercado with controlling shareholders, twenty of them (74.07%) are
controlled by individuals or familie§?® The large majority (seventeen out
of twenty) of companies controlled by either individuals or families are
controlled by means of a pya mi d a | structur e. I n Novo Mer
without a controlling shareholder, individual or family ownership also
accounts for the largest stake of shares in corporations. Oftfisigty
companies without a controlling shareholder, thggywen companielsave
individuals or families as the ultimate largest shareholders. Overall, as
Table 15 shows, individual or family ownership is found in fggven
firms, whi ch amount s to 39. 75% of Novo 1Y
capitalization™® Foreign conpanies are theecond largest shareholders.
They are the largest utbate shareholder in twentgur companies, 21.86%
of the entire sample of Novo Mercadodbs fir
are the largest ultimate sleholders of six companies and account for
15.08% of Novo MietcapializatidrE® Onlg five companies
are governmenbwned, but geernment ownership amounts to 23.31 % of
the market capitalization of the segméfit.

Table 17 displays ownership data for companies listed on Level 2.

192 Faccio & Langsupranote3, at 388.
103 See infraTable 15.

104 5ee infraTable 16.

105 gee id.

106 gee id.
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Consideringcompanies with a controlling shareholder, individual or family
ownership (8) still predominates in relation to foreign ownership (4).
Considering companies without a controlling shareholder, individuals or
family ownership is found in five out of six compies. Individual or
family ownership is responsible for 63.62% of the market capitalization,
followed by foreign companies and the government with 21.12% and
15.26%, respetively.’”’

Information on the ultimate shareholder in Level 1 is found in Table
19. Individual and family ownership is also pervasive. Twemtg out of
thirty-one companies that have controlling shareholders are individual or
family-held.  Individuals and families are also the largest ultimate
shaeholder of nine out of thirteen comgam without a controlling
shareholder.  Table 19 also shows that individuals and families
overwhelmingly rely on pyramidal structures to exercise control. Control is
kept through indirect control structures in twesgven of twentnine
companies that ka indviduals and families as either the controlling or the
largest ultimate shaholders. Table 20 shows that individual or family
ownership is responsible for the second largest market capitalization
(40.57%). Institutional shahnolders are responséblfor the largest market
capitalization (48.16%), even though they either control or are the largest
ultimate shareholders of only six companies.

Table 21 reports ownership data for companies listed on the standard
market. Individual/family ownership idsm dominant, followed by foreign
ownership. Of the 133 companies with controlling shareholders, seventy
eight are controlled by individuals or families; seveahge are controlled
by means of indirect mechanisms (pyramids). Individuals or families are
also the largest ultimate shareholders of thétywen corporations (out of
fifty companies without a controlling shareholder). In terms of market
captalization, however, individual/family ownership accounts for only
9.87%*° This shows that most compasi¢éend to be small, and hardly
match the concept of a true publidigld company. The government is the
| argest ul ti mat e sharehol der i n t er ms of
capitalzation, with 48.63% (eighteen companies). Foreign ownership
represents # second largest market capitalization. Foreign shareholders
are the lagest ultimate shareholders in thidgven companies and achieve
39.18% of the standard market capitalization.

Table 23 provides an overview of the general use ofvabing shares
and pyramidal structures by the different types of last ultimate owners. Out
of the whole sample of companies with available information (339), 163
companies make use of both pyramidal structures andsotomy shares.
Sixty-seven companies adopt pyramidalictures and sixtfwo companies

107 5ee infraTable 18.
108 5ee infraTable 22.
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adopt norvoting shares. Therefore, approximat88#so of the firms in the
sample separate ownership and control through these mechanisms.
Approximately 69%of the sampled companies have +wating shares, and

66% have pyramidal structures. Individuals and families are, by far, the
groups most likely to adopt these mechanisms for separation of ownership
and control. Of the sampled firms, 51.03% have individuals and families as
ultimate shareholders that make use ofapyidal structures and 43.66%
have individuals and families astimate shareholders that also adopt-non
voting shares.

Several studies have found that large shareholdings are usually
assotated with families®™ Family ownership increases in the segments
tha t are characterized by more concentrated
heavy relance on pyramidal structures shows that they are used to
organizing inteests of the several family members.

VI. CONSEQUENCES OF GREFER DISPERSION OF OWERSHIP
ON CORPORATE BEHAV | OR: S HARE H\GRHEEER\ITS,
INDEPENDENCE OF DIRETORS, AND POISON RILS

This section explores the main consequences generated by the increase
of ownership dispersion in Brazilian capital markets. There are two main
developments: widespread use of sherol der s6 agreements as mecl
to coordinate joint contrpland adoption of antiakeover devices to avoid
hostile takeovers.

A Types of Sharehol dersé Agreements

As ownership has become more dispersed in
agreements have inasingly been used to coordinate control. The
Brazii a n Corporate Law provides t hat shar ehc
regulate the purchase and sale of shares, preference to acquire shares, the
exercise of voting rights, or the exercise of conttdl. Shareholde s 6
agreements may be mixed to address more than one of these subjects. The
Corporate Law also contains specific rules regarding disclosure of these
agreements. Whilehsar ehol der s6 a pnivaeleimenanys are kept
jurisdictions!** in Brazil these agreeents must beluly entered in the
cor por a tsiation Bosksta be gnforceable against third parti&s.

109 Claessens, et abppranote6, at 2764 (finding that 70% of the blotiolders of their
sample are families).a Porta Lopezde Silanes & Shleifersupranote?2, at 498.
110 i No. 6.404, de dezembro de 1976, D.O. de 17.12.1976 (suplemento), art. 118,
avalable athttp://mww. pl anal to. gov. br/ ccivil _i08¥18 ei s/ L6404compi l
Shareholder agreements regulating the purchase and sale of shares, preference to acquire
shares, the exercise of voting rights, or the exercise of control must be observed by the
corporatonwhen filed in its head office. 0).
M1 REINIER KRAAKMAN ET AL ., THE ANATOMY OF CORPORATELAW 75 (2004).
112 ei No. 6.404, de dezembro de7B D.O. de 17.12.1976 (suplemento), art. 118
available atht t p: / / www. pl analto. gov.br/ccivil _03/Leis/ L6404c
The commitments or encumbrances resulting from such an agreement mag enlfprced
against a third party afterehagreement has been duly entered in thister books and on
the share certificates, if any. o).
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They bind the cporation provided that they are filed with the
cor por at iffioet'd Bherdfareastharemolders have strong incentives
to diclose these agreement$. If shareholders do not register the
agreements with the ogpany, agreements will be enforceable only between
the signing peies™®
The 2001 Corporate Law reform expanded sbh
ability to control corporate acti. Directors elected by shareters who
have signed such an agreement are required to vote in accordance with the
terms of the agreemeHf. Votes cast in breach of the agreement will not be
considered by the president of the meetig.Therefore, sharehl der s 6
agreements now play an even more critical role in corporate governance.
They not only can regulate the control exercise and voting rights of
shaech ol der s, but al so bind directorsé6é votes
and therefore diminish direcord i ndependence.
The disclosure of shareholdersé agreement
interesting research opportunity. Black, de Carvalho, and Gorga surveyed
corporate governance practices in Braziin extensive 2005 stey. They
found that thirtysix (42%) of the Brazilian private companies in their
sampl e have a sharehol der sé agreement amo
controlling family or groug?® In twentyfour (67%) of these firms, the
shareholder agreement ensures joint contfolhe authors also repahat
in twentytwo firms, one or more neimdependent directors were elected in
accordance with a shareholdersd agreement.
directors are elected under a sharehol der so
the board® Thus, shag h o | d e emends perfgrm an important role in
Brazilian corporate gernance.

113 Sedd. at art. 118.

114 seeBlack, deCarvalho & Gorgasupranote 26 (finding that 92% of all sheh o | der s &
agreements are registered with the company in Brazil and showing that the parties want to
enjoy stronger enforcement against third partiesthae corporation itself).

115 seelei No. 6.404, de dezembro de 1976, D.O. de 17.12.1976 (suplemento) art. 118,
11
18 5eeid. at at. 118,19 (AFailure to attend a general meeting
corporationés management b o d itterssspecifeed in the | | as failure
sharehol dersd agreement by any party or by members of
thetermsof he sharehol dersd agreement assures the damaged
shares belonging to the shareholder who is absent or remiss and, in case of a member of the
board of directors, by the board member elected by the votes of the damageéd)party.

"d. atart. 118,88 (fiThe president of t lkiegbodgefti ng or of the
t he corporation shall not comput e a vot e that i nf
agreement . 0)

118 Black, de Carvalho & Gorgaupranote 26, at 39 (reporting that thirtgix of eighty

six companies surveyed have sharehol dersé agreements)
119
Id.

120 Id
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The present paper uses data gleaned from collecting and analyzing all
shareholde agr eements provided triosbhfYomi ss«o de V
companies without a controllinghareholder. These agreements are
avalable along with other material information on publibigld companies
disclosedonCVMbés website. Sharehol dersé agr eemert
material information?* Therefore, engaging, amending or breaching these
ageements immediately triggers disclosure obligations to the market.
Us hg sharehol dersd agreements dating from S
research for this paper focused on agreements of companies without a

controlling shareholder because their sharebolds 6 agr eement s are 1i ke
produce more relevant effects on corporate control. The objective of this
research is to understand whether sharehol d

as substitute mechanisms in order to assure control when ownership has
become more dispersed. Companies with controlling shareholders might
have sharehol dersd6 agreements not i nvesti gse
these agreements are less likely to regulate control, and may instead
regulate the purchase or sale of shares, er riflationship between
controlling shagholders and strategic minority shareholders.
The sample consists of eigkigur Novo Mercado, Level 2 and Level
1 companies without a controlling shareholder. Fiftyr of these
commpni es have s hamte hvailableefar dodvnloadgon ¢he me
CVM website. Looking at the percentage of shares bound by each
agreement serves to establish whether the agreements affect the control of
the compnies. A company without a controlling shareholder may have a
de factocon r ol | i ng sharehol der group due to the
Nonethelessthere aremany inconsistencies when attempting to establish
thepgc ent age of shares that are bound by the
These inconsistencies mostly emerge when eoimg parties to the
agreements with the companyds reported shar
available on CVM. For example, consider the case of COSAN SA
Industria e Come&io. At the time of tls research, there were two
sharehol der s6 a fpr doenoadn forsthis ammgpangna b |
CVMés website. Apparently both were wvalid
However, the companyés | atest | AN (al so ava
to the existence of one agment. Furthermore, the shareholders that
signed oe agreement do not wespond to the shareholders who are
reported i n t hadaingcswouryeaavaildble in thénlAN. drh o |
order to resolve this contradictionthe company was contacted for
clarification. The investor relations officer statedath t he shar ehol der so
agreement under analysis is no longer ctiffe. Similarly, phone calls
were made to all companies with inconsistent data in order to clarify
guestions on validity, contracting parties and the percentage of shares

121 SeeCVM, Instrucdo358, art. 2 para. 1, itemsillll (Jan. 3 2002, available at
http://www.cvm.gov.br/ingl/indexing/asf consi der i ng enfesty mdteddl der s O agr e
information fato relevantg when they cause changes in the control of the company, when
they are entered in the register books of the corporation, or when theratamp is an
intervening party in the agreement).
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included insharehdler s & agr eement s.
This process revealed that fottyo (50%), of the companies have
valid sharehol dersd agreements. The distri
these agreements among the listing segments are as follows: -&igimty
(66.67%) Novo Mercado corapies, four (9.52%) Level 2 companies, and
ten (23.81%) Level 1 companies. The majority of companies without

controlling sharehol ders that have shareho
Novo Mercado, which has the largest number of companies with more
dispersedc ont r ol . Sharehol dersd agreement s, esp

agreements, are most likely to be adopted by companies that have more
dispersion of ownership.

