pauIsseun

TYNIA/6(Z1020)DD/VD/AVAd

ysysuy “1Q - ysysuy

»

Unclassified DAF/CA/CG(2012)9/FINAL

Organisation de Coopération et de Développement Economiques
Organisation for Economic Co-operation and Development 19-Jun-2013

English - Or. English
DIRECTORATE FOR FINANCIAL AND ENTERPRISE AFFAIRS
CORPORATE GOVERNANCE COMMITTEE

Peer Review 5: Supervision and Enforcement in Corporate Governance

15-16 April 2013
OECD Conference Centre
2, rue André Pascal, 75016 Paris

Part I of this document was discussed at the Corporate Governance Committee meeting in November 2012, Part
1l was discussed in April 2013. The final document was approved by the Committee by written procedure on 31
May 2013.

For further information, please contact Mr. Winfrid Blaschke (email: winfrid.blaschke@oecd.org,
tel: +33 1 45 24 83 67), Mr. Héctor Lehuedé (email: hector.lehuede@oecd.org, tel: +33 1 45 24 90 65)
and Mr. Akira Nozaki (email: akira.nozaki@oecd.org, tel: +33 1 45 24 96 64).

JT03342114

Complete document available on OLIS in its original format
This document and any map included herein are without prejudice to the status of or sovereignty over any territory, to the delimitation of
international frontiers and boundaries and to the name of any territory, city or area.




DAF/CA/CG(2012)9/FINAL

TABLE OF CONTENTS

ABOUT THIS PAPER AND CONCLUSIONS ......c.eoioieiitteteiestt ettt ste st ste e sse e esessesssensesseeneens 5
PART Lottt ettt ettt et e et e e e seesb e s s e eseesse et e ess e seaseenseeseenseseeseenseeseensenseessensesnsensenseensans 7
1.1, Back@round t0 the TEVIEW.........ccueriiiiieiieiieiieeiteesteereeteesteesteestaessbesebeesseessaesssessseesseesseesseesssesssessseans 7
1.2, SCOPE OF the TEVIEW ....viiviiiiieiieciie ettt ettt e vt et e e ste e s taestbeesbeesbeesbaesssassseesseesseesseessaesssesssessneans 7
1.3. The perspective of the PriNCIPLES.......cccueririiririiiiieetee ettt sttt s 8
1.4. Public and private supervision and enforcement. .........cccueverieruirienieneerienenteneseetesteete et 9
1.4.1. Public supervision and enforcemeNt...........ccvevierieeiieeriieriesiesreereereesieeseesreeseeseesseessaessnessneans 9
1.4.2. Private supervision and enforCemEeNt. ........cccueviriiriiririeninieerieete ettt 12
1.4.3. The relation between public and private supervision and enforcement...........ccccceceeveneerenennens 14

1.5. Supervision and enforcement in SPECITIC AICAS .....ccveeveerveeiieeriieriierieete e e e ereeeeseresbeesreereesres 15
1.5.1. GENETAL PEISPECIIVE .euvvererieerieerieriesitesreereesteeseesseesssessseesseesseesssesssesssesssessseesssesssesssesssessseesenssens 15
1.5.2. Related party tranSaCtiONS .........coueeteriirtertertteiesieeitenie ettt ettt et et sbe et sbe et e bt satente s bt ebesbeeaeens 16

G TR I 1 G103l o3 1 USRS 20
1.5.4. Sharcholder MEETINES. .......cccviiriieriieiieereere et et esteesttesbeebeebe e teesteestbesssessseesseesseesssessseasseessenssens 26
L2310 TTeTea 21 o) 1 USSR 35
N O, ettt ettt ettt et e ettt e a b e e bt e e bt e e e a b e e e bt e e e a bt e e bt e e bte e e bt e e bt e e ateeebeeeeabeeenbeeennteesbeeenns 38
PART II: COUNTRY REVIEWS ..ottt st sttt et se e eeeneenees 40
BRAZIL ..ottt et b bttt h bt bbbt a bbbt ettt et ne bbb e 40
B T 6313 0T 18 7 5 (o ) s SR RSR 40
2.2. Basic framework and market characteriStiCS . .........ueieririereeieiee et 41
2.3. Public supervision and enforcement............c.iivrieriierieiieeiiereeeesee e sre et e ereesteestaesebeesbeebeesreeseeens 42
2.3.1. Basic regulatory framework for the disclosure and monitoring of related party transactions
(022003 B 200 0 17 o ) T TSP SRR 46
2.3.2. Basic regulatory framework for takeover Dids.........cccevcvieiiiriiinieiiecicce e 49
2.3.3. Basic regulatory framework for shareholder participation in general shareholder meetings ...... 51

2.4, Private @NTOTCEMENL . .....cccuietietieitiesite et et et et e stteeteebe e bt ebeeseesseesseesnseenseenseessaessaesnsesnsesnseenseenseenes 53
2.5. Interaction between CVM and stock exchange enforcement............cccccveevvievieenieniiesiecne e 57
2.6. CONCIUSIONS ..ttt ettt ettt sttt ettt et b ettt sb e et st eat et e s bt eat e e bt e bt et e e bt et e steestenbesbeemtenbeeseenee 58
BIBIOGIAPIY ...ttt et sttt et sttt et s h et be bt enee 61
IN OBttt eteetteeeee e e bt ee bbbt e a et e a ettt e b e e eh e e eh e e ea et e ab e e bt e bt e bt e bt e b et ehteeat e et e e nbeenbeesheesateeas 62
TURKEY ettt ettt ettt ettt ettt et s et et e e et es e e e e et e en e e st es e emte st eneenseeeeemeenseeseenseeneenseeseeneenseeneeneas 64
3L INITOAUCTION ...ttt ettt et b et st e bt bt et e bt et s bt et e sb e et e beebeenee 64
3.2. Overview of the corporate governance 1andSCape..........cceoeveevieririeniniencneeeeete et 64
3.2.1. Overview of the capital MArKet...........cccueviiiiiiiiieicicce e s e be e 64
3.2.2. The structure of ownership and CONLIOL...........ccveeiiriiiriiiirieere et 65
3.2.3. Corporate governance frameWOTK ..........ccccveviirieriiieiieieceee ettt et eseee e e 66

3.3. Public supervision and enfOrCeMENt.............cccuiiiieriierieiieiie e e et e seesereeereebeeteeseaeseresereesseesseesses 67
3.3.1. Institutions in charge of public supervision and enforcement ............ccceeveeveeriencreecreecreeseeseenen 68



DAF/CA/CG(2012)9/FINAL

3.3.2. Public supervision and enforcement PractiCes.........coeeuererieniirerriererieneneeneeneeeenieseensesieeneens 71
3.4. Private supervision and enfOrCEeMENL..........c.cccuiiviieriierieiie e ere et et e seesereeereebeeteesesesesesereesseesseesses 82
3.4.1. Institutions of private supervision and enforcement.............eceveeviererieneneenieneeteneneee e 82
3.4.2. Private supervision and enforcement PractiCes.........oeeueririeriireerienenienenieeneenieeresieseessesieeneens 83
3.5. Relation between public and private supervision and enforcement .............ccoeveevvervenieereenieenneenen. 86
3.6, COMCIUSIONS ...ttt ettt ettt et ettt et e e bt et et e seeenee st ea e et e es e et e eeeemeenseeseense st ensenseeneensesseeneenseeneenes 86
L2310 HTeTea 21 o) 1 USSR 88
N OB, ettt ettt ettt ettt ettt ettt e h bt e e bt e e h bt e e a bt e e bteeea bt e e bt e e bte e e bee e bt e e ateeebeeesabeeenbeeennteesbeeenes 90
THE UNITED STATES ... oottt ettt ettt e e et e et e st e tesseemeeeteseeensesaeeneesseeneenseeneeneas 94
R 633 0T 18 5 (o ) s USRI 94
4.2. The market context and the governing legal StrUCtUIE .........c.ccecueririeriiniiiienine e 94
O B 4GS A o) 115« TSP 94
4.2.2. Federal/State/SRO allocation of aUthOTILY ........cccveiiiiiiiiiieieciecre ettt sre e e 95
4.2.3. Roles of public and private enforcement ..............cecererriererieneneenieneeteneseee e 95
4.3. Enforcement relating to related party transSactions...........c.eeeveerreereeseeiireerieesseeseesresseeseesseesseessnesens 96
4.3.1. DIiSClOSUIE TEQUITCINEIILS .....ecvieviervresereaerieseesteeseesseeseesseesseesssessseesseesseesssessseessesssesssssssessssessenns 96
4.3.2. SUbStANtIVE TEQUITEIMEIIES ....e.veeutiteeitetieiteteettete et ete bt eate et sbte bt sbeetesbe et e sbeeat e besbeebesbeebeeneenbeennes 97
4.3.3. Procedural rules governing private enforcement (including fee awards) ..........cccceceeverienenennne. 99
4.4. Enforcement relating to taKEOVETS.....cc.viviieiieiieeieeieeieesieesre e eeveereeteesteeseaesesesssessseesseesseessnessneans 100
4.4.1. DISCLOSUIE QULIES......c.ueiiuiiiieeieeitieetieeie et et et et e st ettt ete et e bt e sseesaaesnsessseesseesseesnsesssesnsesnseensens 100
4.4.2. State law/fiduciary duty limitations on takeover defenses ...........coccvevvevierireciienieneenie e 100
4.4.3. State law/fiduciary duty limitations on company Sales...........ccecvverveecreerreenreereeseenreereeveennens 101
4.4.4. Class action procedures for private enforcement............ccocvveerierieeireeiieerieeseesresre e e eveesenes 102
4.5. Longer-term trends regarding private enforcement. ..........cceverieririeneneeiienenieneseeeenie e 102
4.5.1. Multi-forum HEIAtION .......c.ccoviiriiesiiesiecre et ettt e stresreebeebeesteestaesesessseesseesseesssesssessseessessses 102
4.5.2. Arbitration provisions affecting private enforcement.............cceevvevierieeiiecieeneerreere e 103
4.5.3. The JOBS ACt OF 2012ttt sttt ettt et ettt be b b 103
4.6, CONCIUSIONS ...ttt sttt ettt et b et e st s bt et e st e eb e et sbeeae e bt eat et e sbe et e sbeebtebesbeeatenbesaeenseabeeanen 104
L2 (o) 1o a2 o) 1 OO USRS SOUPPTR PRt 105
INOTES. ..ttt ettt ettt e e sttt e b e bt e bt s ae e et et e e bt b e e s ae e eat e et e bt e bt e beeeaeeeateeareeaneen 106
Tables

Table 1. Main regulators of corporate gOVErnance: OVEIVIEW ........c..coceeruererreeriereeniereenienieseenseseenee 31
Table 2. Budget and funding of main regulators of corporate gOvernance............ccocevceevvereeeennennenne 32
Table 3. Ruling bodies of main regulators of corporate gOVernance .............cceevveevreerierveereenneesneenens 33
Table 4. Terms and appointment of the ruling body of main regulators of corporate governance..... 34
Table 5. Brazil - CVM Enforcement. Cases PeT YEAT.......cocueruerueeruerrerienienieenienieetesiesieeniesieeeessesneenne 45
Table 6. Brazil - Persons subject to enforcement Per YEar........cooevuvevverveeveerreenieeseesie e esreeseeeseneeens 46
Table 7. Turkey - Free fl0at TAtIOS .....cc.vevvierieiieiie et eete sttt e eestveesveesb e e reestaeseaessveesseenneenens 65
Table 8. Turkey - CMB SANCLIOMNS ......coouiriieiitieitetieitete sttt ettt ettt ettt sbe e be e 71
Table 9. Turkey - Civil and administrative cases against the CMB.............ccccceevivienieniecrecreeneene, 72
Table 10.  Turkey - Applications by the CMB to the Public Prosecutor ..............cccoevvevverienveeneeneenne. 72
Table 11.  Turkey - TakeoVer DIdS .....ccceoiriiriiiiiiiiiieeeeeteee ettt 78



DAF/CA/CG(2012)9/FINAL

Figures
Figure 1.  Main public regulators of cOrporate SOVEINANCE ........c..covverreerveeveerreerieereesreereereesseesseenens 11
Figure 2.  Public and private enforcement and SUPEIVISION .......cceevververierienienienieienientenie et 15
Figure 3.  Turkey - Market capitalisation as percentage of GDP .........cccccoeiiivininiininiincnniecee 65
Figure 4.  Turkey - Income and expenditure of the CMB .........ccccveviiiiiiiiieiieieee e 69
Boxes
Box 1. Shareholder lawsuits: The Dutch inquiry procedure ...........ccovverierieeieevieereenie e ere e eveeseee e 13
Box 2. Peer review on related party transactions and minority shareholder rights ..........ccccecceveenineneene 17
Box 3. The two tier accounting enforcement procedure in Germany.............coccevereereererieneneerenennene 18
Box 4. The EU TaKeOVET DITECLIVE........cveuiiiiiiiiiiriirieicicicictetete ettt e 22
Box 5. Enforcement of mandatory bids in selected jurisSdiCtions...........ccceeeveeviiereerieesiesie e e eseeseeenens 25
Box 6. Brazil - Related party transactions: Key developments and Cases..........cccccveveeereneenenennieneneene 47
Box 7. Brazil - The takeover Of GV T .......ccooiiiiiiiiiiicicicceseseeteeetee et 50
Box 8. Brazil - Shareholder participation: The Petrobras 2012 shareholders’ meeting............cccceeueeneene. 52
Box 9. Turkey — Key milestones in the update of corporate governance standards............cccceeereeneennenne 66
Box 10. Turkey — The TUrKCell CASE ......cc.evuiriiriiriiiiiiiiierertee ettt 74
Box 11. Turkey — CMB enforcement actions against abusive RPTS .......ccccceevviiviiiiiiiiiiiecieeeeceeeenn 77
Box 12. Turkey — Prominent cases of takeover bids .........cccovievieririiininieiiniieeceee e 79
Box 13. Turkey - The electronic general meeting system (€-GEM) ........coceviriinininiininiincneeeneeeenn 81
Box 14. Turkey — The Sportif and Futbol CaSE .........cccuevviiiiiiiiieiiecieciecie ettt e 85
Box 15. USA - The Southern Peru litiation...........c.ccvviiviierierieiiecieere et eieesieeseeesveeveeveeseesveeseaesenesens 99



DAF/CA/CG(2012)9/FINAL

ABOUT THIS PAPER AND CONCLUSIONS

1. This report presents the results of the fifth peer review based on the OECD Principles of
Corporate Governance. The report is focused on the corporate governance framework and practices that
relate to the supervision and enforcement in the specific areas of (i) related party transactions (RPTs),
(i1) takeover bids and (iii) shareholder meetings. It covers 27 jurisdictions.

2. The report is based in part on a questionnaire that was sent to all participating jurisdictions in
June 2012. In a second stage, supervision and enforcement practices in Brazil, Turkey, and the United
States were reviewed in more detail based consultant reports (Brazil and the United States) and a
questionnaire and visit by the OECD Secretariat (Turkey). The purpose of these case studies is to
illuminate national practices that may be of principal importance and particularly useful as a reference. The
report was prepared by Mats Isaksson, Winfrid Blaschke, Héctor Lehuedé and Akira Nozaki.

3. The OECD corporate governance review process is designed to facilitate effective
implementation of the OECD Principles and to assist market participants, regulators and policy makers. It
is carried out through an exchange of experiences and expertise that provides participants with an overview
of existing practices and approaches and an opportunity to identify good practices that can stimulate and
guide improvements. The reviews are also forward looking, so as to help identify key market practices and
policy developments that may undermine the quality of corporate governance. The review process is open
to OECD and non-OECD jurisdictions alike.

4. The following conclusions emerged from the review:

* A lack of independence and/or resources constrains the ability of many securities regulators to
supervise and enforce corporate governance standards, as many securities regulators are less well
endowed than banking regulators, and corporate governance is not typically among the priority
areas for supervision and enforcement.

*  Private supervision and enforcement (through shareholder lawsuits for example) can complement
public supervision and enforcement, but in most countries are seldom used, except in some cases
to obtain injunctions. A number of countries have, with some success, introduced arbitration
procedures for corporate governance disputes.

*  The balance between public and private supervision and enforcement differs significantly by
jurisdiction, depending upon the effectiveness of the regulator and the efficiency of the legal
system in handling corporate law cases. In many jurisdictions, complaints to the regulator are
considered the most effective enforcement mechanism.

*  Almost all jurisdictions lack public oversight of abusive related party transactions apart from
supervision and enforcement of disclosure requirements. Enforcement in this area is thus often in
the form of shareholder lawsuits alleging breach of fiduciary duties.
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*  The supervision and enforcement of rules on takeovers and mandatory bids typically involve an
interactive process between market participants and the supervisory authority. In some countries
with mandatory bid rules, exemptions granted by the regulator have proved controversial and
were challenged in court.