This papere x ami nes the scope of these shareho
Table 24 shows the types ofjraements that shareholders engage in.
Sixteen of the forttt wo sharehol dersdé agreements (38.1
requlate preferences to acquire shares and voting rights. Twelve
sharehol dersd6 agreements (28.57%) regulate
the prefeence to acquire shares, voting rights and exerofseontrol

Three sharehde r s & agreements (7. 14%) include <c¢l au
acquire shares and voting rights.

For purposes of this research, sharehol de
as contol agreements when they regulate control exercised by shareholders
that jointly own more than fifty percent of

The definition of controlling shareholder adopted earlier in this paper is
retained for this analysis. The stogpredominant clause found in thirtine
outoffortyt wo sharehol dersdé agreements (92. 86 %)
sharehol dersd voting power. Of these, seve
shareholders that have less than fifty percent of the voighgs'*® One
could argue that voting rights agreements could also regulate control when
a group of minority shareholders coordinate their votesy évhey do not
jointly own fifty percent of the voting shareOne example is the Inpar
S.A. agreement,which binds 41.42% of the voting shares of the
corpoktion. While this agreement could be considered as a control
agreement, | prefer to classify it as a voting agreement to maintain a
consistent definition of control in this paper. Any agreement thiasren
an ownership based on less than fifty percent of the voting rights requires a
caseby-case angkis to verify whether shareholders exercised control.
This could lead toraitrary decisions. The analysis herein, therefore, may
underestimate the mber of minority control agreements that can exist in
practice.
Another caveat regardirthe classification ohgreementgs important.
Classification followed formal (literal) and qualitative analysis of the

2These shareholdersé6 agreements al%e regulate issu
infra Table 24.
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contents of these agreements. Only agreemexpgeessly regulating control

issues are deemed control agreements. Analysis showed thamioaly

(28.13%) agreements are literal control agreements. The other #hezdy

agreements (71.87%) are classified as control agreements because they bind

more than fifty percent of the voting shares of a corporatiohhese

numbers show that most control agreements are not literal agreements.

Therfore, the classification might not match the literal classification

contained in the agreements themselves, buteobranalysis provides a

clearer idea of the effects of sharehol ders
One example is Abyaras. 6 s sharehol dersd agreement,

52.9% of the voting shares. The text of the agreement regulates the

behavior of stockholdersthe exercisef voting rights and the transfer of

the shares bound in the agreement. Nonetheless, the agreement does not

make explicit that one of its objectives is to regulate control. Instead, one

of its expressed objecti veteebusimessit o provi de

management o f'?® {The egreement statasythatshareholders

musthold a preliminary meeting to decide voting orientation prior to any

general meeting of the company. Thus, upon analysis of its content, it is

clear that the agreemerdgulates not only voting rights, but also the joint

exercise of control. Therefore, even though shareholders might not

consider this a adrol agreement, it is classified herein as a control

agreement.
The same rationale applies to the cas@misil Ecaliesel Ind. Com.
Bio. e Oleos Vegetai§ . A. , which has a sharehol dersdé a

65.3% of the voting shares. While the agreement does not mention
explicitly that it regulates corporate control, it states that parties to the
agr eement aeithmir réciprocal retatippabtably with respect to
stock transfers, exercise of voting rights and management of the
c o mp &%h yThos, the agreement is clearly a control agreement.
Agreements categorized as control agreements are also classifieithgs vo
rights agreement because adrol cannot be exercised without the
coordination of voting rights every control agreement will inevitably
encompass a voting rights agreement.
Table 24 reflects this more comprehensive qualitative classification of
contrd. Thirty-two out of fortyt wo s har ehol dersdé agreements
regulation, among other issues, of control. Therefore, control agreements
ar e adopted by 76.19% of t he compani es t
agreements. On Novo Mercado, which is the segmerth whe largest

number of shar ehol d-eix sub of dwemtyeighme nt s , t went
sharehol dersd agreements are either control
agreements (seven). This result confirms

majority of companies ithout a controlling shareholder adopt
shar ehol aenentsstd coadinate control or voting rights as a

123 pApyara Phnejamento Imobilidi o S. A. Sharehol daianstdm Agr eement Cons .
Apr. 16, 2007, at 3, item 6.

124 Brasil Ecodiesel Industria e Comércio de BiocombustiveislenOVegetais S.A.
Sharehol dersdé Agreement from Aug. 14, 2006, at 1.
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substitute for share owrship.

B.EffectsofShar ehol dersd Agreements on Directo

This section analyzes t hgeemneenrts ent to whic
bind director 6st wootceosmpan®Ofest hehaftorhtawe shar
agreements, twentyix (61.90%)have sharehol dersdé agreements
di rector so6 v ot-sixscompani@d, sixtedngad.B3%}) speeify t y
instances in whichdirecor s6 votes are bound and ten do r

Table 25 displays the detailed content of the clauses of sixteen
agreme nt s t hat bind directorsb vot es. It
agreements of fourteen companies (87.50%) regulate votes on transactions
resulting in sale and/or actions affecting company assets. Eleven
companiesé6 (68.75%) Oaaes enedimtabutiorss ofbi nd direct o
earnings and dividends. Ten companies (62.50%) have agreements that
control directors6 vot e ®stipuatediothet r act s wi t hi
agreement,and budget approval. Nine companies (56.25%) have
agreements that control votes on the issuance of securities. Eight
compani es 6 58% rragdatee thet slectign or dismissal of
managers. Six companies (37.5%) haveeagents that have power over
directorsé v 0t eiion, inocorpomaton, gliquidation amdq u i s
corporate transformation, approval or dismissal of independent auditors and
ot her s. Four companies (25%) use sharehol
compenation policies and benefits for managers and board members,
reduction or increase in the social capital, and creation of joint ventures,
among other things.

This analysis presents a paradox. While some companies have been
complying with better standardsf @orporate governance, they have

shach ol der s & agreement s t hat constrain dire
di mini shing directorséo i ndependence. As
situation is, oddly, endorsed loyrrent Brazilian legislatianThis total lack

of directori ndependence i s at odds with Level 20

rules for good corporate governance. It is also contrary to current
international corporate governance recommendatfdns.

Level 26s and Nov o thithe warddobdremts r ul es requi r
have at least five members, of which at legenty percentshall be
independent membet¥. Bovespa defines independence in Section Il of
Novo Mercadob6s Regul ation. According to t|
Memb e:xr 0

125 SeeCAL. PuB. EMPLOYEESORETIREMENT SYS., GLOBAL PRINCIPLES OFACCOUNTABLE
CORPORATE GOVERNANCE (2008), available at http://www.calrsgovernance.org
/principles/docs/2008-18-globatprinciplesaccountableorp-gov-final.pdf.

126 Seenfra Table 1.
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(i) has no ties to the Companyoext for owning an equity share of

its capital stock; (ii) is not a Controlling Shareholder, the Controlling

Shaehol der 6s spouse or a relative to the secc
not been linked in the last 3 (three) years to a company or entity with

tiesto the Catrolling Shareholder (this restriction does not apply to

people linked to geernmental institutions of education and

research); (iii) has not been a Senior Manager of the Company or

employed by or worked for the Company, the Controlling

Sharehaler or any other company controlled by the Company; (iv)

i's not a direct or indirect supplier or p u
savices or products or both, to a degree that results in loss of

independency; (v) is not an employee or manager of a company or

ertity that supplies seices or products or both to, or buys these

from, the Company; (vi) is not a spouse or a relative to the second

degree of any Senior Manager of the Company; (vii) does not receive

any compensation from the Comparmscept for that reled to its

activities as member of the Board of Directors (this restriction does

not apply to cash from equity interests in the capital st5¢k).

This definition does not clarify whether or not directors bound by
sharehol der sd agr ee madepesdenw olturénthinsbe consi der
unclear how Bovespa assesses the number of independent directors of
compnies listed on the special segments that require compliance with the
twenty percent of independent directatisreshold. If Bovespa considers
those drectorsbound by sharehol dersd agreements as
making a mistake. Directors bound by share
deemed independent. These agreements directly interfere in decisions that
directors make because they determine ex ante lreatars ought to vote
before they have analyzed a situation and reached an independent
conclusion. One may even dispute whether having independent directors is
good for corporate governance, as there is evidence that independent
directors do not contrita to improving company performancé.
However, if Bowspa has decided that having independent directors is an
important rule for good corporate governance, it should enforce its own
rules.
Independent directors are considered importamnergng countres
which typically have boards dominated by representatives of the controlling
shareholder¥? In those countriesndependent directors may contribute to
decreasing levels of expropriation and, as a consequence, augment the
companyos we al tpbrts that Eavingdneore cieglendsn p
directors is associated with better corporate performance in emerging
markets. A study by Black, Jang, and Kifound that requiring large firms
to have a majority of outside directors has cawséatty percent increase

127 Novo Mercado Lishg Rulessupranote52, §2.1.
18 sanjai Bhagat & Bernard S. Black,The NonrCorrelation Between Board

Indepemlence and Londerm Firm Performance27 J. Corp. LAw 231 , 233 (2002) (AFirms

with more independent boards. do not achieve improved profitability, and there are hints

inour data that they perform worse than other firms. o)
129 seeBlack, de Carvalb & Gorga,supranote26, at 14.

476



CHANGING THE PARADIGM OF STOCK OWNERSHIP 5/20/20099:42AM

Changing the Paradigm of Stock Ownership
29:439 (2009)

stock price in Korea. Apparently, he mar ket valued the <compa
existingcash flow highebecausaf a perception that outside directors help
eliminate insider selélealing**
To conclude, this study shows that control comes in different forms.
Despite the current focus of the literature, control does not only come
through equity ownership in a direct or indirect way (pyramids). It can also
take contractual forms. This section presents evidence concerning the
eff ect s of shar ehol deompadie gavgrmarce.me nt s on
Sharehol dersd agreements work as substitut
ownership is more dispersed. As the Brazilian experience shows, when
shareholders do not have enough ownership to assure control, they can rely
on s har e leenmemtseto cdrdinate joint control. This is the case
mainly in Novo Mercado, which concentrates the vast majority of the
companies that adopt control or voting agreements. Furthermore, Brazilian
s har e holehents @aléo biadguotes of directors iartain matters,
lessening directomdependence. Thus, under certain circumstancesy boar
decisions may not be based tre best interests of the corporation or
minority shareholders.

C. Changesn Bylaws: AntiTakeover Clauses

Takeovers have been extrdgneare in Brazilian capital markets due to
the ownership structure of Brazilian corporations discussed in P&t Ill.
Control transactions have usually been conducted ivateragreemestin
which a large control premium is paid to the seller of contial 2001, a
reform to Corporations Law 6404/76 reintroduced a mandatory rule for tag
along rights in sales of control. This rule, Article 254 provides that
minority voting shareholders must recemighty percenbf the price paid
foracontrolingh ar ehol der 6s votinmbg shares in a sale
Additionally, Bovespa burdened private sales of corporate control. It
i ntroduc ed -abng fightuinp ther ligtingt reggirements of Novo
Mercado and Level 2. Under this rule, the acquirer of coiral private
sale must indemnify all other shareholders from whom the acquirer
purchased shares six months before the control transaction. The acquirer
will be required to pay the same price paid to the shares of the controlling
shaeholder. Indemnificabn should take place on top of the usual tender

130 Bernard S.Black, Hasung Jang & Woochan Kinoes Corporate Governance
Predi ct Firmsoé Mar ket V g 22U.E. ECON. & @Re. B6G,e100qFall f r om Kor ea
2006)( iKorean firms with 50% outside directors have sig
firms with fewer outside directors. This effect appears to be causal. This is the first strong
evidence that greater board indepene@erpredicts highershare prices in emerging
makets. 0) .
131 Commentators report that so far there have been two successful hostikeetakin
Brazil. SeeCorrea & Lethbridgesupranote73.
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offer to acquire all minority shares as required by Corporate 6404/76.
Table 26 shows thatompanies from Novo Mercado and Level 2 and a few
companies from Level 1 have also voluntarily adopted fikeper tag
along clause.