* Rules regarding shareholder meetings are frequently supervised and enforced through private
means, although public authorities can also be involved, in some cases through attendance
(physically or electronically) at shareholder meetings. In some countries, stock exchanges
participate in the supervision and enforcement of the rules applying to general shareholder
meetings.
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PART 1

1.1. Background to the review

5. Without effective supervision and enforcement, the letters of laws and regulations have little
meaning. This is fully recognised in the opening chapter of the OECD Principles, which emphasises the
need for an effective legal and regulatory framework. The importance of effective supervision and
enforcement for sound corporate governance was also underlined in the Committee’s report from 2009 on
The Corporate Governance Lessons from the Financial Crisis.

6. The quality of regulatory oversight and the role of enforcement have also been addressed in the
Committee’s thematic reviews following the financial crisis, notably in the review on board practices,
where the Committee examined enforcement of director liability for breach of duties and in the
Committee’s third review, on related party transactions. It has also been dealt with extensively by the
OECD’s Asian and Latin American Corporate Governance Roundtables.

7. An increased focus on the quality of supervision and enforcement in corporate governance has
led to changes and reforms in many jurisdictions. Beyond staff resources and skills, the effective division
of responsibilities and lines of communication between agencies have also been subject to discussion.
Reform efforts have also led to a demand for a better understanding of useful country experiences, good
practices and the interplay between various parts of the judicial system. Against this background, the
Corporate Governance Committee agreed in April 2012 to undertake a peer review dedicated to country
experiences with supervision and enforcement in corporate governance.

1.2. Scope of the review

8. The review covers both private and public elements of supervision and enforcement. The reason
is that all jurisdictions apply a mix of the two elements and that they in some or several areas differ in the
relative weight given to the two approaches. Hence a fair and full picture of a system’s effectiveness and
robustness requires that the functioning of both approaches is understood, in order to give the reader of the
report the ability to assess the relevance of different approaches to their specific economic and legal
circumstances.

9. Public supervision and enforcement refers to public functions involved with (i) market
surveillance and supervision of market participants, and (ii) the imposition of sanctions for breach of laws
and dishonest behaviour. Key actors of public enforcement typically include securities regulators,
prosecutors and in some cases stock exchanges functioning as public authorities. Prudential oversight does
not fall within the scope of the review.

10. Private supervision and enforcement refers to the functions performed through civil lawsuits,
such as shareholder complaints, sharecholder derivative suits and class actions, but also alternative dispute
resolution mechanisms (ADRs) or other means of shareholder and stakeholder enforcement and means of
obtaining redress. Key actors of private enforcement may include individual shareholders and stakeholders,
self-regulatory organisations and institutions to which supervision and regulation is delegated by
government or regulators, private-sector stock exchanges, associations of industries, shareholder
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associations, etc. Other actors of private enforcement may include judicial courts, lawyers and associations
of minority shareholders.

11. The Review covers twenty-one OECD member countries, together with Argentina, Brazil,
Hong Kong China, India, Indonesia and Singapore. For all participating jurisdictions, a general
overview of supervision and enforcement practices is provided. For three jurisdictions (Brazil, Turkey,
and the United States), a more detailed review was carried out in order to highlight either particular
aspects of the supervisory and enforcement framework, or country specific circumstances that may
influence the choice of approach. Brazil and Turkey, for example, with largely owner-controlled
companies, are two jurisdictions that rely primarily on public enforcement, whereas in the United States,
with its many widely-held companies, private enforcement is frequently used as well. Brazil is one of the
countries where the stock exchange also plays an important role in the supervision and enforcement of
corporate governance rules (see Part II).

12. In order to limit the scope of the review, and to provide concrete examples with respect to key
corporate governance issues, it was agreed that the review should cover three aspects of the Principles,
which have attracted particular interest, namely (i) disclosure and monitoring of related party
transactions, (ii) the market for corporate control and (iii) effective shareholder participation in the
general shareholder meeting. Questionable practices in those areas, and supervisory and enforcement
measures to address them are described in Chapter 5.

1.3. The perspective of the principles

13. This review makes reference to both the more general principles for the design and functioning of
the regulatory framework, laid out in Chapter 1 of the Principles, and the more specific principles
addressing the issues of related party transactions, the market for corporate control and shareholder
participation in the general shareholders meeting. In terms of the more general principles for the design and
functioning of the regulatory framework the following three principles from Chapter I, Ensuring the Basis
for an Effective Corporate Governance Framework, are used as reference.

*  Principle I.B: “The legal and regulatory requirements that affect corporate governance practices
in a jurisdiction should be consistent with the rule of law, transparent and enforceable”.

14. The annotations add that policy measures should be designed with a view to their overall costs
and benefits, taking into account the need for effective enforcement, including the ability of authorities to
deter dishonest behaviour and to impose effective sanctions for violations. When codes and principles are
used as a national standard or as an explicit substitute for legal or regulatory provisions, market credibility
requires that their status in terms of coverage, implementation, compliance and sanctions is clearly
specified.

*  Principle I.C: “The division of responsibilities among different authorities in a jurisdiction should
be clearly articulated and ensure that the public interest is served”.

15. The Annotations to the Principles note that effective enforcement requires that the allocation of
responsibilities for supervision, implementation and enforcement among different authorities is clearly
defined so that the competencies of complementary bodies and agencies are respected and used most
effectively. When regulatory responsibilities or oversight are delegated to non-public bodies, it is desirable
to explicitly assess why, and under what circumstances, such delegation is desirable. It is also essential that
the governance structure of any such delegated institution be transparent and encompass the public interest.
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*  Principle 1.D: “Supervisory, regulatory and enforcement authorities should have the authority,
integrity and resources to fulfil their duties in a professional and objective manner. Moreover,
their rulings should be timely, transparent and fully explained”.

16. The annotations to Principle I.D note that:

[A]s the number of public companies, corporate events and the volume of disclosures increase,
the resources of supervisory, regulatory and enforcement authorities may come under strain. As a
result, in order to follow developments, they will have a significant demand for fully qualified
staff to provide effective oversight and investigative capacity which will need to be appropriately
funded. The ability to attract staff on competitive terms will enhance the quality and
independence of supervision and enforcement.

1.4. Public and private supervision and enforcement

17. The legal and regulatory corporate governance framework should contribute to effective and
credible markets. This requires that laws and regulations provide proper incentives to promote the long
term performance of the corporation. But also that actual market practices are supervised, and that
violations of laws and rules can be effectively sanctioned through administrative and criminal procedures.

18. Supervision, whether public or private, is of course necessary to detect possible wrongdoing in
the first place. Where there is no supervision in some form, either by regulatory authorities or by private
actors such as shareholders, other market participants, stock exchanges, or even journalists, wrongdoing
will remain hidden, and there will be no basis for enforcement action.'

19. Enforcement relies on courts, regulators and procedural rules that determine ex post whether
violations have occurred. Enforcement has effects beyond the scope of individual and corporate
wrongdoers, influencing the overall credibility of the regulatory system before all market participants.
Effective enforcement requires the availability of effective, proportionate and dissuasive sanctions in the
event of non-compliance. A track record of effective enforcement is likely to increase the deterrence
effect.”

20. Supervision and enforcement can be carried out both through private initiatives and through
public mandate. This section provides a discussion about the general principles and elements of public and
private supervision and enforcement, followed by a discussion about the relationship and interplay between
public and private supervision and enforcement.

1.4.1. Public supervision and enforcement

21. The key actors in public supervision and enforcement normally include securities regulators,
prosecutors, and in some cases stock exchanges functioning as public authorities. In some jurisdictions,
other authorities may be charged with enforcement in defined areas, including government ministries or
local authorities. As these authorities typically have a wide mandate, which in the case of securities
regulators includes the prudential supervision of financial intermediaries, as well as market conduct, and in
some cases consumer protection, the supervision and enforcement of corporate governance standards is for
most authorities only one among many responsibilities, and not always a priority.

22. In a comprehensive study for the EU, the European Commission (2009) found that market-wide
monitors (financial market authorities and/or stock exchanges) mainly monitor the availability of
information on corporate governance. In some cases, they also perform some analysis of the informative
value of corporate governance statements and publish the results therecof. The study also found that
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financial market authorities tend to be more active monitors than stock exchanges, and that monitoring by
market-wide monitors is more common in member states where block holders are widespread and where
there is limited ownership by institutional investors (e.g. Spain). In such member states, the monitoring by
market-wide monitors balances the limited monitoring activity by shareholders.

23. The replies to the peer review questionnaire provided a wealth of information on the organisation,
including composition and terms of appointment of the board, and the financing arrangements of the
authorities in charge of public supervision. These are summarised in Figure 1 and Tables 1-4 below. In
most jurisdictions covered by the survey, the competent authority in charge of enforcement is indeed the
national or regional securities regulator.

24. Securities regulators often face difficulties in fully implementing Principle I.D (“Supervisory,
regulatory and enforcement authorities should have the authority, integrity and resources to fulfil their
duties in a professional and objective manner. Moreover, their rulings should be timely, transparent and
fully explained”). In many countries, securities regulators are for example less independent and less well-
resourced than banking supervisors, especially in cases where the latter are attached to the central bank. A
lack of independence and/or resources constrains the ability of securities regulators to supervise and
enforce corporate governance standards.’

25. IMF experience shows that regulators face significant challenges in implementing their
enforcement plans.” The Fund’s experience with assessing enforcement by securities regulators around the
world, drawn from the large number of FSAPs conducted over the years, is summarised in an IMF working
paper (Carvajal and Elliott, 2009): “A combination of the need for extensive resources, strong institutional
and political support, and a supportive legal environment make enforcement a particularly difficult
challenge and has proven insurmountable in many jurisdictions. In particular, we have found that capacity
issues, including political will and adequate resources, have proven a stronger challenge to regulators in
developing credible enforcement programmes than have gaps in the legal and regulatory framework”.

26. The issue of political independence of the securities supervisor is typically addressed through the
creation of a formal governing body (a board, council, or commission) whose members are given fixed
terms of appointment that are staggered and designed not to coincide with the political calendar. The
replies to the questionnaire revealed that only about half the jurisdictions surveyed did have such
arrangements in place. In a number of jurisdictions, the head of the regulator, and sometimes his deputies
as well, have no fixed terms of office (i.e. they serve at the mercy of the president or prime minister), or
their term of office ends with the term of office of the president or prime minister (see Table 4).

27. Securities regulators, as other authorities, can be financed either through the government budget
or through fees from regulated entities, or in part through the imposition of fines on wrongdoers, or
through a combination of the three. Each financing channel has its advantages and disadvantages.
Government budget financing has the advantage of being less affected by factors such as stock exchange
turnover, but gives the government (ministers or parliament) political leverage over the institution, and
often results in staff reductions and/or salary cuts for staff, something that has been observed in several
jurisdictions covered by the survey. Fees for regulated entities have thus become a more common way of
financing for most regulators. Some regulators also keep part or all the fines they collect, but in most cases
those go to the government budget. The survey results show that securities regulators in most jurisdictions
are self-financed (mainly through fees), whereas the others are publicly financed or benefit from both
means of financing (see Table 2).

28. Another complication for securities regulators are implicit or explicit dual mandates, where

regulators may on the one hand be in charge of supervision and enforcement, but on the other hand be
trying to promote a country’s (or city’s) financial market. Such a dual mandate does not have to be explicit

10
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(although it has been in many cases), but can be the result of initiatives to develop (or maintain
competitiveness as) a financial centre, or (in the case of turnover-based fees) to maintain financing for the
regulator. This can be a disincentive for strong supervision and enforcement of corporate governance
standards, and it can lead other regulators to follow suit.’

29. Finally, enforcement authorities may rely to a significant degree on informal enforcement
measures such as information requests, notice letters, or norm-enhancing reprimands, rather than formal
measures judicial/criminal penalties and fines, administrative penalties and fines, or remedial orders. Such
informal enforcement measures often require fewer resources and therefore tend to be more frequently
used than formal measures.® At the same time, excessive reliance on informal enforcement may be
counterproductive, if it reduces the deterrence effect associated with formal enforcement.

Figure 1. Main public regulators of corporate governance

Who is the regulator of corporate governance? How is the regulator funded?
Flnan_u_al,’ Ministry of Ministry of
Securlt[es Finance Justice
Autf_mo_rlty 39 3%
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1.4.2. Private supervision and enforcement

30. The scope of private supervision and enforcement includes issues such as: deterrence capability
of the legal and regulatory framework; favourable and convenient procedures for lawsuits and alternative
dispute resolution; capacity and accessibility of legal experts, but conceptually even share pricing and
voting by shareholders may have an impact on the effect of private enforcement.” Key actors of private
enforcement may include individual shareholders and stakeholders, self-regulatory organisations and
institutions to which supervision and regulation is delegated, private-sector stock exchanges, associations
of industries, shareholder associations, etc. Other actors of private enforcement may include judicial courts,
lawyers and associations of minority shareholders.®

31. Whereas private supervision and enforcement can be effective, it a can also suffer from distorted
incentives. Private litigation can, for example, merely “transfer losses from one innocent group of
shareholders to another innocent group”, where penalties fall largely upon other shareholders rather than
upon the managers responsible for violations of corporate governance rules, and lawyers obtain large fees.’
It is not surprising then that, whereas the deterrence effect of public enforcement also works on smaller
companies, private litigation is more often targeted at larger (“deep-pocketed”) firms.'® Some authors go
further, arguing that “the litigation crisis makes it harder for new businesses to raise capital from outside
investors and leads to suboptimal levels of risk-aversion among managers and directors.” (Macey, 2008)

32. Leaving aside the various incentive problems, private enforcement is in many countries hindered
by other factors, such as court systems unprepared to handle such complaints due to a shortage or absence
of specialists, slow court procedures, and, as a result, business uncertainty. In those countries, private
enforcement tends to be rare (except to obtain injunctions), so that investors largely rely on public
enforcement, in the form of complaints to the regulator, who nowadays is usually required by law to follow
up on complaints.'" The downside to such a system is, however, that most regulators can only impose fines,
so that a lawsuit may still be necessary to recover the losses for investors.

33. Some countries, such as the Netherlands with its “inquiry procedure” (see Box 1), have found it
useful to address such limitations through a combination of specialised business courts, mechanisms
furthering the adoption of speedy and pragmatic solutions, and a focus on court-conducted/court-initiated
settlements. Several countries have adjusted their court procedures for such cases in recent years, to find
the right balance between effective private enforcement (and thus reduced agency costs) and the risk of
abusive lawsuits by minority shareholders (often characterised by “professional” plaintiffs and boilerplate
complaints). In Brazil, while several courts specialised in corporate law have been established, many
conflicts are now settled through arbitration, notably for companies listed on the Novo Mercado (see Part
).
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Box 1. Shareholder lawsuits: The Dutch inquiry procedure

The Dutch Enterprise Chamber, a division of the Amsterdam Court of Appeals, as a specialised business court
has jurisdiction in a limited number of corporate law cases. The court can be called upon when i) doubts arise as to
whether a company is properly managed (the Inquiry Proceeding); ii) shareholders are dissatisfied with financial
reporting and challenge the annual account; iii) there are conflicts regarding the removal of a company’s Supervisory
Board organised under the Structure Regime; or iv) a shareholder that owns at least 95% of the outstanding share
capital seeks to freeze-out the remaining shareholders.

Upon request, the court may initiate an inquiry into the policy, management and conduct of business in a
company when there are well-founded reasons to believe that a company is or has been managed improperly and
incorrectly. Besides the public prosecutor (for reasons of public interest) and labor unions (for employees’ interests),
the most important constituency allowed to request an Inquiry Proceeding are shareholders (or depository receipt
holders) alone or collectively owning at least 10% of the outstanding shares (or depositorty receipts, respectively) of a
company or shares with a nominal value of EUR 225 000, or such lesser amount as is provided by the articles of
association. Shareholders of large companies (issued capital over EUR 22.5 million) have access to the procedure if
they hold 1% of the issued capital or EUR 20 million interest (market value).

In the first stage, a party may request an inquiry into the affairs of the corporation to determine whether the
company has been mismanaged. If the Enterprise Chamber shares the applicant’s concerns, it will appoint one or
more individuals who will conduct an investigation and file a report with the court. In the second stage, the Enterprise
Chamber may be requested to take certain measures provided that the independent investigator reports improper
conduct and mismanagement to the court. The measures include i) the suspension or dismissal of board members; ii)
the nullification or suspension of board or shareholder resolutions; iii) the appointment of temporary board members;
iv) the temporary transfer of shares; v) the temporary deviation from provisions of the articles of association; and vi) the
dissolution of the company. The company or the applicants may appeal to the Supreme Court on legal grounds. On
appeal, the Supreme Court will not review the factual findings and background of the case.