As ownership structures have been changing, one may think that
potential acquirers may be able to acquire control more easily in the market.
However, anttakeover defensekave begun to appear in compadie
bylaws as ownership hagtome increasingldispersed. While the media
hasalready pointed out this phenomertdhthere has been no attempt to
analyze the effects of their use in a systematic way.

To fill this gap and examine the evolution of Brazilian capital markets
and corpora governance, this paper empirically analyzes how many
companies have adopted defenses and which defenses are most common.
The sample includes the bylaws of eighayr companies (each listed on
either Novo Mercado, Level 2, or Level 1) that do not hawerrolling
shaeholder'® These companies make up the sample because they are the
most likely to hae antitakeover defenses becauselddir larger degree of
owneship dispersion®* The bylaws were collected between September
and December of 2007 fromANs delivered to CVM at the end of April of
2007, referring to yeaend 2006. Changes in bylaws during the year of
2007 must be disclosed and updated on CVM’s website: therefore the
research relied on the most recent updates.

Brazil has developed defensether than the poison pill, which is the
most common artiakeover defense in the United States. A poison pill is a
shareholdes Gights planwhereby a target issues rights to its existing
shareholders to acquire a large number of new stocks. Holdersuga
more stocks under market value when anyone acquires-@efaamined
amount ofthet ar get 6 s stock (typically
control acquisition. This strategy dilutes the percentageheft ar g e
common shares that the biddmwns, making it more expensive to acquire
control of the company. In Brazil, the predominant takeover defense is a
provi si on i nchattehthat allaveguaemtysi@assholders to sell
their shares to an acquirer who attains a critical imitg®rt 6 s s har es. I n
this sense it resembles the mandatory tender offer required by law but is
triggered by a | owe itiont Whiletsehmediacalof shareso6 a
this defense a poison pill, this type of takeover defense might not
completely stop adetermined acquirer. Instead, it ensures minority
shareholders the right to tender their shares at a fair price if they think this
is a good time to sell. This strategy also makes the target acquisition much
more expensive to the bidder.

The use of antiakeover clauses is widespread. Feagyen out of

e to twen

t n
t 6s

132 See supramote36 and accompanying text.

133 This Part retains theame control definition: a controlling shareholder issitered to
have moe than 50% of the voting stack

134 The undenjing idea is that the controlling shareholder of a company does not need to
be concerned withnicluding antitakeoverclauses in the bylaws becausettol cannot be
sold without his or her consent.
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eighty-four companies, or approximately fifgix percent of the sample
companies, have included atdkeover protections in their bylaws. There
appear to be two preval enantitakgoyees of def ens
defense provides that once a determined threshold of ownership is met, the
acquiring shareholder must make a tender offer to acquire all outstanding
shares. This threshold of acquisition generally ranges from ten to- thirty
five percent of lhe shares. Brazilian Corporate Law does not require an
acquirer to offer minority shareholders to tender their stock for sale if the
acquirer has purchased the control in the market. The mandateajoragy

right requires a tender offer only for a safeaocontrolling block by the
controlling shareholdér® This clause, on the other hand, requiresndde

offer of shares even if control was acquired in the market, makiggeho
takeovers as burdensomepivate sales of control.

A ATy pe -taBoer defense, in contrast, is triggered when a
shareholder who has acquired a-getermined threshold of ownership
wishes to purchase moshares. In that situation, ttsbhareholder has to
communicate his or her intention to the Investor Relations Maradgbe
company and the Manager of Trading Activity of the stock exchange. This
threshold of acquisition generally ranges from five to thirty percent of the
shares. The Manager of Trading Activity can then arrange a tender offer
conducted by an open auariiin the exchange market. This provision aims
to promote competition between bidders interested in acquiring the
companyds control

Table 26 categorizes the types of anti takeover clauses adopted by each
company | isted in Bovskhowptladtd6.9% qgthe i a l segment
companies adopt exclusively Type A clauses. Approximately 14.28% of
the companies adopt Type A and Type B clauses. Only four firms (4.76%)
exclusively use Type B clauses. Table 26 also provides the thresholds of
Type A and B clas e s t hat wi || trigger t he acqui
Approximately 53.5% of Type A companies adopt a 20% threshold. For
Type B companies, 43.75% adopt a 10% threshold.

The widespread adoption of atakeover defenses implies that
lawyers acted faster thanr&ilian regulators. Brazilian law does not
regulate the use of these clauses. The preceding analysis has covered only
bylaws of firms without a controlling shareholder. However, available
information shows that companies controlled by a controllingestwdder
who holds more than fiftpne percent of the voting capital have also
adopted dfenses® This demonstrates that lawyers have been eager to

135 Seelei No. 6.404, de dezembro de 1976, D.O. de 17.12.1976 (suplememnt®54
A, available athttp://www.planalto.gov.br/ccivil_03/Leis/L6404compilada.htm.
136 Thic ic i ; .- ;
This is indeed the case with three such companies: Banco Daycoval, which adopted a
defense Type A, SprindParticipac@s, which adopted poison pill Types A and B, and
SulAmerica S.A., which adopted defense Type B.
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avoid future changes in control, even if a hostile takeover were factually
impossible at that time. It isorth noting that it is unclear why a company
with a caitrolling shareholder would include atttikeover defenses clauses

in its bylaws. In that situation, the clause would constrain the sale of the
controlling sharehol der 6 sontraryp totthe o | bl oc k, w |
wealthmaximizing behavior of a rational economic agent. This situation
appears to show that controlling shareholders do not understand the effect
of the clauses and that lawyers fail to explain to their clients the full
implications of ati-takeover clauses. Argulgbthe controlling shareholder
could call a meeting and amend the bylaws to exclude the slalrs¢hat

case, theanti-takeoverdefense would generate additional transaction costs
in connection with @ale of catrol.

Nonethéess, Brazilian players seem to be celebrating the adoption of
antitakeover defenses. Dispersed ownership is usually associated with
more mature <capital mar ket s. Pl ayers may
provide antitakeover mechanisms because takeoversuldvoagain
concentrate control. According to this rationale,-tatkeover defenses are
considered to be useful devices to promote and stabilize diffused
ownership. They are devices companies use to signal that their ownership
structure will continue toddispersed.

In other environments, artiikeover defenses are generally considered
wealthdecreasing mechanisms that safeguard control from outside
monitaing. They are typically designed by managers. Because managers
typically seek to entrench themsedy defenses are usually thought to
increase agency costs between the management and shareholders.

Takeovers are widely believed to be wealth maximizing because they
replace inefficient management with a more efficient one, promoting
allocation of resource to a higher use value. The threat of a hostile
takeover is considered to be a way to discipline incumbent manag€ment.

If mangers do not run the company properly, the company will lose its
value and become a potential target for a hostile takeover.

In Brazil, if the current situation persists, poor managers may not face
this type of market discipline. Many bylaws go even further than providing
mandatory tender offer clauses, establishing penalty clauses that are
triggered if the tender offers claus® breached. The adoption of penalty
clauses is pervasive. Of the foggven companies that adopt gatieover
defenses, 100% adopt at least one penalty clause. There are two types of
penalty clauses.

Penalty cl ause fATypeireidbespatoomplydes t hat i f
with the tender offer clause, the board of directors will call an extraordinary
shareholder meeting during whithe board may decide to suspend the
rights appurtenant to shares that were acquired in disregard of the tender
offer claug. The shareholder that has acquired the control will not be able

137 Robert Daines & Michael KlausneDo IPO Charters Maximize Firm Value?
Antitakeover Potection in IPOs 17 J.L. ECoN. & ORG. 83, 8891 (2001) (surveying the
literat ur e that supports the fAmanagement entrenchment h y
anttt akeover protections entrxpenseh management at shareho
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to cast votes in this meeting. He or she may also be liable for damages
sufered by the other shareholders in connection with the breach of the
tender offer. This penalty clause is therefapplied against the acquirer of
blockholdings.

Penalty clause AType 20 provide
that restticks har ehol dersé rights to ten
tender offer clause will obligate shareholders who apprdhedchange to
make a tender offer to acquire the shares of the other shareholders.
Badcally, this prevents antakeover clauses from being excluded from
bylaws, even if the majority of shareholders want to deliberate their
exclusion in a shareholder gteng. This happens because of the huge costs
imposed on shareholders that approve this exclusion. Brazilian anti
takeover clauses of this type seem to rise to the level of fundamental rights
that cannot be ewracted around. These penalty clauses ppéiedd against
shareholders who want to ban the tender offer clause, regardless of whether
they want to take this action to protect the welfare of the corporation.

The data displayed in Table 26 show that of the feeyen companies
that adopt penalty deses, twentfive (53.19%) companies exclusively use
penalty clause Type 1. Twentwyo (46.81%) companies addpbth Types
1 and 2. None adofitype 2 only. Only eight companies (10.81%) have
bylaws that explicitly state that the tender offer clausebsaremoved. Of
these eight, only three companies establish a qualified quorum for the
approval of changes concerning the clad®eSix of the eight companies
confer authority power to the sharehokléo remove the tenderffer
clause. The remaining twebmpanies confer this authority to the board of
directors.

This analysis shows that changes in ownership patterns towards more
di spersed ownership have produced
bylaws, prompting shareholders to adopt takeover defenses. evdow
these defenses may not correspond to an actual threat, as there still is a
significant degree of concentrated ownership in most corapahat could

S
de

t
r

hat any
their
mport a

preclude takeovethreats. As illustrated by Sais att empted takeover ¢

Pedig®"° and confirmed byour data, most Brazilian companies are still
controlled by a small group of blodtolders who could easily coordinate
defenses against outside attat®s.Nonetheless, Brazilian artékeover

1% These companies afematech Ind. Com. Equip. Elemigos S.A., Blaws of the
Company, Art. 10 80 (on file with author) (establishing a quorum of 50% plus one of the
common shares); Companhitering, Bylaws of theCompany 811 (on file with author)
(establishing a quorum of shareholders that representtiwds of the shares of the
company); Even Construtura e Incorporadora S.AlaBs of the Company, Art. 43%(on
file with author) (establishing approval withcquorum of 70% of the total shares of the
company).

139 Correa & Lethbridgesupranote73.

140 see infraTable8 (showing that even companies without a controlling shareholder on
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clauses demmwstrate the interesting effect of ownership struetirangs on
corporate governance [iees.

VII. THE DETERMINANTS OFCHANGES IN OWNERSHIP
STRUCTURES

This Section builds on empirical evidence from Brazil to advance
theoretical hypotheses explaining changes in corporate ownership.
Owneaship structuresra key distinguishing features underlying different
forms of capitalismi®* Yet we still know remarkably little about the
motives that drive changes in ownership structures.

Scholars argue that initial patterns of stock ownership tend to create
structures ad set rules that contribute to the maintenance of these
ownership structure$? According to this thesis, path depgience would
prevent changes from occurring. There could be a critical moment when
the costs of adhering to the same structure would suthasbenefits of
adoping a new structure. At this point, the path could be broken, and
dispersed owership would then develdp® Ownership structure is then
dependent on prevailing institutions existing in an environment. As we
have seen, the persistenof traditional Brazilian firms in segments of poor
corporate governance supports the mihendence hypothesis. On the
other hand, the significant change towards more significant levels of
ownership dispesion begs the question what the reasons atepttompted
this evolution.

Scholars have recently discussed the preconditions necessary for
developing strong capital markéf§. They have analyzed how institutions
affect corporate ownership and focused their research on legal, social and
political institutions. La Porta et al. have analyzed the factors that may
bring about critical change towards dispersed owneréhifhey argued
that protective legal rules would be a key factor in diffusing ownership,
pointing out that common law countries tend tot@cb more investors and
stockholders, and therefore have achieved more significant levels of
owneship dispersioi?® Other scholars contend that private regulation by
stock exchanges is more importdftal ong wi t h a countryés soci

Novo Mercado are controlled by their five largest shareholders).

141 Randall K. Morck & Lloyd SteierThe Global History of Corgate Governance: An
Introduction, in A HISTORY OFCORPORATEGOVERNANCE AROUND THEWORLD 4 (Randall K.
Morck, ed, 2005).

142 Bebchuk & Roesupranote9, at 131.

1431d. at 166.

144 SeeBernard S. BlackThe Legal and Institutional Preconditions for StrorepBities
Markets 48 UCLA L. Rev. 781 (2001).

145 See generallya Porta, Lopeale-Silanes, Shleifer & Vishnysupranote8.

146 see generalljd. (claiming that corporate governance is better understood through its
legal determinants) But seeFohlin, supranote 13 (arguing that no temporal correlations
exist between changes in shareholder protection and ownerghipioth in Germany
because the German stock market has ebbed and risen at
system has changed very little).

147 See, e.gCoffee, Jr.supranotel0.
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regarding businassbehavio® St i | | others have argued that
politics must foster dispersed ownersHip.

Understanding the determinants of changes in corporate ownership in
Brazil requires detailed investigation of several variables. Some of these
may include mero variables such as the level of financial development, tax
and competition policy, labor righ, shareholder and debt holdéghts,
industrial and trade policy, merger activity, cultural beliefs, political
relationships between dominant families ane thower structure, private
initiative development, and listing in outside markets. Some variables may
be attrbuted to micrerelated firmspecific characteristics such as company
size, age, capital structure, finance needs, level of private benefitstadlco
extraction, industry segment, and others. While this paper does not attempt
to test empirically the broad range of theories explaining ownership
structure changes, it does explore some potential explanations that are
supported by the data raisedthis paper.

A. Merger Activity

Intense merger activity may be related to profound changes in
corporate structure. For instance, scholars attribute the increase of widely
held companies to the corporate reorganization that was nece$wary a
merger wavesn the United States. For example, the paradigmatic merger
of eight steel companies brought about the creation of a large steel
conglomerate with a high level of dispersed shares, meaning that no single
investor could own large stakes of ownership in sadarge company?’

In the late 1930s, few corporations had families with controlling stakes,
though many still had families dominating the board of director&rank,
Mayers and Rossi point out thain the United Kingdom, mergers played a
more importahrole in ownership dilution>? In Britain, family ownership
shrunk when their holdings were diluted in the process of issuing shares to
acquire other companié%;‘.:J Therefore dispersed ownership in Britain was
mainly a product of takeover activity during ethtwentieth century.
Fanilies retained control through disproportional representation on boards
of directors in relation to their equity in the first half of the century. In the
second half of the century, institutional ownership replaced families and

148 Seee.g, Coffee, Jr.supranote8.

149 MARK J. ROE, PoLITICAL DETERMINANTS OFCORPORTE GOVERNANCE 137 15 (Oxford
University Press 2003).

150 Coffeg Jr, supranotel0, at 33.

151 Becht & DelLongsupranote12, at 617.

152 julian Franks, Colin Mayer & Stefano Rossi, Ownership: Evolution and Regulation
(March 25, 2005) (unnumbered working papewilable athttp://cepr.org.uk/meets/wkcn/5
/5528/papers/Mayer_30wnership_Evolution_and_Regulation.pdf.

153 Franks, Mayer & Rossgupranotel5, at B3.
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rapidly extinguished their controf?

Although merger waves can quickly change ownership structures, no
clear connection between present changes in Brazilian ownership structures
and an extraordinary upheaval in merger activity exists. Interestingly, a
new nerger wave is currently occurring.Over the past two years,
companiegurned tothe capital marketto raise financing In 2008, fewer
companies have gone public on Bovespa due tinteenational financial
crisis and the followinglecrease of stock pes in the New York Stock
Exchange and Bovespa On the other handnany firms haverecently
announced merger plafs.

B. CrosslListing

Another potential explanation foine upsurge of firms listing on Novo
Mercado could be crodisting in other jurisdicthns. According to this
hypothesis, firms listing in foreign exchanges and offering equity in other
markets would have to comply with better corporate governance because of
legal and listing requirements of other markets, so the costs of listing on
Novo Mecado would be much smaller to these firms. Therefore,
companies listing on Novo Mercado would also comply with good
corporate geernance in the national market because they have decided to
comply with stricter models of regulation abroad. According His t
argument, the psurge of firms listing on Novo Mercado would be a
response to inteational pressure towards better corporate governance.

However, the data do not support this hypothesis. Table 27 provides
information on crosdisting of fiirms listedkon Bovespaéb6s speci al segm
(Level 1, Level 2and Novo Mercado). Of eightyine IPOs made on any
of the special listing segmerits twenty-seven from Novo Mercado, nine
from Level 2 and nineteen from Level 1 were accompanied by-tistisgs
in other prisdictions. Of those tweniseven from Novo Mercado, twenrty
three were not registered with the Securities and Exchange Commission
(SEC) These offerings were designed for accredited foreign investors
under Rule 144 and Regulation S. Therefore, thesfferings did not

41d. at593.

155 See Empresas cancelam IPO diz consultorj€ompanies Cancel IPOs, Says
Consultants GAZETA MERCANTIL (Braz.), Apr. B 2008 Luciano Feltrin Volume levantado
em IPOs no Pais recua 67% no afihel POs & Vol ume iaok 6Bfiathd | Drives B
Current Yea}, GAZETA MERCANTIL (Braz.), Jul. 04 2008tPOs no mundo tém queda de
58,37%[IPOs Have Worldwidely Fallen 58.37%GAzETA MERCANTIL (Braz.), Dec. 30
2008; Vinicius PinheiroMercado ainda esta aberto a novas oferfake Market Is Still
Open for New Offerings GAzETA MERCANTIL (Braz.), Sep 8 2008; Vinicius Pinheiro,
Empresas novatas sao as que mais sentem a queddsadqthe New Listed Companies Are
More Affected by Stock Exchange F&hzeTA MERCANTIL (Braz.), Sept. 8 2008

1%6 SeeMaria Lufza FilgueirasAperto financeiro estimula fusdes e aquisicdes ne Pai
[Financial Constraints Stimulates Mgars and Acquisitions in Bra}iGAzZETA MERCANTIL
(Braz.), Feb. 04 2009Maria Luiza Filgueiras,Com volume recorde, Brasil dobra
participacdo global[Brazil Daubles ks Global Share with a Record Volum@azeTa
MERCANTIL (Braz.), Jan. 06 2009

157 Data gathered from Table 5, excluding offerings from BDRs (Brazilian Depositary
Receipts).
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require any special effort to comply with international standards, and cross
listing cannot be deemed a motive to justify the adimce of the large
majority of companies from Novo Mercado to its strictest standards of
corporate geernarce. Crosdisting appears to plag more important role
for companies listed at Level 2. Of the fifteéAOs conducted by
companies from Level 2, eight were accompanied by distisgs abroad.
However, six of these were not registered with tleCSwtich further
damages therosslisting hypotlesis.

Level 1is the only segment in which the number of firms cilested
is higher than the number of IPOs in the segment. Of the nineteen cross
listings conducted by companies listed at Uel/eeleven compdes did
registertheir offerings with the BC. Interestingly, these data show that the
very compnies that are crodssted in the U.S. market and registered with
the SEC (those supposedly adhering to stricter rules of the New York Stock
Exc h a n g e 62sor Uewel\3didtings) are the ones that are not listed on
Bovespabds stricter speci al segment s. The
Bovespabs Level 1 , arewstitl ieasdns ferlthemvrottd h a t t her e
comply with stricter rules. The main reason maydeavoid the oneshare
onevote rule. Indeed, all of these companies, with the exception of Brasil
Telecom S.A., have offered preferred shares {woting) to foreign
investors, which explains why thepntinueadhering to Level 1 and not to
Novo Mercado.

C. Life Cycle

The life-cycle theory holds that young corporatiare more likely to
present concentrated ownership, while older companies are more likely to
be widely held?® It assumes that large corporations started as family
budnesses and evolved intvidely held businesses in a few countries with
a reasonably long industrial histdrj. Implicit in this assumption is the
fact that during the life cycle of the firm, it will grow and need increasing
levels of capital to perform its activities. Thus, m@hareholders will be
needed and the ownership of the firm will increasingly dispeissieet
Lamba and Geof Stapledon posit that the longer a company has been listed
on the stock exchang]e, the more likely the company is to have a widely held
ownershipstructure®®

1% SeeClaessensDjankov & Lang,supranote4, at 10405 (discussing the lifeycle
theory, but fiing that the oldecorporations in a sample of East Asian companies were less
likely to be widely held).

159 seeMorck & Steier,supranotel41, at 8. According to this view, Brazilian industrial
history, which developed mainly after the second half of the twentieth century, may still be
consdered a short one, providingsiufficient time forthe development of forces that could
drastically change corporate ownership.

180 Asjeet Lamba & Geof StapledoriThe Determinants of Corporate Owship
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Nonetheless, the analysis of Brazilian ownership data does not seem to
be consistent with the lifeycle theory. As we have seen, most companies
with dispersed ownership are new entrants on Novo Mercado. The oldest
and the most traditional Brzi | i an firms are concentrated
Level 1 and the standard market. These firms present very concentrated
patterns of corporate control. Brazilian data also corroborate the findings of
Claessens, Djankgand Lang, who pointed out that in Easti# especially
in Indonesia, Malaysia and Taiwan, older firms tend to have more
conceitrated corporate contri* This result begs the questionwhy old
firms have only migrated to Level 1 and not to the most stringent segments.
In a sense, this showmstitutional adaptation and stability towards
concentation of control. One explanation could be that these firms have
other sources of finance like government credit through the Brazilian Bank
for Sodal and Economics Development (BNDESThey may alsdave a
history of retained earnings so that they can finance themselves, and
therefore do not need to comply with stricter Novo Mercado rules to get
cheaper capitah secondary offeringsas new firms have been doinghe
underlying story also shows thereceding role of the government in
providing capital to captains of industry.

D. Size

The size theory provides that smaller corporations tend to remain
family businesses while larger corporations are more likely to be widely
held’®? Several studies haved ent i fi ed a negative effect of
on the level of concentration of shareholding control: the larger thetfiam,
greater dispersion of shareholding control it will h&te.Demsetz and
Lehn, examining a sample of American firms, found grediffusion of
ownership in larger firms and noted that the size of the firm, as measured by
the market value of equity, is negatively correlated to ownership
concentratiot® Claessens, Djankoand Lang found that the incidence of
family ownership inverdg correlates to firm size in East Asian countries,
especially Japaﬁ%‘r’ Faccio and Land demonstrated this inverse correlation
in Western European countries, particularlytlie United Kingdom and
Sweden; the large firms in their sample were more likelpe¢owidely held
than the smaller firm&? Asjeet Lamba and Geof Stapledon show that
larger firms are less likely to have a controlling shareholder in Australia, as

Structure: Austalian Evidencel5i 16 (The University of Melbourne Faculty of Law Public
Law Research Paper No. 20, 2004yailable athttp://mba.tuck.dartmouth.edu/ccg/PDFs
/2002Conference/OwnerS8ubmitDartmouthConference.pdf.