The Enterprise Chamber defined a number of situations in which there are reasonable doubts whether a
company is properly managed. These situations include: (i) a deadlock in the decision-making process of the
company; (ii) if management fails to disclose vital information to minority shareholders; (iii) if conflicts of interests arise
or are not properly countered by management; (iv) if the company violates disclosure and accounting rules; (v) if the
company adopts an unfair dividend policy; (vi) if assets are being removed or reallocated to the detriment of the
shareholders or other stakeholders; and (vii) if management’s decisions are inconsistent with the rules of the Dutch
Corporate Governance Code.

The Enterprise Chamber may at any stage of the proceedings, upon the application of the persons that requested
the inquiry, order preliminary injunctions for the duration of the proceedings at most’. Application for an injunctive relief
has been the rule rather than the exception. The Enterprise Chamber has full discretion to order any preliminary
remedy as it sees fit. In listed companies, the top three preliminary remedies are (i) the appointment of independent
board members; (ii) the prohibition of voting on particular agenda items; and (iii) the deviation from the articles of
association. Suspending directors’ and shareholders’ resolutions are popular forms of injunctive relief in non-listed
companies. Quite often, the Inquiry Proceeding assists the parties in overcoming their differences by promoting
informal and supposedly efficient solutions. These non-formalistic remedies offer parties an additional round of after-
the-fact bargaining either by themselves or under the supervision of independent observers. The principle of fast,
informal and judge-initiated ‘mediation’ or ‘conciliation’ appears to be very attractive to minority shareholders. In many
cases, after the injunctive relief, the company and its shareholders tend to follow the preliminary relief.

Source : Vermeulen & Zetzsche (2010).

34. Class action and derivative suits are most common in the United States, where they are the
primary enforcement mechanisms for the fiduciary duty of loyalty imposed by state law, reflecting in part
the substantial fee awards available, in case of success, to the lawyers pursuing the litigation (see the US
in-depth study in Part II). Other countries have created mechanisms similar to class action and derivative
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suits, but they are much less widely used. In Brazil, for example, the Public Prosecutor’s office and other
state bodies such as the securities supervisor, or investor associations (but not individual investors), can file
collective lawsuits of liability for damages, similar to a class action, and derivative suits are also possible.
One primary aim in many such lawsuits is to obtain injunctions to prevent further wrongdoing. Once an
injunction is obtained, the trend in many countries is to turn to other resolution mechanisms such as
negotiation or arbitration.

35. The EU (2009) study similarly showed that in most systems there are considerable legal and
financial hurdles for shareholders to start legal proceedings, and, even in case of success, damages are
awarded to the company and not directly to shareholders. Therefore, derivative actions were found to be
rare in the European Union, especially in the sphere of corporate governance. Despite laws giving
shareholders the right to launch an action against the company (e.g. for breach of disclosure requirements),
in practice, the possibilities of sharecholders are limited due to difficulties in proving causal relationships,
unavailability of group or class actions, and/or inexperience of courts in hearing cases involving listed
companies. Finally, the EU study found that in the EU shareholder engagement in private litigation is
limited, even in jurisdictions with dispersed ownership and a strong institutional shareholder base like the
United Kingdom. "

36. Private supervision and enforcement by actors such as self-regulatory organisations and (private-
sector) stock exchanges may suffer less from litigation-related incentives, and they also have the
advantage, already at the supervision stage, of focusing on the wider market rather than only one or the
other individual company. At the same time, however, their incentives to supervise and enforce corporate
governance standards may suffer from problems similar to the “dual mandate” issue in the case of public
supervisors: One the one hand, they are mandated to supervise and enforce, on the other hand they want to
develop and promote the sector, rather than tarnish its reputation. Stock exchanges, most of them now for-
profit organisations, are naturally keen on expanding their business, and self-regulatory organisations and
industry associations often are more focused on warding off government regulation."

37. Stock exchanges are often tasked with the supervision and enforcement of listing requirements.
In those cases, the stock exchanges typically have the power to issue warnings, and, if, after repeated
warnings, violations are not rectified, can order a delisting of the company’s shares. In the jurisdictions that
have replied to the peer review questionnaire, Argentina, Brazil, Chile, Estonia, Hong Kong China,
Poland, Singapore, Sweden and Switzerland confirmed that they have delegated certain enforcement
tasks (in the reviewed areas) to stock exchanges. In Brazil, for example, the securities regulator concluded
a formal agreement with the stock exchange, making the latter its “first line of defense”, through stock
exchange supervision of disclosure by listed companies.

1.4.3. The relation between public and private supervision and enforcement

38. Public and private supervision and enforcement do not have to be mutually exclusive, but can
rather be complementary. Public supervision (based upon disclosure, regulatory reporting, inspections, or
sometimes whistle blowing) can uncover potential wrongdoing, leading to public enforcement action,
which in turn can become the basis for private enforcement. Similarly, private supervision, which typically
requires a sufficient level of disclosure, can lead to private enforcement, which in turn can spur public
enforcement authorities into action.
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Figure 2. Public and private enforcement and supervision

FPublic supervision # FPublic enforcement
Private supervision # Private enforcement
39. Most studies of the relations between public and private enforcement have focused on the United

States experience, reflecting the possibility for private actors to engage in securities class action litigation.
A number of other studies focus on emerging markets, weighing the advantages and disadvantages of
private and public enforcement in the face of weak legal systems and/or weak regulatory institutions.'* The
current survey indicates that their conclusions may be applicable to a wider set of countries and
jurisdictions.

40. Competition between public and private enforcement can heighten the level of enforcement. Cox
et al. (2003) highlight this effect by referring to the experience in the United States, where “high levels of
private litigation can prompt public enforcers to be more active themselves: prosecutors and the SEC risk
public criticism if they cannot show that they are doing as much as the private bar."” Increased public
enforcement, in turn, spurs private litigation that piggybacks on the evidence unearthed”. They further find
that (i) private suits with parallel SEC actions settle for significantly more than private suits without such
proceedings; (ii) SEC enforcement actions target significantly smaller companies than private actions
alone; (iii) private cases with parallel SEC actions take substantially less time to settle than other private
cases; and (iv) private cases with parallel SEC actions have significantly longer class periods than other
private actions.

41. In the United States, there has also been a discussion of whether enforcement should become
more centralised, in order to prevent “over-enforcement”, whereas opponents contend that competition
among enforcers helps to prevent “under-enforcement”. In a recent paper, Park (2012) observes that the
United States enforcement system reflects diverse industry, regulatory and public values, and that different
enforcers play different roles in expressing these values, concluding that having a diversity of enforcers has
advantages that may be worth preserving. A limitation of the scope for private enforcement can also have
implications for public enforcement, if the public enforcers are not endowed with adequate resources,
and/or their enforcement mandate is limited by law.

1.5. Supervision and enforcement in specific areas
1.5.1. General perspective

42, The topics covered by this peer review (related party transactions, the market for corporate
control and effective shareholder participation in the general shareholder meeting), are typically covered in
the company act, the securities act and/or in stock exchange listing requirements. In a few jurisdictions, no
rules exist, or they are only included in corporate governance codes. Implementation of the applicable rules
is thus mandatory in most cases. One would therefore expect that the rules would be enforceable in most
jurisdictions. This is in contrast to corporate governance principles contained in the various corporate
governance codes, which are commonly based upon the comply-or-explain principle and where the focus
of enforcement, where it exists, is on compliance with the explanation requirement (‘“comply-with-
explain”).
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43. Whereas the survey provided a significant amount of information on the various means of
enforcement, as well as the authorities tasked with public enforcement, the (cross-country) survey revealed
comparatively little information on actual enforcement cases in the specific areas covered by the review. In
some jurisdictions, it is known that every year a significant number of enforcement cases are launched, but
in most jurisdictions it can be assumed that (formal) enforcement actions (both public and private) in the
mentioned areas are rare. It is sometimes argued that enforcement authorities may have taken informal
enforcement measures, which are not published and may not be included in official enforcement statistics.

44. Whereas supervision and enforcement regarding the three topics selected for the review, i.e.
related party transactions, takeover bids, and shareholder meetings, differ somewhat in terms of the relative
importance of the public and private actors involved, notably the extent of stock exchange involvement, all
three areas have the potential to be supervised and enforced through both public and private means. While
analysed separately, the three areas are in practice often related, for example in cases of takeovers of
related parties, and relevant voting procedures at the general shareholder meeting.

45. The sections that follow summarise supervision and enforcement mechanisms in the jurisdictions
that have responded to the (general) questionnaire. Practices in three jurisdictions (Brazil, Turkey, United
States) are analysed in more detail in Part II.

1.5.2. Related party transactions

46. Around the world, the potential for abuse of related party transactions (RPTs) is viewed as an
important policy issue, which is why it is addressed extensively in the Principles. The key Principles
concerning related party transactions are spread across several Chapters including: The Equitable
Treatment of Shareholders (III.LA.2 and III.C); Disclosure and Transparency (V.A.5); and The
Responsibility of the Board (VI.D.6). In addition, the individual principles noted above are underpinned by
more general duties of the board (VI.A and VI.B).

47. Abuse of minority shareholders can be carried out in various ways, including the extraction of
direct benefits via high pay and bonuses for employed family members and associates, inappropriate
related party transactions, systematic biases in business decisions and a change in the capital structure
through special issuance of shares favouring the controlling shareholder (OECD, 2007). As RPTs were
recently investigated in the Committee’s third peer review (OECD, 2012), the following section focuses
more specifically on the issue of enforcement of the rules governing related party transactions in the
jurisdictions covered by the survey. Some key findings and country practices that were presented in the
2012 peer review on related party transactions are summarised in Box 2.
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Box 2. Peer review on related party transactions and minority shareholder rights

In all countries reviewed in the RPT peer review, formal enforcement appeared to be weak. In many ways
reliance is on market mechanisms that are based on extensive disclosure obligations about RPTs. This leaves
shareholders open to posing embarrassing questions to the board and or selling their shares. In some countries such
as Belgium and France, bad publicity was said to be an enforcement mechanism in itself, but the basis rests on the
tight social structure among elites. Reputations might also be important in India where in the wake of the Satyam
scandal many independent directors resigned.

Israel introduced some novel elements so that the securities regulator is able to financially support derivative
suits in addition to class actions by individuals for breaches of duty by directors and damages stemming from RPTs.
With respect to derivative suits, this support addresses the key issue that there is no financial incentive for
shareholders to launch a process, the costs of which they invariably bear alone if the case is lost. More importantly, the
resolution of such suits was facilitated by the establishment of a special department of one of the courts in charge of
handling such cases. In its first decision in May 2011, one of them ruled that despite passing the approval process
(audit committee, board and shareholder approval) a RPT still needed to pass a fairness test: the minority
shareholders were entitled to the best possible price.

In all the reviewed jurisdictions, the securities regulators appear to scrutinise disclosures of material RPTs and to
request improvements if necessary. As an example, the Israeli regulator reviewed 470 transactions in 2010, 93% of
which were approved. In both Israel and Italy, the securities regulators also scrutinise whether shareholders have
been correctly classified as interested or disinterested.

Source: OECD (2012).

1.5.2.1. Supervision and enforcement of disclosure of related party transactions

48. Principle V.A.5 specifies that disclosure should include, inter alia, material information on
related party transactions. This is quite general and is covered by International Accounting Standard 24
(IAS 24) that is now widely adopted. Other jurisdictions have adopted local accounting standards that are
broadly equivalent to IAS 24. All jurisdictions require publicly listed companies to disclose detailed
information on RPTs in the annual reports, usually in the form of a corporate governance report. In some
jurisdictions (e.g. Argentina, Estonia, Israel and Hong Kong China), immediate reporting is required for
any significant RPT soon after its terms and conditions have been settled.

49. In the majority of jurisdictions surveyed, the supervision and enforcement of disclosure of RPTs
can take place through both public and private means, mainly via the continuous surveillance of the
disclosure materials by the securities regulator and/or the stock exchange. Administrative penalties are
often used to support the disclosure regime (OECD, 2007). The supervision and enforcement of disclosure
requirements provides, of course, the basis for the supervision and enforcement of abusive related party
transactions, both public and private, as described in the following section.'®

50. In many jurisdictions, the securities regulator is charged with supervising and enforcing the
compliance with disclosure requirements on RPTs. The exceptions are Hong Kong China and Singapore,
where the stock exchange plays a primary role in this area. In other jurisdictions (Brazil, Estonia, India,
Japan, Korea and Switzerland), the role of the stock exchange is complementary to that of the securities
regulator. In Germany, the review is conducted in collaboration with a private body (the Financial
Reporting Enforcement Panel, see Box 3).

51. In order to allocate resources appropriately during the review process, regulators in some
jurisdictions take a risk based approach by identifying companies with high potential for abusive practices
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(for example Brazil, Poland, Portugal and Turkey). Since it is hard to continuously monitor RPTs, in
particular those performed outside the regulated markets, the securities regulator usually relies on the
information provided by investors and whistleblowers in deciding whether to pursue further investigations
(Australia, Canada and Brazil). As cross-border listings are prevalent in many jurisdictions, international
co-operation among regulators is also of great importance.

Box 3. The two tier accounting enforcement procedure in Germany

Germany has established a two-tier accounting enforcement procedure for publicly traded companies, with two
accounting enforcement bodies. This procedure has been in place since 2005 to monitor compliance of the financial
statements of publicly traded companies with legal requirements. The two-tier procedure splits responsibility for
financial reporting enforcement between a private body — the German Financial Reporting Enforcement Panel (FREP)
contractually acknowledged by the Federal Ministry of Justice — and the Federal Financial Supervisory Authority
(BaFin). The enforcement procedure is divided into an error identification procedure and the subsequent error
publication procedure.

Financial Reporting Enforcement Panel (FREP) — Tier 1

FREP can initiate an audit in the following three cases: i) If there are concrete indications of an infringement of
financial reporting procedures (indication-based audit), ii) at the request of BaFin and iii) without any concrete
indications as a random sampling audit. Regarding iii), FREP decides which companies will be audited without any
concrete indications on the basis of its Principles for Random Sampling, which were developed in agreement with the
Federal Ministry of Justice and the Federal Ministry of Finance. These are a combination of a risk-aware selection and
a statistical random selection and ensure that all companies subject to enforcement are audited on average at certain
intervals.

Federal Financial Supervisory Authority (BaFin) — Tier 2

Enforcement in the second tier is performed by BaFin and comprises the following two steps: a) Identification of
errors and b) Publication of errors. Concerning a), BaFin only conducts its own financial reporting enforcement
procedures if: i) it is notified by FREP that a company refuses to co-operate in an audit or does not agree with the
results of the audit: or ii) there are considerable doubts about the accuracy of the results of FREP’s audit or about
whether FREP has conducted the audit properly. With regard to b), it must normally be published by the company in
case the FREP or BaFin enforcement procedure identifies an error. BaFin reserves the right to order the publication of
an error; this also applies without exception to those cases in which the company agreed with FREP’s findings and
BaFin therefore did not conduct a Tier 2 audit.

Source: Response to the OECD peer review questionnaire.

52. In some jurisdictions (e.g. Australia, Canada, Chile, Hong Kong China, Italy, Poland and
Singapore), shareholder approval is required for large transactions or those not on market terms. A notice
containing detailed information about the transaction (often along with an opinion from the independent
financial advisor) must be disclosed within a specified time period before the sharcholder meeting. A
notice is previewed by the regulator (Australia) or by the stock exchange (Hong Kong China). In
Australia, a company must lodge the notice with the regulator 14 days before sending it to shareholders,
and the securities regulator usually issues a comment letter if the materials do not comply with legal
requirements.

53. Regarding private enforcement, almost all jurisdictions mention that directors and management
have fiduciary duties to act in the best interests of the corporation, and that shareholders can sue for breach
of those duties. Failure to disclose RPTs in the circumstances gives rise to a breach of fiduciary duties, but
this primarily occurs in relation to transactions that are disadvantageous to the company, rather than in
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relation to disclosure issues. Auditors can be jointly liable toward the company for damages resulting from
the violation of disclosure requirement in the materials which they have certified (Belgium).