161 Claessens, Djankov & Langyupranote4, at 105.

16214, at 105. Cf. Morck & Steier,supranote141, at 8.

163 Cf. Harold Demsetz & Kenneth Lehiihe Structure of Corporate Ownership: Causes
and Caisequences93J. PoL. Econ. 1155, 1158 (1985); Harold Demsetz & Billalonga,
Ownership Structure and Corporate Performantd.Corp. FIN. 209 (2001).

164 SeeDemsetz & Lehnsupranote163 at1158.

185 Claessens, Djankov & Langyupranote4, at 105.

166 See generallfFaccio & Langsupranote3, at 381 (pointing out Austria, Norwagnd
Portugal as exceptions).
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they are epected to have issued more shares than smaller comp&nies.
This study, on the corary, finds a positive correlation between
company size and control concentratiorBrazilian data show that the
largest Brazilian industrial conglomerates are still controlled by families.
This includes companies such as Klabin SA, Votorantim SA and &serd
SA, which are listed on Level 1. Smaller firms tend to need more capital
and therefore have greater incentives to co
stringent corporate governance rulesider toraise capital.

E. Public or Private Initiative?

At least three conditions are necessary to separate ownership from
control. First, the controlling shareholders must decide to exit. This can be
done either by a onime liquidation of their stake in a merger transaction,

a public offering, or by selling theirtakes in stages onto markét.
Second, there must be demand for the shares. Investors must expect to
receive sufficientfinancial return in exchange fothe risk they are
assuming®® Third, the buyers of the shares must not be inclined to gain
control, orotherwise, concentrated ownership would per’§Pst.This can
happen in two ways: either the purchaser of the control block is a widely
held company itself, or the shares are acquired by dispersed shareholders in
the market.

This process can suffer from 8tantervention or be privately driven.

A brief historical overview on the development of Brazilian markets helps

reveal which incentives mattered more in promoting ownership dispersion.

Brazil has experienced two very different phases, each charadtényze

mar ket pl ayersé advocacy in promoting the
first phase was characterized by government initiative beginning in the

1960s, when the Brazilian government engaged in many efforts to

encouage the growth of the stock markéts. The main strategy was based

on tax incentives. Scholars have already pointed out that tax policy can

impact corporate ownership and governatiteln the Brazilian situation,

167 | amba & Stapledorsupranote160.

168 SeeBrian R. Cheffins & Steven A. Bankorporate Ownership and Control in the
UK: The Tax DimensigrvOMop. L. Rev. 778, 783 (2007).

1699,

1 at 784 (fiThe three questions one needs to addres:
company might move to the forefront in a particularly country are: Firstly, why would those
owning large blocks want to exit? Second, were investors willmgpuy the shares
potentially available for sale? Third, why did the new investors fail to exercise control
thems el ves?0) .

171 Trubek,supranote21, at7.

172 Cheffins & Bank,supranote 168 at 783 (arguing that taxes imposed on corporate
profits, tavation of managerial and investment income, and inheritance takesohexplain
why ownership separated from control in the UKpee alsoRandall Morck,How to
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tax breaks help explain why companies went public and why there was
demand for shres among investors. The Brazilian government provided a
variety of tax incentives to market players in order to stimulate the offering
and demand of publicly traded securities. Two major sets of tax incentives
were enacted. One omaanit e pPopenam,api whi ct
provided corporations and their shareholders substantial tax benefits if the
corpostion distributed shares to the public. The second was the Decree
Law 157 Fiscal Investment Funds progrdomder which taxpayers [could]
purchaseshares in special government approved mutual funds in lieu of
paying taxes due; the special mutual funds, in turn, use[d] the tax receipts to
purchase new and®outstanding issues. o
Through these programs, taxpayers could deduct a percentage of
resources gpnt for the acquisition of securities from their gross incomes.
Trubek explained t hat Decr ee Law 157 pro
i ncen't'i The saxpayer would make a deposit in special mutual
investment funds that relieved the taxpayer of her tax ligsifit® The tax
deposit would then be employed to acquire securities, and the deposit
holder would be entitled to a tax cretift. After holding shares of the
mutual nvestment funds for a specified time, the taxpayer could redeem the
fund shares for casi’ The gover nment fifhad expected tha
equties market would develop as an alternative source of funds for hard
presse d’® Hoivevenseved with the tax incentives, the market did
not experience sainable development, apart from occasiondivig
brought by Decree Law 157 funtfs.
The government the engaged in efforts to pass legaforms that
would provide the regulatory framework for market develo%rf%nthese
reforms included the Capital Markets Law (Law 6385/76and the

Eliminate Pyramidal Business Grouplse Double Taxation of Intezorporate Dividends
and Other Incisive Uses of Tax PolicyNa t 6 | Bureau of gFPepermNo. Research Wor ki
10944, 2004)aailable atwww.nber.org/papers/w10944

1 Trubek,supranote21, at 8.

17%1d. at35.

175 |d. at 56.
176 |d

171d. at 57.
17814, at47.
179 Trubek, supranote 21, at 47. One issue was that the government wanted to assist
companies hang financial difficulty anddevelopequity markets at the same time, heitit
realizing that these objectives conflictetl. at 49 (AFirms in need of emergency
would hardly seem to be the best available itmests. If tax incentives were used to
channel i nv e shfions,gh@ére Was a great riskdhatshe mvestors, who would
eventually receive securities of such companies, would become disillusioned about the
attractiveness of share owskip. The working group failed to see this because it believed
that the shakyirms were in fact very sound ventures which were experiencing stio
problems dsetdattohsccakbéadted by inflation and the sta
180d. at 7.
181 | ei No. 6.385, de 07 de dezembro de 1976, D.O.U. de 9.12.1976 (suplemento),
available athttp://www.planalto.gov.br/ccivil_03/LEIS/L6385.htm.
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Corporations law (Law 6404/76}%2 Musacchio analyzedhe resulting
outcome of these gelatory systems and concludetlat shareholder
protections did not correlate with stock market developni&ht.
At the end of the 1990s, Brazilian capital markets experienced a severe
crisis!® The trading activity of Bovespa dropped By%®° and there was
a strong trend toward pritization. At the same time, the few placements
of shares that occurredere conducted mostly by companies that were
listing in the U.S. market. The tradinglume of ADRs increased from
0.3% in 1996 to 33% of the trading volume of Bspa in 2006%
Therefore, by the end of the 1990s,onéi r d of Bovespabs trading
had moved to the U.S. markets. With the failofehe market to provide
financingfor firms, the BNDES has become the main source for-teng
business finance in Brazfl’
This situation threatened Bovespads exi st
alternatives that could promote the market. Private efforts had to overcome
the failures of th market. First, the listing requirements of Bovespare
changed. The rationale behind this changast h at i nvestorso risk
perception had to be reduced. Enhancing the confidence of investors in the
market would cause share values and liquidity toeiase and encourage

182 ei No. 6404, de 15 dezembro de 1976, D.O.U de 17.12.198plemento),
avaiable athttp://www.planalto.gov.br/ccivil_03/Leis/L6404compilada.

183 Aldo Musacchio, Laws vs. Contracts: Legal Origins, Shao&toProtections, and
Ownership Cacentration in Brazjl1890 1950 1112 (Jan22, 2008) (unnumbered working
paper), available at http://ssrn.com/abstract=108645(H E v e n wi t h few sharehol der
protections on paper, Brazil enjoyed its first peak in stock etaaktivity between the late
1880s and 1915. |In fact, there seetosbe a tenuous relation between shareholder
protections in national laws and stock market development in that, by the time additional
protections for minority shareholders were writtendnfaw in 1940, stock markets were
already in decline. Moreover, if the literature that relates equity market size to shareholder
rights on paper hol ds, Brazil 6s equity markets shoul ¢
1990s, when investor protections weirong. . . and jumped significantly in size after 2001
(after laws provided even more protections). But this is clearly not the evolution
observed ... Some correlation between the level of stock market development and investor
protections on papds observed, but between 1940 and 1976 there is no correlation at all.
Moreover, the period of relatively strong shareholder rights after 1976 precisely the
period during which Brazil has been portrayed as one of the worst countries in wheeh to
smallinvest or . 0) .

184 See generallfGorga, supra note 20 (describing the contexf the Brazilian capital
makets crisis that led legislators to propose a newrnefin the Corporations and Capital
Markets Laws in 2001).

185 santanasupranote21, at 2.

186 1d. at 6.

187 SeeErnani Teixeira Torres Filh@® papel anticiclico do BNDES sobre o crédiihe
BNDES Anticyclical Role on Cre{lit7 VisA0 bo DESENVOLVIMENTO 1 (Braz.), Aug. 03
2006,available athttp://www.ndes.gov.br/conhecimento/visao/visao_07.pdf.
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companies to issue new shares and go ptiilic.

Bovespabts speci al |l isting segments were
German Neuer Markf® Bovespaéds l'isting l evel s provi
shaeholders in addition to those given by law. Theseritiges are largely
based on voluntary adhesion to stronger corporate governance that would
produce changes in the internal structure of corporations. In turn, the value
of these companies was expected to rise. This rationale therefore contrasts
with the previous approach, because now companies were expected to
improve corporate governance voluntarily.

In its first years, B oshawsignificaArde new | i sting
new additions Some macroeconomic factors, such as ¢hsis in
Argentina, the dmestic energy crisis that required months of electricity
rationing, the terrorist attacks of September 11, 2001, and the uncertainty
brought about by the 2002 domestic Presidential election, are considered
the main factors that generated instabiiify. These events produced an

increase in the risk measured by investors,
to go public.**
Nonet hel ess, Bovespabs strategy was not

segments, as one may think. Bovespa also engaged in a series of efforts
ard alliances with both private and public agents in order to promote
market development’® This networking was critical to the success of the
new listing se%ments, which depended on the support of other important
market players>

In 2002 Bovespa passed Rieesgmomn 282/02CA, which established that
any new listings of public offerings must be conducted at least on Level
1 Bovespa then heavily publicized Novo Me
businessmen, underwriters, domestic and foreign institutional investat's,
investors in private equity and venture capital.

Bovespa sought support from important private players, public
institutions and international organizations to promote its new listing
segments. For example, Bovespa gained support from the Brazilian
Institute of Corprate Governancelr(stituto Brasileiro de Governanca
Corporativa or IBGC), which offered many courses and lectures on

188 Santanasupranote?21, at8.

189 This market later failed tdr experiencing a technological bubbl8eeRené Daniel
Decol, O revolucionario da Bols§The Stock ExchangeeRolutionary, Epoca, (Braz.), July
26, 2007.

190 santanasupranote?21, at 17.

191 Id.

19214, at 18.

¥1d.at Zhe NdgvdiMercado is based on a market mechanism and s viability
depended on the existence of a market. Since adherence by companies to its rules is
voluntary, the Novo Mercado could only become a reality if that adherence was demanded
by investorsand other suppliers of capital and if companies considered corporate governance
obligations to be advantageois. .

194 Regulamento de Registro de Emissores e de Valores Mobilidrios, art.12°, §
available at http://www.bovespa.com.br/pdf/iInfoEmpresasResolucao282.pdf.