54. The burden of evidence in the judiciary processes, which can be a major hindrance for
shareholders seeking redress, varies among jurisdictions. In Argentina, the defendant shall prove that the
transaction was carried out according to market conditions or did not cause any damage to the company,
unless the transaction was approved by the board of directors with the favourable opinion of the audit
committee. In Canada, in addition to recourses under corporate and securities legislation, in cases of
negligence or fraudulent misrepresentation the plaintiff can engage in common law causes of action. A
plaintiff would have to prove that: i) there was a duty of care owed to the plaintiff; ii) the duty was
breached; iii) there was a direct connection between the plaintiff’s loss and the defendant’s
misrepresentation; and iv) the plaintiff relied on the defendant’s misrepresentation. Each party is entitled to
an “examination for discovery” in order to clarify the claim and collect evidence.

55. Company groups are common and a well established concept in most jurisdictions, and are
sometimes taken into account through the definition of directors’ duties. In the jurisdictions which have
adopted the “German model” (Brazil, Croatia, Hungary, Germany, Portugal'’, Czech Republic and
Slovenia), the negative impact of any influence by the parent company (under the factual control group
concept) must be disclosed, audited and compensated. However, it is not always clear whether enforcement
under this framework is actually in place. In Belgium and France, courts have ruled that directors have a
duty to the group under certain conditions, which is termed the Rozenblum doctrine (OECD, 2012).

56. Overall, many jurisdictions describe the complementarities and division of roles between public
and private enforcement. Four jurisdictions (Australia, Mexico, Sweden and Turkey) considered that
public supervision and enforcement plays a more important role in this area. One of the reasons is that the
damage caused to any individual shareholder as a result of undisclosed RPTs is generally quite small.
Three jurisdictions (Estonia, Netherlands and Switzerland) saw a more important role for private
supervision and enforcement, due to less formal procedures than public means.

1.5.2.2. Enforcement against abusive related party transactions

57. Abusive related party transactions — where a party in control of a company enters into a
transaction to the detriment of non-controlling shareholders — have been one of the biggest corporate
governance challenges. They are addressed by the Principles from the perspective of minority protection
(II.A.2) and board responsibilities (VI.D.6). According to Chapter VI.D.6 of the Principles, the corporate
governance framework should ensure the strategic guidance of the company, the effective monitoring of
management by the board, and the board’s accountability to the company and the shareholders. Principle
VILD.6 specifies that the board should fulfil certain key functions including, inter alia, monitoring and
managing potential conflicts of interest of management, board members and shareholders, including
misuse of corporate assets and abuse in related party transactions.

58. Only a limited number of jurisdictions (e.g. Brazil, Chile, Estonia, France, Hong Kong China,
Hungary, India, Portugal, Turkey and United States) have prohibited certain RPTs, especially loans to
directors, while some others leave significant RPTs subject to shareholder approval (OECD, 2012). The
transactions made in violation of the provision are nullified in some of these jurisdictions (e.g. Estonia and
Portugal'®).

59. Almost all jurisdictions lack public oversight of abusive RPTs apart from the supervision and
enforcement of disclosure requirements. The exception to this is that some jurisdictions (e.g. Brazil)
conduct an ex-ante analysis for specific transactions such as capital increases through private subscription,
mergers and acquisitions with related parties. However, due to the complexity of the RPT and time
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constraints, it is not a primary option for the securities regulator to enforce by changing the main
characteristic of the proposed transaction, but rather by requiring disclosure of additional information
about the transaction and the procedures adopted. In Canada (Ontario), it is generally accepted that the
regulator’s mandate does not extend to intervention in transactions. The securities regulator is thus
supposed to take actions in a conservative fashion. For the regulator to take action, a transaction must be
demonstrated to be abusive of shareholders in particular or of the capital market in general.

60. In limited situations, enforcement authorities can take action based on criminal law. It is a
criminal offence (fraudulent breach of trust) if a person knowingly misuses his power to administer
property of a third party and thereby causes damages. Abusive transactions resulting in fraud may be
punishable by criminal law.

61. Regarding private enforcement, almost all jurisdictions mention that directors and management
have fiduciary duties to act in the best interests of the corporation, and shareholders could sue for breach of
those duties. The fiduciary duty owed to the company is breached where a director uses his position to
obtain benefits from the company, unless the fully informed consent of the company is obtained
(Australia). In some jurisdictions (e.g. Brazil), the company law sets forth general fiduciary duties for
controlling shareholders as well.

62. The general meeting of shareholders (possessing at least 10% of the nominal capital in the cases
of Austria and Estonia, or 5% in case of Poland) can call for a special audit if there are reasons to
believe that unrighteous acts were committed in the company. In the Czech Republic and Germany, the
court shall, upon motion by a shareholder, appoint special auditors to audit the business relations of the
company with its controlling enterprise.

63. Several jurisdictions are adopting enforcement devices. In Argentina, the stock exchanges that
list securities must have a Permanent Arbitration Tribunal. Claims arising from the companies law,
including liability actions against their members or other shareholders fall within the arbitrator’s
jurisdiction. In Israel, the securities regulator is able to financially support derivative suits in addition to
class actions by individuals for breaches of duty by directors and damages stemming from RPTs (Box 2).

64. One jurisdiction (Australia) considered that public supervision and enforcement plays a more
important role in enforcement against abusive RPTs. The reason is that the detriment caused to any
individual shareholder as a result of abusive RPTs is generally quite small. Two jurisdictions (Austria and
Estonia) considered that private supervision and enforcement plays a more important role in this area. One
of the reasons is that only a small percentage of abusive related party transactions can be qualified as
criminal offences.

1.5.3. Takeover bids

65. According to Principle ILE, markets for corporate control should be allowed to function in an
efficient and transparent manner:

1. The rules and procedures governing the acquisition of corporate control in the capital markets,
and extraordinary transactions such as mergers, and sales of substantial portions of corporate
assets, should be clearly articulated and disclosed so that investors understand their rights and
recourse. Transactions should occur at transparent prices and under fair conditions that protect
the rights of all shareholders according to their class.

2. Anti-take-over devices should not be used to shield management and the board from
accountability.
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66. The rules and procedures governing the acquisition of corporate control vary considerably
between companies (and between jurisdictions), depending on company charters and by-laws, the structure
of ownership and listing regulations. Some jurisdictions have take-over codes or laws specifying
procedures quite closely. They usually include provisions to protect minority shareholders by requiring
bidders to offer to purchase shares at a particular price (i.e. mandatory tender offer rules) and there are
thresholds at which minority shareholders can require the majority to buy their shares, and/or a threshold at
which the outstanding shareholders can be squeezed out (OECD, 2007)."

67. Owing to the very different situations and approaches taken by the various jurisdictions, it is
perhaps not surprising that enforcement mechanisms vary as well. Jurisdictions participating in the review
were asked to describe their supervision and enforcement practices in relation to takeover bids, including
the main actors, the source and extent of their authority or entitlement to act, as well as the main
procedures and prevailing practices. The following sections summarise the main findings.

68. Across the board, significant emphasis is placed on procedural fairness and guarantees that all
shareholders get an equal and effective chance to participate in bids. In Australia, for example, these rules
are contained in the “Eggleston Principles,” articulated in section 602 of the Corporations Act of 2001.
These principles are intended to ensure that: i) the acquisition of control over a relevant entity takes place
in an efficient, competitive and informed market; ii) the holders of shares or interests, and the directors of
the company or responsible entity for the scheme know the identity of the person who proposes to acquire
a substantial interest, have a reasonable time to consider the proposal, and are given enough information to
enable them to assess the merits of the proposal; iii) as far as practicable, the holders have a reasonable and
equal opportunity to participate in any benefits accruing to holders under a proposal under which a person
would acquire a substantial interest in the entity; and iv) an appropriate procedure is followed as a
preliminary to compulsory acquisition.

69. In the EU, Directive 2004/25/EC on takeover bids, establishes the basic framework for takeover
bids (Box 4).
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Box 4. The EU Takeover Directive

Directive 2004/25/EC of the European Parliament and of the Council of 21 April 2004 on takeover bids,
0JL142/12 of 30 March 2004.

The objectives pursued by the Takeover Bids Directive are important to financial markets and stakeholders
of listed companies. More specifically, the objectives of the Directive are:

. Legal certainty on the conduct of takeover bids and community-wide clarity and transparency in respect
of takeover bids;
. Protection of the interests of shareholders, in particular minority shareholders, and of employees and

other stakeholders through transparency and information rights, when a company is subject to a
takeover bid or change of control;

. Facilitation of takeover bids, through reinforcement of the freedom to deal in and vote on securities of
companies and prevention of operations which could frustrate a bid;
. Reinforcing the single market, by enabling free movement of capital throughout the EU.

The Takeover Bids Directive is based on general principles, which should be complied with by Member
States for the purpose of transposing the Directive. The principles include:

. Equal treatment of shareholders;

. Protection of minority shareholders in case of change of control;

. Prohibition of market manipulation or abuse; and

. Shareholders must have sufficient time and information to make a properly informed decision on the
bid.

Any exemptions made by member states to the rules of the Directive must still comply with these principles,
as well as the other principles listed therein.

Source: European Commission (2004).

70. Most jurisdictions have takeover regulations, but some address the issues in voluntary corporate
governance codes rather than though hard law (Hong Kong China), and others regulate voluntary bids but
do not require mandatory ones (Australia). In the United States, rules do not impose a mandatory tender
offer, leaving it up to the bidder to deal with shareholders, whether on an unsolicited basis without the
prior approval of the target, or pursuant to a private agreement between the bidder and the target.

1.5.3.1. Supervision and enforcement of conditions set by the offeror in takeover bids

71. With respect to supervision and enforcement of the conditions set by the bidder of a voluntary
offer, in most jurisdictions the securities regulator, a special takeover panel, or both, have legal authority
over the process.” Often, they only control minimum information requirements aimed at properly
informing the public about the offer, frequently through vetting the prospectus.

72. Many jurisdictions also devote substantial public supervision to assurances that the bidder
disposes of sufficient funding to complete payment of the offer, requiring insurance, underwriting or
escrow accounts. This is sometimes a condition for approval of the launching of the bid or an issue that is
marked for detailed disclosure. Regulators also look into general compliance with disclosure rules
applicable to the offer, sometimes conducting ex-ante approvals or demanding corrections ex-post. Overall,
however, few jurisdictions report private enforcement of voluntary bids.
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73. Almost all jurisdictions also mention that there is control over the fairness of corporate decisions
and this is often reflected in monitoring of the offer price. Interestingly, a large number of jurisdictions do
not set conditions for the price of voluntary bids (Australia, Austria, Belgium, Brazil, Canada (Ontario)
Chile, Czech Republic, Estonia, France, Mexico, Korea, Portugal, Switzerland, Turkey and the
United States), often with the argument that shareholders will likely reject it if the price is insufficient.
Others include a minimum fairness requirements in the setting of the price (Argentina and Hong Kong
China), the obligation to offer at least the same price paid in previous transactions made by the bidder
(Germany, Netherlands, Singapore, Slovenia and Sweden), or set mechanisms to define a minimum
price, often under the same or similar rules to those applicable to mandatory bids (India and Spain). This
distinction is related to an ongoing discussion about the effect that acquiring control with a voluntary bid
may have on the rules triggering a mandatory bid afterwards (in those jurisdictions where they exist). This
has been addressed in a recent report by the European Commission (2012) on the implementation of the
EU Takeover Directive:

[T]he review shows that the exemption to the mandatory bid rule included in the Takeover Bids
Directive, for situations where control has been acquired following a voluntary bid for all shares
of the company, has created a possibility for offerors to get round the mandatory bid rule by
acquiring a stake close to the mandatory bid threshold and then launching a voluntary bid for a
low price. As a consequence, the offeror would cross the mandatory bid threshold without giving
minority shareholders a fair chance to exit the company and share in the control premium. This
technique is clearly not in line with the objective of the Directive to protect minority shareholders
in situations of change of control, although it does not appear to breach the letter of the Directive.
Examples in national legislation, such as additional mandatory bid thresholds or minimum
acceptance conditions to takeover offers, show that there are possibilities to prevent the use of
this technique. (European Commission, 2012)

74. Finally, a great deal of regulatory activity in relation to voluntary bids is allocated to offering
regulatory guidance and relief (Australia and the United States) or making room for exemptions
(Belgium, Canada (Ontario), Spain and Sweden). Sometimes these decisions are delegated to the
takeover panel or other private sector bodies. The European Commission report (2012) also addressed this
issue, arguing that within the range of different national derogations to the mandatory bid rule, “it is not
always clear how the protection of minority shareholders is ensured”, and suggesting that further work may
be required.

1.5.3.2. Supervision and enforcement of mandatory takeover bids

75. Mandatory bids are subject to further scrutiny and to additional requirements. In many
jurisdictions, the regulator or the takeover panel will have the authority to demand the launch of a
mandatory bid, but in some cases that would be left for the courts, with the regulator only being able to act
once a bid is launched. Several countries describe arrangements where the regulator oversees the conduct
of takeovers, while the takeover panel operates as a peer-based dispute resolution mechanism, often with
recourse to the courts as a last resort. Australia explains that this separation of powers appears to work
effectively and to have widespread acceptance among corporations, their professional advisors and the
public.

76. In general, mandatory takeovers are triggered by a 30% ownership threshold, and the calculation
regularly includes all affiliated parties in the sum, making them jointly and severally liable. The concept of
“acting in concert” is also used for these purposes. Once the obligation is triggered, the majority of
jurisdictions establish a mechanism to determine the minimum offer price, which is often defined as the
higher of; 1) the maximum price paid during the twelve months preceding the announcement of the offer by
the bidder or any person acting in concert with it for the securities concerned; and ii) the weighted average
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trading price prevailing on the market within 30 calendar days prior to the commencement of the
obligation to launch a bid. Only a few jurisdictions that have mandatory bids do not set the price in a
similar fashion, albeit with diverse periods (Brazil, Canada, Hong Kong China, Japan, Korea and
Mexico).

77. In Switzerland, the price offered shall be at least as high as the weighted average trading price
prevailing on the market within 60 days before publication of the offer, and no lower than 25% of the
highest price paid by the bidder for the shares of the target company in the preceding 12 months. The latter
criterion offered the possibility to pay a “control premium” before the publication of the offer, but this rule
has been recently abolished in the revision of Federal Act on Stock Exchanges and Securities Trading. In
Chile, the sale by the controller of his controlling stake at a premium will not trigger a mandatory bid if the
price paid by the buyer is not above a threshold set annually by the regulator, and that must be between
10% and 15% above the market value.

78. In general, there is a marked preference among jurisdictions to delegate authority to public sector
regulators to supervise and enforce takeover bids. Many jurisdictions mention that private supervision is
simply not allowed, so it is uncommon to find many references to private enforcement, except for a few
cases where private actors can initiate litigation or bring issues to the attention of the regulator or the
takeover panel. Some jurisdictions report that private enforcement is not allowed on mandatory bids. Some
offer private actors some degree of protection by depriving the shares acquired by the bidder of the right to
vote (sometimes also not considering them in the quorum for voting) until the breaches to the procedure
are remedied or a mandatory bid is launched. In some cases, the regulator or the courts can prevent the
acquisition from taking place (Box 5).
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Box 5. Enforcement of mandatory bids in selected jurisdictions
Canada

The enforcement of takeover bid legislation is generally conducted by provincial securities regulators. In
Ontario, the Ontario Securities Commission (OSC) is primarily responsible and its responsibilities and powers are
stated in the Securities Act (Ontario). The OSC may intervene to address: i) conduct that is inconsistent with
existing securities policy statements; ii) novel schemes inconsistent with underlying takeover bid principles but
where there is no breach of legislation or explicit policy statements; and iii) conduct where it is appropriate to deny
certain takeover bid exemptions.

The various parties involved in a takeover bid (bidders, target corporations, target boards, shareholders)
have the right to litigate certain matters before courts. Under the Securities Act (Ontario), an interested person
may apply to the court for an order that a person or company has not complied with a requirement under takeover
bid legislation and seek an order that the court thinks fit. Courts play a role in takeover bid regulation, including
defensive tactics, in cases involving a breach of fiduciary duties or oppression, or if the remedies being sought
can only be ordered by the court, which have a broader variety of remedies than those available to the OSC,
including rescinding the transaction.

Estonia

If a person violates the obligation to make a mandatory takeover bid or the obligation to apply for approval of
the Estonian Financial Supervision Authority (EFSA), the person may not exercise voting rights in the target
issuer, and these votes shall not be included in the quorum of the general meeting of the target issuer until such
time as the violation is eliminated. The EFSA also has the right to issue a mandatory precept to the registrar of
the Estonian Central Register of Securities for immediate execution to prohibit, for a term of up to 20 days, the
use and disposal of securities in a securities account held by a bidder or a person acting in concert with it in the
event of violation of the Securities Market Act or legislation established on the basis thereof.