19 santanasupranote21, at 18.
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Bovespads NBvBovedda also aodght. the support of public
institutions like the Brazilian Securities Commission (Cvahd the agency
responsible for overseeing Brazilian pension fundec(etaria de
Previdéncia Complemental’” These two institutions changed regulations
on invesment of pension fund$® The changes authorized a higher ceiling
on stock investments prowd that the issuing company was listed in Novo
Mercado or Level 2 The National Association of Investment Banks
(Associacdo Nacional dos Bancos de Investimemto ANBID), the
Brazilian equialent to the NASD, also provided a key rule establishing that
its members could only lead offers whose issuers were registered at least on
Bovespa 6 Thepractidal effiect of this rule was that undetevs
would be virtually norexistent for offers in the traditional mariét.
In addition, Bovespa gained suppt f r om BNDs&a&d whi ch i
granting specific incentives for companies to join the Novo Mercado and, in
some cases, made such membership one of the conditions fai fina@i’>. ©
Bovespa also relied on the support of the World Bank and than@ation
for Econome Cooperation and Developmer®@ECD)?*® Public support
from the Worl d Bankos Private Sector Advi
Governance (SAG | ent fAenor moutsNoporMersadd®ge and clout o
This brief description of the Brazilian experience shotvat tself
regulation by stock exchanges, allied with strong support of key market
players, was a driving force of corporate governance and capital markets
enhancement. The creation of special listing segments has provided the
first impulse towards an impi@nt change in the market.

F.IPO Market

Scholars have argued that the absence of an active IPO market may be
a reason why ownership does not widely diffuse in certain couftries.
Strong capital markets are associated with the entry of new firms.

196 Id

1971d. at 20.

198,

199 |d. ( Those pension investmentopisions had no practical effect, though, since those
investors had thénand still d& an exposure to equities that was well below the established
limits. Even so, those rules were extremely importafbse they helped institutionalize
and give officialrecognition to the existence of the Novo Mercado and both Level 1 and
Level 20 ) .

2014, at21.

201 This rule has been liberalized in piiaet as underwriters ended up coordinating the
issuance of BDRs (Brazilian Depository Receipts) in the standard market.

202 gantanasupranote?21, at 20.
203 Id.

204 |d
205 Hygfeldt, supranote3, at 558
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According to this view, having developed secondary markets is not enough
to promote overall market development. Secondary market development
may be associated with the trading of dclaks shares, which generate
liquidity but do not allow ownership to separdtem control. Therefore,
countries with lessleveloped primary markets will be characterized by
concentrated omership.

Helwege, Pirinskyand Stulz investigatehow firms evolved in the
United Statesfrom 1970 to 2001 to understand why they became widely
held®® Firms generally do not become widely held shortly after their
IPO2°" They found that about ten years after the IPO, insiders owning less
than twenty percentof the cash flow rights controlled half of the firms.
They alsofound that firmswith greater financing needs are more likely to
become widely hel@® For primary markets to be strong there should be
corporations that need taaess financinghrough public security offerings.
Establishedcompanies may have other financisgurces. If financing is
supplied by retained earnings, by bank borrowing or by infusion of private
capital, firms will not have the need to go through equity off&rs.

Helwege, Pirinsky and Stulz attribute the changing dynamics of
insider ownership to stock market variad® Firms become more widely
held when the market of their shares is liquid and they can be sold without
significant discounf' Demsetz and Lehn also argued that a greater price
for a fraction of the firm reduces the degree to which ownership is
concentated in their sample of American firms.

I ndeed Novo Mercadoos devel opment s seen
arguments. Studies show that the rise in the number of Novo Mercado
listings is associated with the increase in the prices of securities obtained in
this segnent of the Brazilian securities mark&t. New corporations
requiring capital infusions can find advantageous conditions for accessing
financing in the Novo Mercado segmenas Novo Mercadds now a
legitimate and attractivalternativeto the traditionaform of raising capital
by borrowingfundsat high interestates.

The data presented in this paper show that most companies from Novo
Mercado used to be closely held companies. Novo Mercado is, for the most
part, comprised of newly public companies thénh to raise significant
capital through their IPOs, widely offering securities to the public and
thereby shirking the tradition of concentrated ownership structures. As we
have seen, few companies from the traditional market have chosen to

206 Jean Helwege, Christo Pirinsky & Rene M. Stulghy do Firms Become Widely
Held? AnAnalysis of the Dynamics of Corporate Ownersb,).FiN. 995 (2007).

2071d. at 1007.

2081d. at 1000.

209 Hygfeldt, supranote3, at 553.

210 Helwege et al.supranote206, at 999.

211 Id

212 Demsetz & Lehnsupranote163 at 1158

213 5ee, e.g.de Carvalho & Pennacclsyupranote56, at18; Miceli da Silveira & Ayres
B. deC. Barrossupranote56, at 22 23.
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migrate to Now Mercado, and many older companies maintain high levels
of ownership concentration. Therefore, one can deduce thate highly
dispersed ownership structure is associated with an increase in IPO activity
in the Novo Mercado segment.

G. Decreasing Levslof Private Benefits of Control and Firm Value

Private benefits of control are considered an important determinant of
ownership structures! Studies have shown that larger levels of private
benefits of control are associated with the presence of caomgroll
shareholder§®> The Brazilian experience with different listing segments
alows testing of the relationship between private benefits of control and
ownership structures. If controlling ownership struciuaeedecreasing in
the Novo Mercado, one migletxpect that private benefits of control are
diminishing as well. Althogh such analysis isot conducted here, an
interesting ndertaking would be to compare the amount of private benefits
extraction in all the different listing levels to assess whetey correlate
with the cancentration of ownership of companies listed on these segments.
The evidence so far appears to suggest that private benefits extraction has
diminished as shareholders derive more protection in the most stringent
listing segments.

H. One Sharé One Vote

The possibility that the orghareonevote rule may become a
mandatory European Lawule has reopened a very intense debate. This
debate brings to the European context a series of questions and arguments
that were made in the UniteStates a few decades ago about the desirability
and effects of the orghareonevote rule. Several scholars have presented
critiques?® For instance, it was argued that a mandatory rule could
produce such undesired effects as EJ{%/ramidal structures rovaties
instruments that could circumvent the rtile.

On the other hand, many scholars have pointed out thddtides
from oneshareonevote may be efficient. Grossman and Hart have shown

214 seeBebchuk,supranote?, at 1.

215 | amba & Stapledonsupranote160, at 23.

26 5ee, e.g.Renée Adams & Daniel Ferreir@ine Share, One Vote: The Empirical
Evidence(Euro. Corp. Governance Inst., Finandéorking Paper No. 177/2007, 2007),
available at http://ssrn.com/abstract=98748&uido Ferrarini,One ShareéOne Vote: A
European Rule{Euro. Corp. Governance Inst., Law Working Paper No. 58/2006, 2006),
available athttp://ssr.com/abstract=875620 (dissing the prospect of the adoption of the
one sharene vote rule in Europe); Arman Khachaturydaihe OneShareOneVote
Controversy in the EWEuro. Cap. Markets Inst., ECMI Paper No. 1/2006, 208@jlable
at http://ssrn.com/abstract=908215.

217 Khachaturyansupranote216, at 13.
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that because the oishareonev ot e pr ot ect s rgtights, ehol der sdé6 pr
value reducing bids are impossible under this réife. They have also
argued that changes that restrict voting power may harm sehuotitgrs?*°
Nonetheless, this literature still admits that in specificasiins, such
deviations can be wahlenhancing® One example is the initial plic
offering of duaiclass shares, in which theewly-issued shares would
reduce the value of the outstanding shares
shareholdersvould bear the cost of the issuance
Defendants bthe oneshareonevote rule argud¢hatthe development
of capital markets requires this arrangement so as to avoid the discounted
share values found in regulatory regimes that allow falivargence in
voting rights. The difference between control righnd casffiow rights of
the controlling shareholder is usually associated with a discount on the
value of the shares. Claessens et al. have shown that this discount increases
when fthe wedge bet wefelnow ornitgrhétts or iigsh tlsa ragnedr
Theys how t hat Al p] vy thadngscamang fiinesaadsthe cr os s
issuance of duatlass shares are all associated with lower corporate
valule],... 0 although none of t hese associatio
significant?? Nenova focuses her analysis on thiéect of dualclass
shares on private benefits of control, and finds that the existence of non
voting shares is associated with value extraction.
An increasing number of firms in continental Eurdpave unifed
dualclass shares into a single clagsiete Pajust@resents evidence, based
on data from seven European countries that rely heavily orcthss share
structures, that firm value increase r e f or compani-es that dAuni
class shares than for companies that retain their-alasé shareS?
Pedersen and Thomsen have found that the use ofcldigal shares
positively correlates with family ownersAf and with ownership
concentation
Others have shown that the impact of the one shiaeevote depends
on the underlying ownership structureln widely-held companiesthe
adoption of the onshareonevote rule may ensure efficient outcomes in
bidding contests, but A[i]n -vwtingge absence of
shares mitigate the freg&er problem, thereby promoting takeover

218 ganford J. Grossman & Oliver D. Hafne ShareOne Vote and the Market for
Corporate Catrol, 20J.FIN. ECoN. 175, 179180 (1988).

#19|d. at 200 01.

220|d, at 180.

221 Claessenset al, supranote6, at 2743.

2214, at 2743 44.

228 Nenova,supranote 21, at 10 11.

224 Anete PajustePeterminants and Consequences of the Unification of Dlmsses
Shares6 (Euro. Cent. Bank, Working Paper Series. M65, 2005) (concluding, however,

thatdualc | ass shares should not be forbidden, and stating
capital wildl sooner or | ater be forced by the markets
225 pedersen & Thomsesypranote163 at 772.
226 |d. at 764.
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act i i tiny companies with concentrated ownership, adoption
fi pmote[s] valud ncr easi ng control transferso but
conflicts of interests between the controlling shareholders and the minority
sharehalers??®
These arguments show that the -@hareonev ot e rul e coul d Aboth
di scourage and pr omot??@ Berauseéttiestolep concentr at
to cash flow rights, the rule increases the financial burden of the
shareholder seeking to keep control. This can bring about two opposite
effects: the sharelaer may relinquish control because it is too expensive;
or he or she may be wary of losing control, an attitude that may impede the
floating of shares and perhaps induce a gqirigate transactioft’
Bovespabs speci al s e gmeonsuppoltthet i ng requi r e
argument that the orghareonevote rule helps to promote the dispersion
of ownership. The rule requires that controlling shareholders reduce their
voting power if they want to raise a significant amount of capital on the
Novo Mercado. In th other listing segments, which do not require
compliance with the onshareonevote rule, block holders tend to retain
their cantrolling position and are reluctant to float sharés.

I. Controlling Shareholdeédreferences and Incentives

Controlling shaeholders bear significant costs maintaining
concentation of ownership and voting rights. They incur the afyputy
cost of holding a nodiversified portfolio, costs associated with the lack of
liquidity of their investment, and costs of monitoring thgeration of the
company so as to assure that they will derive profits from their

227 Mike Burkart & Samuel LeeThe One Sharé€One Vote Debate: A Theoretical
Perspective43 (Euro. Corp. Governance Inst., Finance Working Paper No. 176/2007, 2007),
available athttp://ssrn.com/abstract=987486.

228|d.

229d, at 31.

250 g,

BlThis is also consistent wit BionMucenaadiohi o06s anal ysi s

Brazilian companiesncreased after the introduction of reoting shares in 1932.See
Musacchiosupranote183 at 5 and 20Musacchio concludes:

Brazil s traded cor por aontra rnights, bnaaderageo wer concentrati c
in the past than today. Before 1910, the three largest shareholders controlled, on

average, between 50% of shares and around 50% of total votes. By 2004, the three

largest shareholders of the largest 2fhganies in Brazil hel®1.2% of the shares

and 76.6% of the votes. Most of this increase in the concentration of control rights

should be attributed to the introduction ofnmoting preferred shares in 1932,

which reduced the cost of controlling a corporation and enabled otorgr

investors to btain equity finance without saficing their control rights.

Id. at 30
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investment®  Controlling shareholders benefit by extracting private
benefits from the corpation in exchange for incurring these cdsfs.

Some level of benefits extractioty lsontrolling shareholders may be
efficient for the corporation and the noantrolling shareholders as well.
The controlling shareholders may do a better job in policing the
managment of public corporations than what markeented techniques
would acleve in firms with dispersed ownersHiff. The controlling
sharehalers have lower information costs and have incentives to watch
closely what is happening in the corporation, and therefore may be best
situated to reagnize problems that could impair corpte result$®® In
light of this, controlling shareholders could serve as an efficient solution to
the agency problems that arise in widebld companie$® The
controlling shagholders would increase productivity, generating gains to
noncontrolling sharkolders as wef’  Therefore, norcontrolling
shareholders should prefer having controlling shareholders manage the
corporation, provided that the gai
agency <costsoOo justify the prergate
extract?®® This balancing is what Professors Gilson and Gordon have
called Athe controPYing sharehol der

Using this framework, it appears that a corporate governance system
shouldachieve a positive trade off from controlling sharebokiructures.
To put it differently, the problem is transforming a structure fiagu
inefficient controlling shareholders accustomed to extracting maiwater
benefits of control, into a structure featuringfficient controlling
shareholders whose moniteg generates benefits exceed the costs of
private benefits extractioit’ This would cause minority shareholders to be
better of f under the controlling
overall level of confidence in the capital markéts.

Gilson hypothe i zes t hat fan efficient ¢

I
supports a di versity of sharehol der di str

compnies®? He gives examples from Sweden and ltaly, showing that
Sweden (a fgo%dhasl|censiderably anbre avideheld

ns from
benefit s

trade o

sharehol o

ontr ol i

ownership than Italy (a fAibad | awd nation),

22 geeGilson, supranotel, at 1652.

3 gee generallyilson & Gordonsupranotel ( st at i ng t h aidtedtwithe Acosts assoc

holding a concentrated positiohiot snagf resnt

toliam itme n

orde fAto induce a part gupranotelpat 165152 hat role. 0); Gil son,

24 Gilson, supranotel, at 1651 1652.

235|d.

236|d.

237|d.

23 d. at 1650.

291d. at 1651; Gilson & Gordorsupranotel, at 785 86.

240 Gjlson, supranotel, at 1652.

24l|d.

24219, at 1657.

2%1d,at 1653 (defining figood |l awd as that which Al i mi
amounts that are smaller than the increased productiwv
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are casidered dominated by controlling shareholdé&ts.According to
Gi | s o n Oesis, iheffigienttcdntrolling shareholders systems show less
diversity of shareholding distrittion?*°

Likewise, the fact that there is more diversity in the ownership
structures of Brazilian corporations today than in the recent past appears to
support the hypothesis that controlling shareholders structures have moved
to more efficient patterns bagse of relevant changes in the level of
shaeholder protection and the consequent reduction of private benefits of
control. Investors pay more for shares listed on Novo Merdsatause of
the reducedevel of expectececuniary expropriation.

Gilson alsadistinguishes between pecuniary and-pecuniary private
benefits of control to explain differences between controlling shareholders
in certain count* Newwecuniary Henefisgsach ds | aw. 0
social status play an important role in BraziligH levels of norpecuniary
private benefits of control should decrease the rate at which controlling
shareholders and their heirs dissipate coftfolhis may help explain why
Level 1 companies still persist with very concentrated structures of
ownership I n gener al , the companies l i sting
tradtional Brazilian companies, whose controlling shareholders enjoy
social status and exert political influence.

Even if there is evidence that listing on Novo Mercado diminishes the
cost of capial to companies, pecuniary incentives may not be enough to
ater the behavior of traditional controlling shareholders who still ettjey
non-pecuniary advantages of their positions. It is important to note,
however, that even if social status and puditirelations are considered
non-pecuniary private benefits, such advantages may result in gains that can
be easily translated into pecuniary benefits. The concentration of corporate
control and assets in the hands of few families creates the oppoftumity
these families to lobby governmerdgencies for special treatment
demaming preferential public contracts and nmomrketbased financing
from state banks as a substitute for equity finantihgltimately, families
may have significant influence in temining governmental economic
policy. This motivation for fAcrony capital
compmnies, particularly those listing on Level 1, still continue to have
families as their major controlling shareholdéfs. Controlling
s h ar e h préfakrcessniay therefore be difficult to change if these

2441d. at 1659 60.

2451d. at 1659.

246 Gjlson, supranotel, at1665.

2471d. at1666.

248 Claessens, Djankov & Langupranote4, at 109.

29 geeid. at 10809 (discussing data on concentration of corporate assets that are
indicative of crony capitalism in East Asia).
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shareholders are notmgirained by the need to raise more capital at lower
costs. In this framework, changes in ownership structure may be more
difficult to achieve and require more time to swante

VIIl. THE CHALLENGES THATTHE MARKET WILL FACE

Over the last eight years, Novo Mercado has grown, and companies
listed there now make up twenty percent of the total market capitalization of
Bovespa. This represents a very significatmingeover a sha period of
time. In order for Novo Mercado to grow furtheegulators and market
participants will have to surmount many challenges. It is still unclear
whether or not Bovespa6s I|*8Boadsparul es will b
has esthalished an arbition panelto hear disputes in order to avoid the
delay and uncertainty of Brazilian courts. However, at this time, the
arbitration panel has yet to be installed and its efficacy is untested.

The Brazilian Corporate Law was designed with the traditional
controlling shareholder in mirfd*>  Brazilian law imposes more
responsibities on controlling shareholders than on managérsiowever,
this legal model is being challenged as ownership structures change. Many
problems that may emerge in companies withalear controlling
shareholders will msent significant dficulties for the current law. For
instance, the Bralian Law affords tag along rights to minority shareholders
in the case of adrol transactions, which usually involve the sale of more
thanfifty percent of the voting shares of a corporation. With the increasing
level of ownership dpersion, it will be more difficult to determine when a
control trarsaction is taking place. Is a sale of thirty percent of the voting
shares still a control & What about a sale of ten percent of the voting
shares? What about a sale of ten percent of voting shares by a shareholder
who has atered into a control shareholder agree tPhere are still no
clear guidelines forrmswering these questions. Theds a lot of roonfor
opposing arguments. The definition of independent directors, the adoption
of sharehol der so agreement s that bind di i
enforcement of antiakeover clausé¥ raise important questions for

0 gee suprdpart VI.A
51 5@ Exposicdo de Motivos No. 196, de 24 de junho de 1976, do Ministério da
Fazenda,available atwww.cvm.gov.br/port/atos/leis/6404_Exposicao.asp.
22| gj No. 6.404, de 15 dezembro de 1976, D.O.Ud42.1976(supkmento), art. 116,
available athttp://www.planalto.gov.br/ccivil_03/Leis/L6404compilada.
3 The recent Votarantim Celulose e Papel (VCP) case involved VCP, a shareholder
fromCiaA acruz, offering to buy all of Erling Lorentzend
Lorentzen were p#es to the shaholders agreement to exercisantrol of Aracruz. The
question arose as to whether the tratisa would encompass a change of controt thauld
require a mandatory offer to the other minority shareholders according to articlke @54
Law 6404. The conclusion will depend omhether the aatrol of Aracruz would change if
Lorentzen acquired control of Aracruz, considering that it was\aque participant in the
agreement for exercize of contrdbeeDaniele Camba\Vercado aprova oferta pela Aracruz
[The Market Approves the Bid Offer to AragriZALOR Economico (Braz.), Aug. 7 2008;
André Vieira,Oferta da Votorantim deve criar gigantadelulosVot or ant i més Bid Shall
Create a Cellulose GiahtVALOR EconOMIcO (Braz.), Aug. 7, 2008.
24 Two recent cases involving the companies Even and Cremer call into question the
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regulators and market plers.
Finally, one must keep in mind that many activities are poorly
regulated. One recent example that gained media attention involved the
practices of underwriters in issuing securifi@sThe most notable concerns
were the lending of capital by undeiters to issuers and the receipt of
i ssuersdé6 warrants by underwriters as compen

IX. CONCLUSION

Using a unique vantage point, this paper tréed to draw general
conclusionsabout changing patterns of corporate ownerdingm the
Brazilian experiene. Designing special listing segments with higher
standards of corporate governance appears to be an important part of
fostering makets stuck in lowevel equilibrium due to poor protection of
minority shareholders and poor rporate governance. The Bmspa
experiment has shown that many new companies have chosen to list on
special segments that require more stringent corporate governance practices
than the standard market. These companies are looking for financing in the
capital markets instead of ugirtheir usual alternatives (e.g., debt). Thus,
privatefinancingby stock exchanges may succeed where public regulation
has failed to foster market development.

Nonetheless, this paper cautions that the majority of traditional
companies have not yet migraed t o Bovespads new | isting
large numbers. This shows that path dependence still applies: firms tend to
persist in their patterns of initial ownership, so any changes in corporate
governance practices that depend on changes in ownershifurgsumay
remain elusive.

Brazilian capital markets are going through an important change. The
Ainew entrantso have caused t he l evel of
significantly diminish in Novo Mercado. However, this change is marred
by the persistence dfaditional concentration of ownership in Level 2,
Level 1, and the standard market. In short, new practices of corporate
governance coexist with old practices. While institutions strive for
improved govemance patterns, family ownership is still domhaand

enforcement & an antitakeover clause when the board of directors or a strategic minority
shareholder demands the exclusion of-takeover devices to make an investment by a
prospective shareholder possibl8ee Fundo quer rear pilula de veneno do estatuto da
Cremer [Investment Fund Wants to Exclude Poison Pill from Cremdavd, VALOR
Economico ONLINE (Braz.), Sept. 4, 2008/inicius Pinheiro & Regiane de Oliveirgyven
el eva capital e [EMeami Rai figpoiiston @apil toal and EIliminat
Pi 1],IGazeTA MERCANTIL (Braz.), Sept. 22, 2008
25 geeFrica GorgaO que oundefvriter pode ou ndo fazgWhat the Underwriter May
and May Not D, GAZETA MERCANTIL (Braz.), July 5, 2007Graziela Valenti & Ana Paula
RagazziEscandalo da Agrenco testara mercddogr encodés Sc an craeff, Wi | | Test the
VALOR EconoOmico (Braz.), June 23, 2008
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entrenched.
This paperalso identifies an important challenge for the corporate
governance literature in general. Corporate governance scholars have
restricted their research to companies6 char
shar ehol datsis Brazih minte auinteat the contractual relations
that affect corporate governance may be more complex than expected. An
analysis of Brazilian corporate governance
agreements into consideration is certainly incongplet Sharehol der séb
agreements are central in assessing the concentration of corporate control in
Brazil. Whether this also applies to assessing corporate governance in other
countries is still an open question that deserves more attention from
researchers.
Sharehol dersdé agreements are used by comp
of ownership dispersion to coordinate joint control and voting rights. In
t his sense, sharehol der s 6 foragharee e ment s serv
ownership. Furthermore, this analysis maitedear that control comes in
forms other than direct or indirect equity ownership (e.g., pyramids).
Alternative forms of control may arise from contract and, in the case of
s har eh o lemhents,scén detegmine how directors can vote, binding
themtos har ehol dersdé6 interests and under mining
Anti-t akeover defenses have been cropping ug
which is a remarkable development accompanying increased ownership
dispersionn the Brazilian capital marketdt remains to & seen how these
defenses will withstand takver attempts or control transactions, and
whether public regulation will evolve to tackle this phenomenon. Private
actors seem to have not yet liead that by increasing management
entrenchment, antekeover def ens e s may hi nder capital
development.
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TABLE 1: Main Aspects of Bovespa6s Listing Ru

Main Aspects of the Listing Rules| Standard Level 1 Level 2 Novo
Mercado

Disclosure

Disclosure of conditions of related| not required required required

party transactions. required

Monthly disclosure of transactiong not required required required

with shares of the company by required

employees, administrators and

Fiscal Counselors.