The Securities Market Act states that a target person or other person connected with the takeover bid may
not demand cancellation of the takeover bid or modification of the conditions thereof after the EFSA has approved
the takeover bid. However, a target person or other person connected with the takeover bid may demand
compensation of damage caused by the takeover bid. The limitation period of the claim is one year as of approval
of the takeover bid by the EFSA. Shareholders have the general right to apply for civil court proceedings and, in
practice, minority shareholders have applied for civil court proceedings to oppose the amount of compensation
determined by the majority shareholder in a squeeze-out following the takeover bid.

Germany

The Federal Financial Supervisory Authority, Bundesanstalt fiir Finanzdienstleistungsaufsicht (BaFin) rarely
has to act forcing bidders to comply with conditions for takeovers, but this is regarded as the most effective way,
because compliance can be enforced in one act for all shareholders concerned. Consequently, with regard to
conditions and to the price set by the bidder, shareholders” actions in court are rare. Shareholders will have a
claim against the bidder or bidders only at the point in time where they have accepted the offer made by the
bidder. At that point, a bidder will have complied with the requirements on the mandatory bid, although
shareholders may also claim for late compliance. Non-compliant bidders are subject to the loss of rights
connected to the shares according to the Takeover Act, preventing them from making use of their voting rights
and entitling shareholders to bring an action to set aside any resolution passed at a shareholders’ meeting with
votes cast by such parties. Also, in case of intentional actions (basically knowingly and willingly), the non-
compliant bidder may also be deprived of the right to dividend payments, possibly resulting in a higher dividend to
be paid to the other shareholders.

Several shareholders’ associations exist in Germany and their purpose is to support investors in a variety of
corporate governance issues. They also provide services with regard to court action, but their entitlements are
fully dependent on empowerment by shareholders. As a remedy to the collective action issue which arises in
connection with certain capital markets claims, there is a special procedure in the Act on Role Model Processes in
Capital Markets Disputes (Gesetz uUber Musterverfahren in kapitalmarktrechtlichen Streitigkeiten (KapMuG)).
Concisely, that procedure allows investors to profit from the fact-finding in a role model process lead by a small
number of investors relating to the same issue.
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Hong Kong China

The Securities and Futures Commission (SFC) is responsible for the daily administration of the Codes on
Takeovers and Mergers and Share Repurchases (the Codes). This includes vetting takeover-related documents
(such as offer announcements and offer documents) submitted by relevant parties and giving rulings under the
Codes in respect of applications made by concerned parties. Although there is no official channel for private
supervision and enforcement, information provided by the general public is important to the SFC in its
enforcement of the Codes.

Where there has been a breach of the Codes, the SFC can deal with any disciplinary matter if the party to
be disciplined agrees to the disciplinary action proposed to be taken by the SFC. Otherwise, the SFC may
institute disciplinary proceedings before the Takeovers Panel which will hear the matter. The Takeovers Panel will
give a ruling after the hearing and where appropriate impose sanctions. The Takeovers Panel hears disciplinary
matters in the first instance, and reviews rulings by the SFC at the request of any party dissatisfied with such a
ruling. It also considers novel, important or difficult cases referred to it by the SFC. The Takeovers Panel also
reviews, from time to time upon request by the SFC, the provisions of the Codes and the Rules of Procedure for
hearings under the Codes and recommends appropriate amendments to the Codes and Rules to the SFC.

Japan

The Commissioner of the Financial Services Agency (FSA) and the Securities and Exchange Surveillance
Commission (SESC) are responsible and have the power for public enforcement under the Financial Instruments
and Exchange Act (FIEA) and its regulations. A violation of takeover bid regulations may be subject to
administrative monetary penalties, the amount of which is 25% of either the total trading value or aggregate
market value of the purchased shares. At the same time, such a violation also may be subject to a criminal
penalty.

Those who accepted an offer with any violation of takeover bids regulations and sold the shares to the
bidder may file a lawsuit in a court for damages caused by such violation. In this case, the general principles
concerning the liability for damages under the civil law are modified and provide for: i) absolute liability of the
violator, or burden to prove that the violator paid adequate care for the discharge of the violator; ii) a shift of the
burden to prove the causality from the plaintiff to the violator; and iii) a statutory provided amount of damages.
Against any act in violation of takeover bid regulations under the FIEA, the Commissioner of FSA and SESC may
file a petition in a court to issue an order for prohibition or suspension of such act.

Source: Responses to the OECD peer review questionnaire.

1.5.4. Shareholder meetings

79. According to Principle II.C, shareholders should have the opportunity to participate effectively
and vote in general shareholder meetings and should be informed of the rules — including voting

procedures — that govern general shareholder meetings:

1. Shareholders should be furnished with sufficient and timely information concerning the date,
location and agenda of general meetings, as well as full and timely information regarding the

issues to be decided at the meeting.

2. Shareholders should have the opportunity to ask questions to the board, including questions
relating to the annual external audit, to place items on the agenda of general meetings, and to

propose resolutions, subject to reasonable limitations.

3. Effective shareholder participation in key corporate governance decisions, such as the nomination
and election of board members, should be facilitated. Shareholders should be able to make their
views known on the remuneration policy for board members and key executives. The equity
component of compensation schemes for board members and employees should be subject to

shareholder approval.
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4. Shareholders should be able to vote in person or in absentia, and equal effect should be given to
votes whether cast in person or in absentia.

80. In practice, effective shareholder participation in general shareholder meetings may be hindered
through various (often ad hoc) devices such as voting by show of hands without the right to demand a
ballot, only a limited number of entry cards granted to custodians, delayed information (violation of
minimum notice periods) and even the place for the meeting of shareholders being out of the way — or the
date and/or location being uncertain or unknown. Furthermore, the materials sent to shareholders might not
be very informative, in some cases shareholders only discovering the day of the meeting the importance of
issues covered by summary descriptions (OECD, 2007).

81. Shareholder participation in annual shareholder meetings may also turn out to be small in
companies with controlling shareholders, as the minority shareholders may have little influence.”’ This is
often the case in countries with few domestic institutional investors and/or weak minority shareholder
protection. Where domestic institutional investors do exist, they are often linked to the same controlling
shareholders, and thus do not tend to participate in annual shareholder meetings. Foreign institutional
investors, on the other hand, are often focused on country exposure and diversification, and thus rarely
engage actively in such situations.”

82. Shareholder participation in general shareholder meetings has been facilitated through the
possibility to attend shareholder meetings through electronic means. In Turkey, for example, all listed
companies are now required to hold annual shareholder meetings both physically and electronically,
through the so-called e-GEM system. (see Part II). Such systems may facilitate the supervision, both public
and private, of compliance with corporate governance rules.

83. Many of the rules and procedures determining shareholder participation are only in part
determined by law and regulation, and are rather often heavily influenced by the board through corporate
charters and bylaws. In the latter cases, public supervision and enforcement is likely to take a less
prominent role than private supervision and enforcement. The following chapters summarise the responses
of survey respondents regarding supervision and enforcement in the three specific areas of (1) convocation
and distribution of information to the general shareholder meeting, (2) shareholders’ rights to request a
general shareholder meeting and (3) conflicts of interest at the general shareholder meeting.

1.5.4.1. Supervision and enforcement of convocation and distribution of information to the general
shareholder meeting

&4. The rules regarding convocation and distribution of information to the general shareholder
meeting are typically contained in the company act, the securities act and/or in stock exchange listing
requirements. Such rules may differ depending upon whether a company is listed. Minimum notification
periods in some jurisdictions are longer for bearer shares than for registered shares.

85. For the EU, for example, minimum rules on information prior to general meetings are established
through Directive 2007/36/EC on the exercise of certain rights of shareholders in listed companies
(“Shareholder Rights Directive”). Article 5 of this Directive sets out, inter alia, minimum notification
periods for shareholders (normally 21 days for general meetings), minimum content of notifications (time
and place, agenda, procedures for participation and voting), and ways to access the necessary
documentation.

86. In the majority of jurisdictions surveyed, the supervision and enforcement of convocation and
distribution of information to the general shareholder meeting can take place through both public and
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private means. Where public enforcement seems to be the rule, it is not always clear that private
enforcement is not possible, even if it is rare in practice.

87. In many jurisdictions, the securities regulator is charged with supervising and enforcing the rules
regarding the convocation and distribution of information to the general shareholder meeting (Argentina,
Australia, Belgium, Brazil, Chile, Estonia, Germany, Mexico, Poland, Portugal and Turkey), although
in some of them supervision and enforcement only takes place ex-post, and only if non-respect of the
relevant rules has had an impact on decisions taken. In Brazil, for example, shareholders may ask the
securities regulator to suspend the calling of a general shareholder meeting.

88. In other jurisdictions, the role of the securities regulator in this area is marginal (Canada and
Hong Kong China), and/or another regulator (Singapore) or ministry (India and Turkey) is in charge of
enforcement. In several jurisdictions, there is no public enforcement of the rules on convocation and
distribution of information to the general shareholder meeting (Austria, Czech Republic, Japan, Korea,
Netherlands, Sweden and Switzerland).”

89. Private enforcement of the rules on convocation and distribution of information to the general
shareholder meeting plays a role in most of the jurisdictions surveyed, mainly through the possibility of
shareholder lawsuits (Argentina, Australia, Austria, Canada, Czech Republic, France, Germany,
Hungary, Japan, Mexico, Netherlands, Poland, Portugal, Sweden, Switzerland, Turkey and United
States), which can lead to the nullification of decisions taken at general shareholder meetings, and/or
through the supervision and enforcement of listing requirements by stock exchanges (Brazil, Estonia,
Hong Kong China, Singapore, Sweden and Switzerland), which typically have the power to issue
warnings, and, if violations are not rectified, can finally result in delisting of the company’s shares.** In
some jurisdictions, private enforcement only plays a marginal role (Belgium and Chile).

90. Overall, four jurisdictions (Argentina, Belgium, Chile and Mexico) considered that public
supervision and enforcement plays a more important role with respect to the convocation and distribution
of information to the general shareholder meeting, while eight jurisdictions (Austria, Canada, Czech
Republic, Hong Kong China, Korea, Netherlands, Sweden and Switzerland) saw a more important role
for private supervision and enforcement. Four jurisdictions (Australia, Germany, Hungary and
Singapore) estimated that public and private enforcement were equally important.

1.5.4.2 Supervision and enforcement of shareholders’ rights to request a general shareholder meeting

91. The rules regarding shareholders’ rights to request a general shareholder meeting are typically
contained in the company act, the securities act and/or in stock exchange listing requirements. Where such
rights are not contained in laws or listing requirements, rights to request a general shareholder meeting may
be granted through company statutes or by-laws.

92. In most jurisdictions, shareholders representing a minimum percentage of share capital may
request a general shareholder meeting. Most jurisdictions set the threshold at either 10% (Chile, India,
Mexico, Netherlands, Singapore, Sweden and Switzerland) or 5% of share capital (Argentina,
Australia, Brazil, Czech Republic, France, Germany, Hong Kong China, Poland, Portugal, Slovenia
and Spain). Some jurisdictions (Japan and Korea) require no more than 3% of share capital, although in
the case of Korea this only applies to listed companies and shareholders that have held the shares for at
least six months. Estonia and Turkey set the threshold at 5% for publicly listed companies, and 10% for
all other companies.” In France, shareholder associations can also request a general shareholder meeting
through a court-appointed agent.
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93. The right for shareholders to request a general shareholder meeting may be subject to additional
limitations such as the type of business to be discussed (Canada), or requirements to cover expenses for
convening the meeting. Minimum notice periods typically apply, with shorter periods sometimes foreseen
in takeover cases. In some jurisdictions, notably the United States (Delaware), shareholders only have a
right to request a general shareholder meeting, if such a right is foreseen in the company’s statutes.*

94, In the majority of jurisdictions surveyed the supervision and enforcement of shareholders’ rights
to request a general shareholder meeting takes place primarily through private means.

95. In some jurisdictions, the securities regulator is charged with supervising and enforcing the rules
regarding shareholders’ rights to request a general shareholder meeting (Argentina, Australia, Brazil,
Chile, Estonia and Mexico).”’ In other jurisdictions, the role of the securities regulator in this area is
marginal (Canada, Hong Kong China and Portugal), or another regulator (Singapore) or ministry (India
and Turkey) is in charge of enforcement.”® In many jurisdictions, there is no public enforcement of the
rules on shareholders’ rights to request a general sharecholder meeting (Austria, Czech Republic, France,
Germany, Japan, Korea, Netherlands, Slovenia, Sweden, Switzerland and United States).”’

96. Private enforcement of the rules on shareholders’ rights to request a general shareholder meeting
plays a role in most of the jurisdictions surveyed, mainly through the possibility of shareholder lawsuits
(Argentina, Australia, Austria, Belgium, Canada, Czech Republic, France, Germany, Hong Kong
China, Hungary, Japan, Korea, Netherlands, Poland, Portugal, Singapore, Slovenia, Sweden,
Switzerland and United States), which can lead to the nullification of decisions taken at general
shareholder meetings, and/or through the supervision and enforcement of listing requirements by stock
exchanges, which in some cases have the power to issue warnings, and, if violations are not rectified, can
finally result in delisting of the company’s shares. In some jurisdictions, private enforcement only plays a
marginal role (Chile and Mexico).*

97. Overall, seven jurisdictions (Argentina, Australia, Brazil, Chile, Estonia, India and Mexico)
considered that public supervision and enforcement plays a more important role with respect to
shareholders’ rights to request a general shareholder meeting, while 15 jurisdictions (Austria, Belgium,
Canada, Czech Republic, France, Germany, Hong Kong China, Japan, Korea, Netherlands,
Portugal, Slovenia, Sweden, Switzerland and United States) saw a more important role for private
supervision and enforcement. Two jurisdictions (Hungary and Singapore) estimated that public and
private enforcement were equally important.

1.5.4.3. Supervision and enforcement of conflicts of interest at the general shareholder meeting

98. The rules regarding conflicts of interest at the general shareholder meeting are typically
contained in the company act, the securities act and/or in stock exchange listing requirements. Where such
rights are not contained in laws or listing requirements, rules regarding conflicts of interest at the general
shareholder meeting may be contained in company statutes or by-laws.

99. In most jurisdictions, shareholders that have a conflict of interest are required to abstain from
voting at a general shareholders meeting (Argentina, Austria, Brazil, Czech Republic, Estonia, France,
Germany, Hong Kong China, Korea, Portugal, Singapore and Sweden). In seven jurisdictions, on the
other hand, there are no rules that foresee voting abstentions by shareholders with conflicts of interest
(Belgium, Chile, India, Japan, Netherlands, Switzerland and United States). At the same time, some
conflicts of interest may be covered by rules that prescribe a general duty of loyalty to the company for
company directors.
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100. In some jurisdictions, shareholders with conflicts of interests only have to abstain from voting on
specific issues, such as discharge of or claims against directors (Austria, Germany, Poland, Slovenia,
Sweden and Turkey), acquisitions of the company’s own shares from the shareholders concerned
(Australia and Japan), buybacks (India and Turkey), related party transactions and remuneration
(Australia). These restrictions also typically apply to proxy voting.

101. In about half the jurisdictions surveyed the supervision and enforcement of rules on conflicts of
interest at the general shareholder meeting takes place through public authorities, and in the other half
through private means.

102. In some jurisdictions, the securities regulator is charged with supervising and enforcing the rules
regarding conflicts of interest at the general shareholder meeting (Argentina, Australia, Brazil, Estonia,
India, Mexico and Turkey). In other jurisdictions, the role of the securities regulator in this area is
marginal (Czech Republic and Hong Kong China), or another regulator (Singapore) local agency
(Germany), and/or ministry (Turkey) is in charge of enforcement. In a significant number of jurisdictions,
there is no public enforcement of rules on conflicts of interest at the general shareholder meeting (Belgium,
Chile, France, Japan, Netherlands, Portugal, Singapore, Sweden and Switzerland).

103. Private enforcement of the rules on conflicts of interest at the general shareholder meeting plays a
role in many of the jurisdictions surveyed, mainly through the possibility of shareholder lawsuits
(Argentina, Austria, Australia, Brazil, Czech Republic, Estonia, France, Germany, Hungary, Japan,
Poland, Portugal and Sweden), which can lead to the nullification of decisions taken at general
shareholder meetings, and/or through the supervision and enforcement of listing requirements by stock
exchanges (Hong Kong China and Singapore). In some jurisdictions, private enforcement only plays a
marginal role (Mexico) or is not relevant or non-existent (Belgium, Chile, India, Netherlands, Slovenia,
Switzerland and United States).