Disclosure of quantity and not required required required

characteristics of securities issue( required

by thecompany held by controllin

shareholders members of the

Board, officers and members of tf

Fiscal Counsel.

Improvements in quarterly not required required required

financial statements, including required

consolidated financial statements

and report é the Independent

Auditor.

The Companyds ¢]not required required required

end financial statements will required

include a Cash Flow Statement

Quarterly Statements should be | not not required required

presented in Englisbr prepared in | required required

accordance with the US GAAP or

IFRS

Disclosure of annual balance sheg not not required required

according to standards of US required required

GAAP or IFRS.

Freefloat

Maintenance of a frefloat of at not required required required

least 25% of the capital. required

Capital Dispersion

Public offerings have to use not required required required

mechanisms that favor capital required

dispersion.

Board of Directors

Establishment of a twgear unified | not not required required

mandate for the entire Board of | required required

Directors, which must have five

members at least, at least 20% of

which shall be Independent

Members.
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TABLE 1: (Continued)

Main Aspects of the Listing Rules| Standad Level 1 Level 2 Novo
Mercado

Corporate Rules

Voting rights granted to preferred | not not required not applie
shares in circumstances such as | required required able
incorporation, spiroff and merger
and approval of contracts betwee
the company and other firms of th
same holding group.

Obligation to hold a tender offer | not not required required
for acquisition of the shares held i§ required required
the other shareholders at the
economic value of the shares

In a sale of control, same not not not required
conditions proided to majority required required required
shareholders will have to be
extended to all shareholders (Tag
Along).

In case majority shareholders sell| not not required not applie
their stake, ame conditions of required required able

price grantedmust be extended to
common shareholdg, while
preferred shareholders must get, §
least, 80% of the price (Tag Along

Corporate Rules

The company should have a publif not required required required
shareholder meeting with analysty required
and investors, at least once a yea

Arbitration

Admission to the Market not not required required
Arbitration Panel for resolution of | required required
corporate disputes.

Annual Calendar

Disclosure of an annual calendar | not required required required
of corporate events. required

One Sharé One Vote

The capital stock must be solely | not not not required
represented by common (voting) | required required required
shares.

Source: Standard segment listing rules are contained in Lei No. 6.404,dé&zé®bro de 1976 D.O.U.
de 17.12.1976 (Braz.). Level 1 Listing Rulssipranote 50; Level 2 Listing Rulessupranote 51,
Novo Mercado Listing Rulesupranote52.
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TABLE 2: Number of Public Companies Listed on Bovespa

Number of Brazilian public companies listed on the indicated Bovespa levels.
provided by Bovespa, and is at yeard except for 2007.

Bovespa Listing Segments
Novo
Year Standard Level 1 Level 2 Mercado Total
1995 577 577
1996 589 589
1997 595 these levels were created in 2000 595
1998 599 599
1999 534 534
2000 495 0 0 0 495
2001 450 18 0 0 468
2002 407 24 3 2 436
2003 374 31 3 2 410
2004 343 33 7 7 390
2005 316 37 10 18 381
2006 300 36 14 44 394
2007 293 44 20 92 449

Source: Bovespattp://www.bovespa.com.br/indexi.asp.

TABLE 3: Primary Stock Offerings

Data is

STOCKS
YEAR Number of YO|UYT1€ _
Issuances R$ millions US$ millions
1995 31 1,935.25 2,111.10
1996 22 9,142.96 9,168.27
1997 23 3,599.21 3,655.44
1998 20 4,112.10 3,494.52
1999 10 2,749.45 1,467.83
2000 6 1,410.17 628.24
2001 6 1,353.30 625.24
2002 4 1,050.44 370.12
2003 2 230.00 73.76
2004 9 4,469.90 1,552.03
2005 13 4,364.63 1,860.86
2006 29 13,745.58 6,565.67
2007 59 33,135.84 17,253.01

SourceConmissao de Valores Mobiliarioftp://www.cvm.gov.br

503



CHANGING THE PARADIGM OF STOCK OWNERSHIP

5/20/20099:42AM

TABLE 4: Secondary Stock Offerings

Secondary Distributions(Stocks)
YEAR No. of registered Volume

distributions R$ millions US$ millions
1995 0 0 0
1996 2 37.9 37.2
1997 0 0 0
1998 14 1,856.30 1,618.00
1999 14 1,866.60 1,065.50
2000 14 12,127.30 6,726.00
2001 7 4,308.70 1,768.20
2002 2 5,096.80 2,158.60
2003 6 1,856.30 614.40
2004 12 4,682.30 1,611.60
2005 15 6,634.60 2,792.20
2006 30 12,760.80 5,878.70
2007 44 34,121.3 18,211.40

SourceComisséo de Valores Mobiliarios, http://www.cvm.gov.br.

TABLE 5: Recent IPOs

Statistics of Going Public Transactions in BOVESPA

Year CN?;mrgp any Listing Segmen|Offer Type chi)III:Jolﬁz R$ Eroo'k?efrs No. of investors
Tempo Part |Novo Mercado |Primary |394 57 N/D
MPX Energia |Novo Mercado |Primary |1,916 58 N/D
BMF Novo Mercado | Secondary| 5,984 70 255,001
Paramericano|Level 1 Primary 680 61 N/D
Laep BDR Primary 508 52 563
Helbor Novo Mer@do |Primary [252 60 723

20071 A Novo Mercado [Mixed ~ |1,401 |69  |4,398
BR Brokers  |Novo Mercado |Mixed 699 55 13
Bovespa HIld |Novo Mercado |Secondary| 6,626 69 64,775
Agrenco BDR Primary |666 55 805
Marisa Novo Mercado |Primary 506 67 13.177
SEB Level 2 Mixed 413 61 3,709
Tenda Novo Mercado |Primary 603 60 10,172

TABLE 5 (Continued)

Statistics of Going Public Transactions in BOVESPA

Year |Co mp a n y|Listing Segmen‘Offer Type‘Vqume R$‘No. of ‘No. of investors
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Name millions brokers
Trisul Novo Mercado |Primary {330 62 2,444
BicBanco Level 1 Mixed 822 62 5,197
Sul America |Level 2 Primary |775 67 19,261
Satipel Novo Mercado |Mixed 398 59 -
Cosan Ltd BDR Primary |275 59 1,572
Estacio Part |Level 2 Mixed 447 64 10,890
Generalshopp |Novo Mercado |Primary |287 59 4,999
Multiplan Level 2 Mixed 925 66 24,419
Providencia |Novo Mercado |Primary [469 64 11,135
Springs Novo Mercado |Mixed 656 69 7,383
ABC Brasil Level 2 Mixed 609 49 6,050
Triunfo Part |Novo Mercado |Mixed 513 59 7,139
Guarani Novo Mercado |Primary |666 63 12,388
Kroton Level 2 Mixed 479 60 11,297
2007 MRV Novo Mercado |Mixed 1,193 60 15,657
Patagonia BDR Mixed 539 56 2,846
Minerva Novo Mercado | Mixed 444 62 11,660
Invest Tur Novo Mercado |Primary |945 53 17
Redecard Novo Mercado |Mixed 4,643 67 29,766
Indusval Level 1 Mixed 253 59 290
Tegma Novo Mercado |Mixed 604 64 6,776
Marfrig Novo Mercado |Primary |1,021 62 4,933
Daycoval Level 1 Mixed 1,092 62 7,585
Cruzeiro Sul |[Level 1 Mixed 574 61 4,221
EZTec Novo Mercado |Primary |542 62 5,553
Log-In Novo Mercado | Mixed 848 67 26,898
SLC Agricola |Novo Mercado |Mixed 490 64 9,750
Parana Level 1 Primary [529 50 8,586
Inpar S/A Novo Mercado |Primary |756 60 9,614

TABLE 5 (Continued)

Statistics of Going Public Transactions in BOVESPA
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Year EO mpany Listing Segmen| Offer Type V(_)Iyme R$|No. of No. of investors
ame millions brokers

Tarpon BDR Primary [444 56 10,714
Sofisa Level 1 Mixed 439 61 7,269
Wilson Sons |BDR Secondary| 706 57 11,915
Cremer Novo Mercado |Mixed 508 58 9,419
Agra Incorp  |Novo Mercado |Mixed 786 62 5,375
CR2 Novo Mercado |Primary |308 58 2,810
Bematech Novo Mercado |Mixed 407 60 8,718
Metalfrio Novo Mercado |Mixed 453 65 9,672
JHSF Part Novo Mercado |Primary |432 66 4,561
Fer Heringer |[Novo Mercado |Mixed 304 64 9,275
BR Malls Par |Novo Mercado |Mixed 657 66 13,909

2007 | gyen Novo Mercado |Primary  |460 65 11,366
Pine Level 1 Mixed 517 55 20,251
JBS Novo Mercado |Mixed 1,617 61 22,984
Anharguera |Level 2 Mixed 512 60 13,742
GVT Holding |Novo Mercado |Primary |1,076 59 14,597
Sao Martinho |Novo Mercado |Mixed 424 64 24,686
Iguatemi Novo Mercado |Primary |549 64 16,889
Tecnisa Novo Mercado | Mixed 791 66 17,436
CC Des Imob |Novo Mercado |Mixed 522 63 22,294
Rodoben
simob Novo Mercado |Primary |449 62 14,181
PDG Realt Novo Mercado | Mixed 648 62 12,018
Dufrybras BDR Secondary| 880 60 10,177
Lopes Brasil |Novo Merca@d |Secondary|475 59 9,930
Positivo Inf Novo Mercado | Mixed 604 61 18,814

2000 Odontoprev  |Novo Mercado |Mixed 522 55 8,860
Ecodiesel Novo Mercado |Primary |379 58 9,446
Terna Part Level 2 Mixed 627 52 6,509
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TABLE 5 (Continued)

Statistics of Going Public Transactions in BOVESPA

Year Company Listing Segmen| Offer Type V(.)I!Jme R$|No. of No. of investors
Name millions brokers
Profarma Novo Mercado |Mixed 401 53 4,609
Brascan Res |Novo Mercado |Mixed 1,188 54 4,319
M.Dias-branco|Novo Mercado |Secondary|411 56 3,460
Santos Bras |Level 2 Mixed 933 54 4,209
Klabinsegall |Novo Mercado |Mixed 527 53 4,720
Medial Saude |Novo Mercado |Mixed 742 53 3,131
Abyara Novo Mercado |Primary |164 41 6
MMX Miner Novo Mercado |Primary |1,119 35 18
Datasul Novo Mercado |Mixed 317 52 5,514
GP Invest BDR Primary |706 49 2,373

2006 Lupatech Novo Mercado |Mixed 453 55 11,453
BrasilAgro Novo Mercado |Primary |583 35 3
CSU CardSyst{Novo Mercado |Mixed 341 57 14,637
ABnote Novo Mercado |Secondary| 480 55 15,453
Equatorial Level 2 Mixed 540 56 7,521
Totvs Novo Mercado |Mixed 460 57 16,322
Company Novo Mercado |Mixed 282 55 13,166
Gafisa Novo Mercado |Mixed 927 57 14,028
Copasa Novo Mercado |Primary |813 60 15,802
Vivax Level 2 Mixed 529 50 7,916
uoL Level 2 Mixed 625 56 13,234
Cosan Novo Mercado |Primary |886 52 9,079
Nossa Caixa |Novo Mercado |Secondary 954 54 7,666
OHL Brasil Novo Mercado |Mixed 496 42 1,084

2005 |Energias BR |Novo Mercado |Mixed 1,185 44 468
TAM S/A Level 2 Mixed 548 48 1,212
Localiza Novo Mercado |Secondary| 265 48 809
Submarino Novo Mercado |Mixed 473 52 4,022
Renar Novo Mercado |Primary |16 42 1,698
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