104. Overall, three jurisdictions (Argentina, Brazil and Mexico) considered that public supervision
and enforcement plays a more important role with respect to conflicts of interest at the general shareholder
meeting, while seven jurisdictions (Austria, Czech Republic, France, Hong Kong China, Japan,
Portugal and Sweden) saw a more important role for private supervision and enforcement. Five
jurisdictions (Australia, Estonia, Germany, Hungary and Singapore) estimated that public and private
enforcement were equally important.

30



DAF/CA/CG(2012)9/FINAL

Table 1. Main public regulators of corporate governance: overview

Jurisdictions Key regulators
Argentina CNV The National Securities Commission
Australia ASIC Australian Securities and Investments Commission
Austria FMA Financial Market Authority
Belgium FSMA The Financial Services and Markets Authority
Brazil CVM Securities and Exchange Commission of Brazil
Canada (Ontario) OSC Ontario Securities Commission
Chile SVS Superintendence of Securities and Insurance
Czech Republic CNB Czech National Bank
Denmark Danish FSA
Estonia EFSA Estonian Financial Supervision Authority
Finland FIN-FSA  Finish Financial Supervisory Authority
France AMF Autorité des Marchés Financiers
Germany Bafin Federal Agency for Financial Market Supervision
BfJ Federal Ministry for Justice
Greece HCMC Hellenic Capital Market Commission
Hong Kong China  SFC Securities and Futures Commission
Hungary HFSA Hungarian Financial Supervisory Authority
Iceland FME The Financial Supervisory Authority, Iceland
India SEBI Se.cgrities and Exchange B(?ard of India
MCA Ministry of Corporate Affairs
Indonesia OJK Financial Services Authority
Ireland CBI Central Bank of Ireland
Israel ISA Israel Securities Authority
Italy CONSOB  Commissione Nazionale per le Societa e la Borsa
Japan FSA Financial Services Agency
SESC Securities and Exchange Surveillance Commission
Korea MOJ Ministry of Justice
Mexico CNBV National Banking and Securities Commission
Netherlands AFM The Netherlands Authority for the Financial Markets
New Zealand FMA Financial Market Authority
Norway NFSA Financial Supervisory Authority of Norway
Poland KNF Polish Financial Supervision Authority
Portugal CMVM Securities Market Commission
. . CMA Capital Market Authority
Saudi Arabia MCI Ministry of Commerce and Industry
Singapore MAS Monetary Authority of Singapore
Slovak Republic MOFSR Ministry of Finance
Slovenia ATVP Securities Market Agency
Spain CNMV Comision Nacional del Mergado de Valores
Sweden FI Swedish Financial Supervisory Authority
Switzerland FINMA Swiss Financial Market Supervisory Authority
Turkey CMB Capital Market Board of Turkey
United Kingdom FCA Financial Conduct Authority
United States SEC Securities and Exchange Commission

Note: Main public regulators refer to those with a capacity of supervision and enforcement on corporate governance. This table shows
that in all jurisdictions the securities regulator has a role in the supervision and enforcement of corporate governance of listed
companies. The ministry in charge of the company law is also responsible for the corporate governance of listed companies in
Germany, India, Korea, and Saudi Arabia. In the United States, state laws are the primary source of corporate governance regulation,
while the SEC and exchanges regulate certain corporate governance matters.
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Table 2. Budget and funding of main regulators of corporate governance

Main funding resource Budget approval by:
Jurisdictions / key regulators flfli‘g;nogi‘ b penal LGS o 1;:;15112:::11 (;Ilcx)d\;flfsnn—?i? Congress
udget (NB)  wrongdoers . .
entities Finance, etc.)
Argentina CNV Public L (to NB) -
Australia ASIC Public o - -
Austria FMA Public . - -
Belgium FSMA Self - - °
Brazil CVM Self - - ° Required Required
Canada (Ontario) OSC Self - - °
Chile SVS Public o - -
Czech Republic CNB Self - - o
Denmark DFSA Self - - °
Estonia EFSA Self - ° °
Finland FIN-FSA Self - - ° No No
France AMF Self - - o
Germany Bafin Self - - .
BfJ Public & Self o ° .
Greece HCMC Self - - ° Required
Hong Kong China  SFC Self - - o Required Required
Hungary HFSA Self - ° o Required
India SEBI Public & Self ® ° o
MCA Public o - -
Indonesia OJK Public & Self o - .
Iceland FME Self - - °
Ireland CBI Self - - o
Israel ISA Self - - o Required
Italy CONSOB  Public & Self o - o Required
Japan FSA Public o (to NB) - Required Required
SESC Public o (to NB) - Required Required
Korea MOJ Public o - - Required Required
Mexico CNBV Self - ° o Required
Netherlands AFM Public & Self ° ° ° Required
New Zealand FMA Public . - -
Norway NFSA Public o - Required
Poland KNF Self - - . Required Required
Portugal CMVM Self - - o
. . CMA Public & Self ° ° ° Required No
Saudi Arabia MCI Public o - - Required Required
Singapore MAS Self - - o
Slovak Republic MOFSR Public o - -
Slovenia ATVP Self - - o Required
Spain CNMV Public & Self o - o Required Required
Sweden FI Public & Self . - .
Switzerland FINMA Self - - °
Turkey CMB Self - (to NB) . Required Required
United Kingdom FCA Self - - o No No
United States SEC Public ° - ° Required Required

Note: This table shows that out of 44 regulators (in 40 jurisdictions) 23 regulators (52%) are self-funded mainly by fees levied on the
regulated entities. 13 regulators (30%) are fully funded by the government budget, and 8 regulators (18%) are partly funded by both
the government budget and fees from regulated entities. Seven jurisdictions also use fines as a funding source. In the United States,
the SEC obtains fees from regulated entities, but the Congress determines the SEC’s funding. The amount of funding received is
offset by fees collected.
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Table 3. Ruling bodies of main regulators of corporate governance

Composition
Jurisdictions and Ruling body in charge Members Representatives from specific entity
key regulators of corporate governance incl. Chair ~Govern  Central _ Others  Others
(current) ment Bank public private
Argentina CNV Board of Directors 5 - - - -
Australia ASIC Commission 3-8 (5) - - - -
Austria FMA Executive Board 2 - - - -
Belgium FSMA Supervisory Board 10 - - - -
Brazil CVM The Board 5 - - - -
Canada (Ontario)  OSC Commission 9-15 (14) - - - -
Chile SVS Chairman -
Czech Republic CNB Bank Board 7 - - - -
Denmark DFSA Securities Council 14 - - - °
Estonia EFSA Management Board 3-54) - - - -
Finland FIN-FSA  Board 5 - - - -
France AMF Board 16 - ° - -
Germany Bafin Executive Board 5 - - - -
BfJ 7 - - - -
Greece HCMC Board of Directors 7 - ° - °
Hong Kong China  SFC Board of Directors 13
Hungary HFSA
Iceland FME Board of Directors 3 - ° - -
India SEBI The Board 9 ° ° - -
MCA
Indonesia OJK Board of Commissioners 9 ° ° - -
Ireland CBI Commission 10 - - - -
Israel ISA Commissioners 10 - ° - -
Italy CONSOB  Commission 5 - - - -
Japan FSA Comm%ss%oner - - - - -
SESC Commission 3 - - - -
Korea MOJ - - - -
Mexico CNBV Governing Board 13 ° ° ° -
Netherlands AFM Executive Board 3-5(4) - - - -
New Zealand FMA Commission 5-11 - - - -
Norway NFSA Board 5 - - - -
Poland KNF Commission 7 ° ° °
Portugal CMVM Executive Board 5 - - - -
. . CMA Board of Commissioners 5 - - - -
Saudi Arabia MCI Minister - . - - -
Singapore MAS Board of Directors 9 - - - -
Slovak Republic MOFSR Minister - - - - -
Slovenia ATVP Directors and council 6 - - - -
Spain CNMV Board 8 ° ° - -
Sweden FI Board 8
Switzerland FINMA Board of Directors 8 - - - -
Turkey CMB Board 7 - - - -
United Kingdom FCA Board 12 - - - -
United States SEC Commission 5 P - - -

Note: This table shows that out of 44 regulators (in 40 jurisdictions) 34 regulators have a collegial body for material decision making.
In the United States, no more than three SEC Commissioners may belong to the same political party.
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Table 4. Terms and appointment of the ruling body of main regulators of corporate governance

Jurisdictions and Ruling body in charge of Re- q Approval b
key regulators corp%rateygovernalglce Term appointment Appointment by: pCI())ngress '
Argentina CNV Board of Directors 7 Allowed National Executive Power
Australia ASIC Commission 3-5 Governor-General
Austria FMA Executive Board Fixed President
Belgium FSMA Supervisory Board 6 Allowed
Brazil CVM The Board 5 President Required
Canada (Ontario) OSC Commission Fixed Lieutenant Governor in Council
Chile SVS Chairman Not fixed President
Czech Republic CNB Bank Board 6 Only once President
Denmark DFSA Securities Council
Estonia EFSA Management Board Supervisory Board of EFSA
Finland FIN-FSA  Board
France AMF Board 5 No* President*
(Only once)
Germany Bafin Executive Board Pres?dent
BfJ President
Greece HCMC Board of Directors Minister of Economy and Finance  Required*
Hong Kong China  SFC Board of Directors Fixed Allowed HKSAR Chief Executive
Hungary HFSA
Iceland FME Board of Directors 4 Minister of Economic Affairs
India SEBI The Board Ministry of Finance
MCA
Indonesia OJK Board of Commissioners 5 Only once President Required
Ireland CBI Commission 7* President*, Minister of Finance
Israel ISA Commissioners Minister of Finance
Italy gONSO Commission 7 Allowed President
Japan FSA Commissioner Not fixed - Prime Minister
SESC Commission 3 Allowed Prime Minister Required
Korea MOJ
. . Ministry of Finance,
Mexico CNBV Governing Board Central Bank, etc.
Netherlands AFM Executive Board 4 Only once Royal Decree
New Zealand FMA Commission 5 Allowed Governor-General
King in Council*,
Norway NFSA Board 0% Minister of Finance
o Ministry of Finance,
Poland KNF Commission 5 Central Bank, etc.
Portugal CMVM Executive Board 5 Council of Minister’s Resolution
Saudi Arabia CMA Bo'ar.d of Commissioners 5 Only once Royal Order Not required
MCI Minister
Singapore MAS Board of Directors President
Slovak Republic MOFSR Minister
Slovenia ATVP Directors and council 6 Allowed National Assembly
. Government,
Spain CNMV Board 4 Only once Minister of Economy and Finance
Sweden FI Board 3 Government
Switzerland FINMA Board of Directors 4 Twice Federal Council
Turkey CMB Board 5 Allowed Council of Ministers
. . HM Treasury, Department for .
United Kingdom FCA Board 3 Allowed . . . Not required
Business, Innovation and Skills
United States SEC Commission 5 President Required

Note: * denotes that it is applicable only for the chair of the ruling body. This table shows that many jurisdictions set forth a fixed term
of appointment for members of the ruling body, which varies from three to seven years. Re-appointment is allowed in many
jurisdictions, with France, Netherlands, and Spain allowing only one re-appointment. In France, re-appointment of the chairman is

prohibited.
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Notes

! Whistleblowers could also be included in the category of private supervisors.

* For the US, Jennings et al. (2011) find that SEC enforcement actions, as well as securities class action litigation are
associated with significant deterrence, and that repeated and sustained enforcement in an industry, as
opposed to isolated investigations, provides more effective deterrence.

? The securities regulators in all three jurisdictions that participated in the in-depth review (Brazil, Turkey, U.S.) have
faced significant constraints in this respect (see Part II).

* The FSAP assessments are based upon IOSCO Principle 12, which states that the regulatory system “should ensure
an effective and credible use of inspection, investigation, surveillance and enforcement powers and
implementation of an effective compliance programme”. In its reviews of regulators from member
jurisdictions, IOSCO assesses, among other things, (i) the resources dedicated to an enforcement
programme; (ii) the level of fines imposed per annum; (iii) the cost of capital in the jurisdiction as a proxy
for investor confidence in the enforcement programme; (iv) the number of cases filed per annum; and (v)
number and type of investigations conducted per year.

5 1t can of course also be an incentive to lower the standards themselves.

® Another reason may be that if the names of the companies targeted by these informal measures are not published,
the authorities will worry less about reputational damage to “their” companies and markets.

7 As emphasised by Armour ef al (2009), “informal or reputational sanctions imposed by private parties, which might
take the form of lower share prices, a decline in social standing, or a personal sense of shame” are also
forms of private enforcement.

¥ As with public supervision and enforcement bodies, these private sector bodies often have wider responsibilities. An
exception may be specialised bodies such as Takeover Panels.

? On the other hand, some argue that large potential fee awards for lawyers are necessary as an incentive to pursue
private litigation.

' See e.g. Jackson and Roe (2009), who also argue that ownership dispersion can weaken private enforcement, in the
sense that it “creates collective action problems that dilute shareholders’ capacity to litigate effectively, to
vote efficiently, or to take other remedial actions to control insider misbehaviour”.

" This is the case for example in both Brazil and Turkey, who are reviewed in more detail in Part II.

' The study cites evidence suggesting that, in the United Kingdom, over the 1990-2006 period, there were only three
reported judgements in which a shareholder action was brought to court in relation to misfeasance by
directors of a listed company.

1> Whereas Brazil’s BM&FBovespa exchange has had a positive experience with the establishment of the higher
standard “Novo Mercado”, other countries (e.g. Turkey, UK, US) have lowered their requirements, notably
in respect to mimimum free float, in order to increase the attractiveness of IPOs in their markets (see Part

10).

'* See e.g. Millstein er al. (2005), notably the article “Corporate Governance and Enforcement” by Bergldf and
Claessens.

" See e.g. Angelides (2013).
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' In that context, some fear that the relaxation of relevant disclosure obligations, e.g. as part of the JOBS Act in the
U.S. may complicate the identification of potentially abusive related party transactions (see Part II).

' In Portugal, where the Companies Law allows three different governance models (including the German model),
disclosure of the negative impact of any influence by the parent company is required by all companies
regardless of their governance model.

" In Portugal, furthermore, every RPT must be authorised by the board of directors following a favourable
recommendation by the supervisory board or the audit committee, depending on the governance model
which has been adopted (see endnote 17).

" In the many jurisdictions where control rights are concentrated, hostile takeovers are rare but transfers of control
nevertheless do occur through private sales. The concern is that controlling shareholders will act in their
own self-interest to the detriment of other shareholders thus breaking the principle of equal treatment
within the same class of shares (OECD, 2007).

% Brazil is the latest example of a country setting up a Takeover Panel, the so-called Mergers and Acquisitions
Committee (see Part II).

*! Shareholder participation may of course also be low in cases where ownership is widely dispersed among retail
investors, and each individual shareholder thus has only a limited influence,

> The examples of Turkey, and to a large degree Brazil, illustrate such an environment of controlling owners (see
Part II).

* In some countries, inspectors of the securities supervisor or relevant ministry participate in the general shareholder
meetings, as a rule (Argentina) or on a case-by-case basis (Chile, Turkey) to ensure that the applicable

rules are respected.

In a recent example from Sweden, Nasdaq OMX issued several “criticisms” against a company during 2011 for not
having published a notice of an annual general meeting in a timely manner.

» The Czech Republic lowers the threshold to 3% for smaller companies. Portugal requires 2% for publicly listed
companies.

%% Some US states (e.g. California) do, however, provide for rights to request general shareholder meetings.

" In some countries (e.g. Estonia), no relevant cases have occurred in practice.

* In case of failure to call a meeting in accordance with the applicable rules, some jurisdictions provide that
individual shareholders (Netherlands) or the external/internal auditors (Switzerland/Portugal) can call a

general shareholder meeting.

* In some jurisdictions, the financial regulator also has a right to request the board to call an extraordinary
shareholder meeting of a credit institution or companies such as CCPs or stock exchanges.

3% In Sweden, the rights are enforced through county administrative boards.
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PART II: COUNTRY REVIEWS

BRAZIL'

2.1. Introduction

105. This chapter was developed upon the request of OECD Corporate Governance Committee with a
view to assessing the effectiveness of supervision and enforcement tools currently applicable in Brazil to
deal with corporate governance issues. It highlights the key characteristics, strengths and limitations of the
Brazilian framework for corporate governance-related enforcement, including a strong reliance on the
supervision of its Securities Commission, CVM; close co-operation between CVM and Brazil’s Stock
Exchange, BM&FBovespa, on enforcement of listing requirements; and greater use of market arbitration
mechanisms than court processes to settle corporate governance-related disputes, due to the slow pace of
the court system.

106. The following OECD Principles of Corporate Governance were used as a reference for this
review:

* LB: The legal and regulatory requirements that affect corporate governance practices in a
jurisdiction should be consistent with the rule of law, transparent and enforceable;

* L.C: The division of responsibilities among different authorities in a jurisdiction should be clearly
articulated and ensure that the public interest is served; and

* L.D: Supervisory, regulatory and enforcement authorities should have the authority, integrity and
resources to fulfil their duties in a professional and objective manner. Moreover, their rulings

should be timely, transparent and fully explained.

107. The Committee decided to review supervision and enforcement to a deeper extent by relating
these to three corporate governance issues as follows:

*  Disclosure and monitoring of related party transactions (Principles V.A.5 and VI.D.6);
*  The market for corporate control (Principles IL.E.1 and 2); and
»  Effective shareholder participation in the general shareholder meeting (Principle I1.C).

108. This report uses information gathered in the project’s first phase, which encompassed a detailed
questionnaire answered by Brazilian representatives in the Committee from CVM, as well as interviews

' This chapter was prepared by Maria Helena Santana, former Chair of Brazil’s Securities Commission, the CVM,
acting as a consultant to the OECD.
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with several Brazilian market players (i.e. the Association of Capital Market Investors (AMEC),
BM&FBovespa, CVM, the Brazilian Institute of Corporate Governance (IBGC), the Market Arbitration
Chamber, investors, lawyers, and a specialised court judge). All references used are listed at the end of this
report.

109. In addition to this Introduction (2.1.), the report contains five sections. The first section (2.2.)
contains a brief description of the legal and regulatory frameworks for the Brazilian capital markets as well
as the market’s key characteristics and recent progress. The second section (2.3.) covers public supervision
and enforcement procedures to identify the leading players in charge of said procedures and to describe
how they are organised, the main features of the system as a whole and its actual effectiveness. This
section also looks at the key features of the regulatory system as applicable to each of the three selected
corporate governance sub-topics. The third section (2.4.) presents the same analytical approach, but with a
focus on private supervision and enforcement. The fourth section (2.5.) reviews the interaction between
public regulatory and stock exchange enforcement. The fifth section (2.6.) draws conclusions on the issues
canvassed in the report. Relevant examples and cases for this report are presented and reviewed in specific
boxes.

2.2. Basic framework and market characteristics

110. Brazilian law is affiliated with the system of civil law. In addition to the civil code, there are
several special laws (corporation law, bankruptcy law, consumer protection law etc.), which regulate
economic activity. Moreover, Brazilian law is characterised by an extensive federal constitution, which
establishes rules, including rules for private economic activity. Thus a Brazilian judge works firstly within
the framework of written rules in the Constitution and laws when resolving a conflict between private
parties. Only at a second level does the judge decide on a case based on judicial precedents. Throughout
history, Brazilian laws for companies have been influenced by law as applied in countries in continental
Europe, such as Italy, France and Portugal. Nevertheless, there is considerable North American influence
in Acts No. 6404 and 6385, which currently regulate corporations and the securities market.

111. Brazilian Corporate Law is federal. Act No. 6404 of 1976 established the rules related to all
relevant corporate governance issues, such as shareholder rights, disclosure, accounting standards,
shareholders’ meetings and fiduciary duties of directors and controlling shareholders. The responsibility
for the enforcement of this law was given to the Securities and Exchange Commission - CVM, in Act No.
6385/76. CVM was also given the power to regulate certain aspects of corporate law, which is done
through Instructions.

112. In 2000, the Brazilian stock exchange BM&FBovespa established rules related to corporate
governance by means of the Novo Mercado and Levels 1 and 2 of Corporate Governance. These are
special listing tiers which companies can join by signing a contract of adhesion, committing themselves to
adopting the tiers’ corporate governance rules, more rigorous than those legally required. Adherence to the
tiers is voluntary, but after signing the contract, its rules become binding. Therefore, it is not a mechanism
based on comply or explain.

113. Lastly, it is worth mentioning that the Brazilian Institute of Corporate Governance (IBGC) has
developed and frequently updated a Code of Best Practice for Corporate Governance (a set of principles
and recommendations that have constituted important benchmarks for the evolution of corporate
governance in Brazil) since the late 1990s. However, it is not required that public companies apply such
guidelines, nor must they explain themselves if they choose not to adopt them.

114. The Brazilian stock market has evolved greatly over the past ten years, having received a number
of new companies: 132 IPOs between 2002 and 2012*'. In marked contrast to the previous decade, they
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were able to attract capital from foreign and domestic investors by listing only in the Brazilian market.
This has paved the way for a number of medium-sized companies that would not have had access to the
market otherwise.

115. The main cause for this change was the creation of the Novo Mercado and the improvement that
the aforementioned rules brought to the perception of investors. In other words, the improvement in
corporate governance was at the centre of the turnaround of the Brazilian market. It is not by chance that
the vast majority of new companies were listed on the Novo Mercado or Level 2 (88%). Market
capitalisation has multiplied 10-fold (from USD 121 billion in 2002 to USD 1 215 billion in 2012), not
only because of the improvement in the country’s economic scenario, but also because of the entry of new
companies which were better priced by investors. The average daily trading value in the stock market rose
from USD 167 million in 2002 to USD 3 220 million in 2012. The investment options in the Brazilian
market diversified, with the entry of companies from more dynamic sectors which had not yet been
represented in its listing. At the end of 2012, the companies of the Novo Mercado represented 31.3% of
market capitalisation and 42.5% of the trading value on the stock exchange.

116. In addition to the creation of the Novo Mercado, a set of revisions in corporate law and in Act
No. 6385 (Securities Market Act), completed in 2002, followed by significant improvements in the CVM
regulations, have contributed to the improvement and modernisation of the Brazilian regulatory framework
in the last decade.™

117. Nevertheless, Brazil still has a very small number of listed companies (364 in late 2012),
especially considering the size and dynamics of its economy. The reason for this seems to stem
fundamentally from cultural tradition, such as the unwillingness of entrepreneurs to share power with
partners and to reveal information to the public. This scenario is changing, but it is a rather slow process.
At present, there are initiatives to increase the number of companies that use the market by creating
measures to tackle the main obstacles identified.

118. Brazilian companies are mostly owned by families or economic groups, while dispersed
ownership of listed companies is a very recent phenomenon and include a limited number of cases. The
recent emergence of a number of widely held companies is fundamentally related to the creation of the
Novo Mercado. The most symbolic among its rules is the one-share-one-vote rule. Since controlling
shareholders in those companies are no longer able to maintain control by issuing non-voting shares to the
market, relatively dispersed ownership characterises a growing number of Novo Mercado companies. At
the end of February 2013, 56 out of 127 Novo Mercado companies reported more than 50% of the voting
shares as free float. That said, it is important to observe that most of those companies have shareholders
who own relevant blocks of shares and are, in some cases, even formally characterised as controlling
shareholders.

119. Foreign and domestic institutional investors, in this case mainly investment funds, are the main
holders of traded shares.

2.3. Public supervision and enforcement

120. Public supervision and enforcement of corporate governance-related rules and statutory
provisions fall under the remit of the CVM. Moreover, the Federal Prosecutor's Office has the power to
pursue cases involving corporate governance issues provided that they are deemed to represent an offense
to public interest (or diffuse interests of society in general). They have the power to file criminal and civil
charges. Act No. 6385 established the CVM and its mandates, which are focused on investor protection,
securities market integrity and promotion of capital formation of Brazilian enterprises. CVM is a federal
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agency linked to the Ministry of Finance under special status, endowed with administrative autonomy and
whose general operating policies are approved by the National Monetary Council®.

121. CVM was given the power, by means of Acts No. 6385/76 and 6404/76, to issue detailed rules on
several aspects covered by those acts.

122. CVM has broad investigative powers, which include the authority to conduct on-site inspections
as well as to request physical and electronic documents from, among others, public companies, auditors,
investment managers and securities analysts. The Commission also has enforcement powers, such as to
impose monetary penalties and to suspend or cancel authorisations given to market participants. In terms of
disclosure by public companies, besides issuing the rules that establish those obligations, CVM's powers
include ordering the disclosure of specific facts or asking for further clarifications of information already
disclosed.

123. CVM's powers do not, however, include the possibility of issuing stop orders or determining, as
precautionary measures, what public companies or their managers should do. There are articles in Act No.
6385 that give the Commission such power (especially arts. 9, § 1° and 20), but which only grant CVM the
right to act in order to ensure market integrity, by canceling trades or suspending offerings or trading when
justified, by determining the disclosure of information or the immediate suspension of operations in the
market by people who are not duly authorised by the Commission.

124. Act No. 6385, also established the institutional setting for CVM, largely inspired by the U.S.
SEC. In 2001 the legislation was reformed with the objective of strengthening the Commission and
furthering its independence. CVM is governed by a board of four commissioners and a chairman, all of
them appointed by Brazil's President, approved by the Senate, and chosen for their expertise in securities
market issues. They serve a five-year term, with only one board member being replaced per year, and
cannot be removed unless wrongdoing is proven. This arrangement aims at protecting CVM from political
interference and ensuring the stability of its governing body. The board members are subject to the "Code
of Conduct of the High Federal Administration", which establishes clear rules and principles, including a
prohibition on their acceptance of gifts worth more than USD 50. As for CVM's staff, it is mainly
comprised of civil servants admitted through a public sector entrance exam, which tests a candidate’s
technical expertise.

125. Throughout history, Commissioners and Chairs of CVM have mostly come from regulated
industries, while staff members, although some may have worked in the market place before joining the
Commission, rarely leave it to go back to private practice due to lifetime employment stability provided by
the legal regime applicable to civil service. Even though this hiring procedure is in principle able to ensure
the independence of CVM’s employees, it poses important challenges to the Commission, such as how to
qualify its personnel to deal with the extremely sophisticated issues they must regulate, supervise and
enforce. The challenge is even greater if one considers that, at the other side of the table, there sits the best
legal and financial advisors money can buy.

126. CVM is respected in Brazil and among international investors for its technical approach to capital
market matters and for its seriousness. It is generally perceived as an entity with a good level of
independence from the industry and from political interests. Nevertheless, frustration among investors is
sometimes expressed regarding CVM's handling of specific cases involving state-owned companies that
are listed publicly. In such cases, the perception seems to be that it is difficult for the Commission to be as
tough as it would have been if the subject were a privately owned company.

127. CVM is funded by fees charged to the market participants it supervises (brokers, public
companies, auditors, fund managers, investment funds, etc.), as well as by registration fees of public
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offerings of securities. Such fees are provided for by Act No. 7940 of 1989. Although CVM obviously
depends on funds raised by the regulated market, it stays clear from pressures that could affect its
independence, as it receives funds from about 52 000 entities under its jurisdiction (CVM, 2012).
Furthermore, registered participants cannot opt out of paying such fees established by law, and CVM
employees do not receive any compensation based on its revenues.

128. Although Act No. 6385 provides CVM with "financial and budgetary autonomy”, the collected
fees and fines are paid to a separate account under its name, but which is in fact controlled by the National
Treasury. CVM's budget must be approved by the Ministry of Finance, by the Ministry of Planning and by
Congress and may be subject to a process that can involve various levels of negotiation and persuasion.
CVM's access to the needed resources is bound to the fiscal policy in place for the entire Brazilian public
sector. Even if it makes a surplus in a specific year, its budget can suffer cuts if fiscal tightening is deemed
necessary.

129. Moreover, the budget process is, apart from being influenced by priorities outside CVM’s legal
mandate, slow and heavily regulated, which in itself can cause difficulties when seeking to use available
resources. One example is resource allocation between activities. It is not possible to alter the budget after
Congress establishes it, even if faced with material changes in market risks and market scenarios
throughout the year. Relocation of people between different sectors of the Commission is a bit more
discretionary, even though the process for hiring new staff is extremely time consuming and is subject to
approval by the Ministries of Finance, Planning and Congress itself.

130. CVM has full autonomy in terms of setting its own priorities directed towards enforcement, but is
not in control of overall resource levels and lacks discretion for certain items such as decisions on
international travel and to redirect funds if priorities change.

131. CVM is subject to inspection of its operations by external control agencies. Firstly, the
Commission's own internal auditing is regarded by law as an arm of the national external control which all
federal government agencies are subject to, the Comptroller General of the Union (CGU). The nomination
of its head and its annual audit plan is also subject to the same body’s approval. Each year, CGU audits the
CVM report, which contains all the performance indicators as well as information about its activities in
general. Inspection is also carried out by independent control of the federal legislature, the Federal Audit
Court (TCU). CVM’s annual management report is divulged to the public. The annual plan of internal
audit and inspections to which CVM is subject cover supervisory and enforcement activities, and include,
for example, the duration of enforcement cases.

132. As of 2008, the Commission officially adopted a policy of Risk Based Supervision (SBR), which
has been expanding its scope to include new segments to its activity. In 2013, such a policy already
includes supervision of public companies, investment funds, exchanges and OTC markets, brokerage firms
and other intermediaries that operate in these markets or in the distribution of securities, as well as
independent auditors. The SBR is based on a two-year plan, which begins by classifying agents and events
according to two guidelines: the potential risk they bring to the market and the impact they would cause if
the potential risks were to be materialised. Thereafter, activities and quantitative targets are established to
cope with the risks identified relative to the various participants.

133. This activity is reported biannually to the board of CVM and the National Monetary Council®,
the body that approved the adoption of this policy by CVM. These biannual activity reports are disclosed
on the Commission’s website, leaving out the names and individual qualifications of the regulated agents.
Although there has been a growing positive influence of the SBR on the results of CVM’s work in carrying
out its legal mandates, the policy is focused on preventive supervision. The enforcement activity, on the
other hand, is not organised according to formal planning. It occurs mainly in response to problems

44



DAF/CA/CG(2012)9/FINAL

identified during the preventive supervision or because of complaints by third parties. CVM enforcement
was strongly boosted when in 2008 an administrative restructuring initiative established a department
especially dedicated to conducting investigations and presenting charges. This new department does not
take part in preventive or on-site inspections.

134. There are two ways in which CVM can impose sanctions. In the case of objective breaches of the
rules, such as noncompliance with the deadline for submission of information, the directors of the divisions
hold clout to establish penalties based on the evidence and respecting the due process. For all other
breaches of law or regulations, the CVM board decides the cases, after analyzing the evidence and the
defense presented. Such trials are conducted in sessions open to the public and to the media, with justified
votes which are then published on CVM’s website.

135. The process of imposing appropriate sanctions in each case is based on the parameters
established by Act No. 6385%, in jurisprudence, as well as on the assessment of the CVM board of the
characteristics of the case which would justify mitigation or aggravation of penalties. Their assessment
takes into account the current state of the market, with an aim to ensure lessons learned and the prevention
of further irregularities. In several cases, the votes contain a clear explanation for why specific penalties
were established. The penalties imposed by the CVM board are not subject to any prior control mechanism
except for limitations established by law (see Endnote 35). However, their decisions in these cases are
subject to frequent appeals to the National Financial System Appeals Council (CRSFN), a joint
administrative body composed of representatives from both the public and private sector, as well as appeal
to the judiciary (see Table 5).

136. The following table presents data on the number of enforcement cases conducted by CVM,
between 2008 and 2012, where charges were presented and the cases have been closed, either through
settlements (or consent decrees) or after trial by the CVM’s board.

Table 5. Brazil - CVM enforcement. Cases per year (2008 to 2012)

Year Cases opened Cases closed Cases judged by Total closed
through CVM’s board (settled +
settlements judged)
2008 77 36 42 78
2009 80 24 60 84
2010 74 24 53 77
2011 82 22 34 56
2012 68 21 36 57
Total 381 127 225 352

Source: CVM response to the OECD peer review questionnaire.

137. On a different basis, the next table shows data on the number of persons that were judged by the
CVM’s board and found guilty of the charges, followed by the number of appeals to the CRSFN, the
number of decisions actually taken by that appeals council and, lastly, the number of CVM decisions on
penalties that were maintained by the Council. It is easy to see that the CRSFN, although serving the public
interest for providing defendants with the opportunity to appeal at the administrative level, is in fact
watering down the enforcement performed by CVM, due to the extremely slow pace of its decisions. It is
even difficult to analyse the figures on the number of CVM decisions that have not been confirmed, due to
the very low absolute number of CRSFN decisions. That also helps to explain the extremely high
proportion of appeals, since in practice this enables the appellant to defer the penalty for several years.
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Table 6. Brazil - Persons subject to enforcement per year (2008 to 2012)

Year of CVM’s Number of Number of Number of Number of
decision Defendants Appeals to the CRSFN CVM penalties
found guilty CRSFN decisions maintained
2008 269 248 9 5
2009 202 174 15 12
2010 550 501 1 1
2011 95 84 0 0
2012 292 205 0 0
Total 1408 1212 25 18

Source: CVM response to the OECD peer review questionnaire.

2.3.1. Basic regulatory framework for the disclosure and monitoring of related party transactions
(OECD, 2012b)

138. Among the three topics that are the focus of this report, cases of related party transactions (RPTs)
are the most common and most relevant to the Brazilian market, and by far the one that has required the
most intervention by CVM or the courts. Some key developments and cases in this regard are highlighted
in Box 6.

139. The legal framework for oversight of RPTs mainly addresses disclosure. Brazil implemented
International Financial Reporting Standards beginning in 2010. In addition to the ex post reporting of
RPTs required by IAS 24, CVM issued Instruction 480/09 in 2009 requiring all Brazilian public companies
to keep a “Reference Form” on file electronically and periodically update it, including Section 16
specifically related to RPT disclosure. The Reference Form must include a description of the company’s
policies and practices for engaging in RPTs, its policies with respect to conflicts of interest, the evidence
required to ensure the fairness of the terms of RPTs, and the main features of each relevant® related party
transaction concluded by the company during the last three years.. CVM Instruction 481/09 also requires
the disclosure of information, as prescribed in detail by the Rule, on any transaction subject to shareholder
approval in a general sharecholders meeting. Furthermore, the law provides standards for the immediate
disclosure of any transactions, including RPTs, that qualify as material events, which must include
identification of all related parties and their interests in the transaction and the counterparties.

140. Brazil’s corporation law does not establish special approval procedures for RPTs. An RPT only
needs to be approved in a general shareholder meeting if the operation to which it relates depends on
shareholders approval, such as those that change the company’s capital structure (mergers, spin offs, etc)
or change any shareholder rights. Most RPTs therefore are treated as part of the normal course of business
by the law and, unless there is a requirement for board or sharcholder approval in the company’s bylaws,
are decided by the management.

141. Act No. 6404 provides for general directors’ duties of loyalty and care. The law requires that any
transactions with officers and directors, controllers and affiliates must be conducted on terms equitable to
the company and minority shareholders. As previously mentioned, the law does not set out specific
procedures to be followed in negotiating and approving such RPTs. However, in 2008, the CVM issued
guidelines (Parecer de Orientagdo 35; hereinafter referred to as Guideline 35) to provide guidance on how
directors can fulfil their fiduciary duties in cases of mergers and acquisitions involving parent companies
and their subsidiaries, or companies under common control, as shown in a specific box later in this chapter.
Brazil’s legal regime provides some entry points for shareholder intervention. Most corporate
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reorganisations must ultimately be submitted for shareholder approval. The corporation law requires that
mergers between parent and subsidiary companies, or between companies under common control, be
approved by the shareholders of each company. In addition, the purchase by one company of any company
whose value is more than 10% of the purchaser’s equity, or any purchase at a substantial premium to its
value based on certain metrics®’, must also be approved by the purchaser’s shareholders. Brazil’s
corporation law generally prohibits a shareholder from voting on a resolution in which such shareholder
has a “particular” interest or on which the shareholder and the company have conflicting interests.
However, CVM cannot mandate a majority of the minority vote in the particular case of an acquisition of a
controlled company by its parent, since Brazilian company law is explicit in providing that the parent
company may in such circumstances participate in the vote of the shareholders of the subsidiary. In such
cases the managers and directors of the subsidiary remain subject to the duties of loyalty and care. Act No.
6404 prohibits loans to managers without previous authorisation by the board or the general meeting of
shareholders.

Box 6. Brazil - Related party transactions: Key developments and cases
Guideline 35

The most emblematic and significant transaction between related parties is usually the one that involves a
combination of companies under the control of a single shareholder, as it may lead to the potential dilution of the
subsidiary’s minority interest. In the Brazilian regulatory framework, mergers of controlled and parent companies and
other variations of this type of operation must be approved at a general meeting of shareholders. However, corporate
law allows the controlling shareholder to participate in the deliberation and vote at the meeting of the controlled
company to approve the proposed exchange ratio. Despite being a clear case of conflicting interests, it is widely
recognised by interpreters of the law and by CVM that this vote is excluded from the rules applicable to other cases of
conflict of interest with the company in corporate law, allowing for the controlling shareholder to participate in the vote.

Given this limitation imposed by the legal system, and driven by the need to address the high incidence of
operations that were detrimental to minority shareholders, CVM issued Guideline 35 in 2008, to provide guidance as to
how directors can fulfill their fiduciary duties in cases of mergers involving parent companies and their subsidiaries, or
companies under common control.

In essence, under Guideline 35 CVM will consider that the legal obligations of directors under the corporation law
have been met if: (1) the RPT was approved by a majority of non-controlling shareholders of the subsidiary (including
holders of non-voting and restricted-voting shares; majority of minority rule); or (2) negotiation of the RPT was
conducted on behalf of the subsidiary by a special independent committee and such committee recommended the
transaction to the board. Guideline 35’s provision for direct negotiation of the transaction by independent parties (as
opposed to ratification by some sort of outside expert or the audit committee, or a committee of independent directors)
is unigue among Latin American countries surveyed by the Task Force on Related Party Transactions of the Latin
American Roundtable on Corporate Governance. In CVM’s view, good faith approval by the subsidiary’s board of the
terms of an RPT that were directly negotiated by independents on behalf of the company satisfies the board’s fiduciary
duties.

After issuing Guideline 35, CVM began to analyze all mergers of subsidiaries as soon as they were disclosed in
notices of shareholder meetings, asking for clarification and disclosure of additional information, while also informing
companies about the staff's interpretation of the correct use of Guideline 35 in each case. Such enforcement of
Guideline 35 is evolving, and with time has become less formal (box ticking) and more substantive, thus generating
better results. The effective independence of the special committee members has been the aspect in which CVM has
tended to focus its intervention.

Not only has CVM learned from experience, but also companies and the banks that advise them have evolved in
their understanding and adoption of the recommendations of the given Guidelines. One can say that the Guideline 35
has, overall, improved the quality of the mergers of subsidiaries which can be measured by a lower number of conflicts
and complaints related to this issue after its edition. In several cases, the negotiations conducted by independent
committees caused a change in the exchange ratio initially proposed by the administration of the parent company
allowing for a more favorable result for the shareholders of the controlled company. In other cases, the controller opted
to abstain from voting, leaving the approval of the transaction to the minority, either after being questioned by CVM, or
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even before that, by their own initiative.

Investors surveyed for this report also stated that, in general, they noted a clear improvement in merger
transactions of subsidiaries. One respondent even mentioned a change in the behavior of banks that produce the
required appraisal reports. In his opinion, assessors seem to be more cautious and unwilling to produce "less
stringent" appraisals out of concern for distressing cases in the past and because of the negative impact they caused
to their reputation.

Case MMX-PortX (identified beforehand by CVM supervision)

The company MMX Mineracao and Metalicos S.A. ("MMX"), listed on the Novo Mercado, decided to merge its
subsidiary PortX S.A. Operacoes Portuarias (PortX), also listed in the same segment. A board meeting was held in the
3rd of February, 2012, in which "the installation of a special independent committee, as recommended by the
Guideline 35" was approved to negotiate the conditions of the transaction. Three months later the company reported
the exchange ratio (the number of shares of the parent company that would be granted to the minority shareholders of
the subsidiary) that it would propose at the PortX shareholders’ meeting. After analyzing the transaction, CVM staff
found that two members of the special "independent" committee of MMX were also members of the board of directors
of PortX, and questioned the company about the independence of the committee and of the negotiating process.
Furthermore, the company was required to provide evidence that such negotiations had actually occurred. One day
before the shareholders’ meeting that would decide on the merger, MMX announced it had chosen to abstain from
voting. In the shareholders’ meeting, the minority shareholders proposed a new, more favorable, exchange ratio, which
was then approved in a new meeting.

As for other types of related party transactions, the preventive supervision of CVM designated this kind of
transaction, in 2009, as one of the potential risks related to public companies. Thus it established criteria and targets
for the analysis of its SBR (risk-based supervision) biennial plans. In 2012, the Commission worked, for example, on
the information provided in the explanatory notes to the financial statements, as required by the IFRS, in force in Brazil
since 2010, and on the Form of Reference . It decided to focus on those companies that reported having signed
contracts for the use of brands, royalties, technology transfer and intellectual services with related parties, but also
examined other types of contracts. Its analyses resulted in requests for clarification or disclosure of additional
information and, in a few cases, in allegations of abuse (defendants were charged in 7 out of 17 investigated
transaction cases). In several cases, the Commission's staff recommended companies to adopt a policy for related
party transactions, defining formal processes of evaluation and approval. Even if the quality of information provided by
companies is still regarded as poor, it is important to point out that prior to 2010 (when IFRS was adopted and the
Reference Form was required), it would have been impossible to carry out a comprehensive supervision effort related
to RPTs in Brazil, given the lack of disclosed information.

The Tractebel Case

A key CVM board interpretation was issued in 2010 in response to an appeal against the decision of the
Commission’s staff, who had decided against the controlling shareholder voting in the case of an asset acquisition by a
controlled company. The controlled company was Tractebel Energia S.A. (Tractebel), listed on the Novo Mercado.

On 21 December, 2009, Tractebel announced the approval by its board of directors of the acquisition of all Suez
Energia Renovavel S.A. (SER) common shares held by GDF Suez Energy Latin America Participacdes Ltda. (GDF),
the latter being Tractebel's parent company. The announcement also said that the proposal would be subject to
ratification by the general meeting of shareholders, in compliance with Article 256 of Act No. 6404 . By answering CVM
staff’s interrogation about whether GDF intended to vote in the aforementioned meeting, the company confirmed that
the parent company would vote in the deliberation of the transaction of which it was also the seller of the asset. Given
this fact, the CVM staff stated that they understood that the controller was not allowed to vote because of § 1° of Article
115 of the corporate law, which prohibits the vote of the shareholder who has a conflict of interest with the company.
After analyzing the appeal, the CVM board confirmed the opinion against the vote of the controlling shareholder,
reversing the interpretation of the law that had been in effect at the CVM since 2002, in CVM case no.
TA/RJ2002/1153. CVM understood that the ban existed even considering that Tractebel had set up a special
independent committee to negotiate the terms of transaction with the parent company.

This interpretation has not been challenged so far, neither by a controlling shareholder ignoring it and voting, nor
by taking it to the courts. This decision has contributed to the improvement in the quality of the transactions with
related parties, as it gives a strong incentive to proposals being presented to the shareholders’ meetings on fairer
terms. However, as not all RPTs are necessarily subject to voting in the shareholders’ meeting, the impact of the
decision is rather limited in practical terms.
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The CCR Airports Case

The experience of the Companhia de Concessoes Rodoviarias S.A. (CCR), also listed on the Novo Mercado,
provides a good example of best practice, in which an acquisition of assets held by the controller was carried out on
absolutely fair and transparent terms. This case combines measures recommended by CVM in its Guideline 35
(though this was not necessary in this case) and respect for the decision in the Tractebel case.

The company, whose main business activity was highway concession, wished to operate other types of public
service concessions. The controllers, on the other hand, had shareholdings in the international airports of San Jose,
Costa Rica, in Curacao, in Quito, Ecuador and a greenfield project to build a new international airport in Sao Paulo,
Brazil. A special committee was formed for the valuation of the assets, coordinated by one independent board member
of the CCR and composed of three other independent members (two external and one board member linked to a
participant of the shareholders' agreement, but not in conflict in that case). The very composition of the committee was
decided by the independent board member, without the intervention of the company board, dominated by controllers.
The committee had the freedom to select its legal counsel, financial and technical experts, and received significant
support from the company’s legal department to do their job.

In the end, the committee presented its recommendation to the company board, with price ranges for each asset,
and disclosed to the market the documentation on which its decision was based. The board decided to submit the
independent committee’s recommendation to the shareholders' meeting. The controlling shareholders, accepting
CVM's view on the Tractebel case, abstained from voting for the proposal, which was approved by a representative
group of local and foreign minority shareholders, with 99.88% of the ones present at the meeting voting in favor. This
acquisition of assets of related parties occurred without any complaint being filed with CVM before or after its
completion.

2.3.2. Basic regulatory framework for takeover bids

142. Brazilian laws provide no rules on mandatory bids due to the acquisition of control of public
companies. Legal provisions only grant tag along rights in the case of sale of such companies’ control,
applying to ordinary shares only (i.e. shares that give their owners the right to vote). Takeover bids are
regulated as voluntary tender offers where key requirements call for a guarantee of settlement by a
financial institution, disclosing information prior to and during the offer, and prohibition of certain conduct
that could be regarded as market abuse.

143. CVM rules for takeover bids underwent major changes in 2010 due to the growing number of
dispersed ownership public companies. Furthermore, a takeover operation in 2009 yielded some lessons,
and changes in the rules were then regarded as utterly necessary. The main changes are described in the
Box 7, describing the GVT S.A. takeover case.
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Box 7. Brazil - The takeover of GVT

As previously mentioned, the vast majority of Brazilian public companies are controlled by a shareholder or a
defined group. Only after the emergence of the Novo Mercado, which requires that a company issues only voting
shares, some companies started to have the majority of their voting stock traded in the market. Such was the case with
GVT S.A., a Novo Mercado company in the telecommunications industry whose controlling block held around 30% of
its capital. The control of this company was acquired through a takeover bid that had been negotiated with this block of
shareholders from the beginning.

At the time of the acquisition in 2009, Brazilian legislation was not yet fully prepared to deal with this kind of
situation as the existing legislation and CVM'’s regulation were focused on the reality of companies with a controlling
shareholder. The unfolding of this case and some gaps that became evident triggered a review of CVM Instruction
361/02, altered on 25 November 2010. Moreover, this episode was characterised by the fact that both the buyer and a
foreign investor breached Brazilian law. Both parties signed consent decrees with CVM to end the disciplinary
procedures against them and to pay compensatory damages for a total value of around USD 80 million.

On 8 September 2009, GVT announced that its controlling shareholders had signed an agreement with Vivendi to
launch a tender offer in order to acquire a 100% stake in GVT, for BRL 42.00. On 7 October 2009, Telefonica S.A.’s
board of directors approved the launch of a voluntary competing offer to acquire 100% of GVT shares at a price of
BRL 48.00 per share, as was then launched and published on 8 October 2009. On 4 November 2009, Telefonica S.A.
increased the competing offer price to BRL 50.50 per share. On 13 November 2009, GVT disclosed that its controlling
shareholders had reported the acquisition, by Vivendi, of shares and stock options that totaled 57.5% of its share
capital, thus indicating the acquisition of controlling interest, at a price of BRL 56.00. This disclosure frustrated the
competing takeover bidder, whose auction was scheduled for 19 November 2009. From that moment on, Vivendi
continued buying GVT shares, before later on launching the offer to acquire all outstanding shares.

After analyzing the disclosed information and questioning those involved, CVM concluded that a relevant portion
(9.7% stake in GVT) of the total of 57.5% Vivendi announced to possess on 13 November 2009 was in the form of total
return swaps, entitled exclusively to financial settlement. Therefore, CVM concluded that the information Vivendi
disclosed to the market on that date, and that sealed the fate of the operation, was misleading, since Vivendi did not
have the right to acquire more than 50% of GVT's capital at that time. Moreover, CVM found that Vivendi deliberately
made a fraudulent statement, as obtained evidence showed that the company was well aware of the characteristics of
the attained contracts. Yet another market investor was found by CVM to have played a role in this fraud. Both parties
were accused of fraud and market abuse and eventually made settlements with the Commission to close the case as
described above.

It is noteworthy that, as reported by interviewees, there are currently some arbitral cases pending at the Market
Arbitration Chamber (CAM) for disputes related to this case. GVT was listed on the Novo Mercado (NM) and therefore
its controlling shareholders and new controllers are required to solve minority shareholders claims (including related to
NM rules) through arbitration.

In 2010, CVM set forth a revision of Instruction 361/02 to make some changes on takeover bidding rules, as a
result of this case and in view of the Brazilian stock market evolution to date. Among the main changes are: measures
to prevent a takeover bid from being coercive to the company’s shareholders; restrictive measures to offeror on trading
and buying derivatives based on the target company’s stock during the offer; information to be disclosed to the market
by the target company, as soon as an offer for its shares is disclosed, on trading, shareholdings, derivatives and any
other contracts based on the company’s shares in the previous three months; information to be disclosed on a daily
basis, throughout the offer process, by offeror and by the target company and its management and controlling
shareholders, if any, about positions and trades with the company’s shares and any other contracts that may have
them as underlying assets; and better regulation of offer procedures in the event of a competing offer.

144, Without specific legal provisions concerning mandatory bids for gaining control (or any relevant
participation that implied control), many companies, particularly those listing on the Novo Mercado, set
forth their own statutory provisions containing this requirement. Most of these companies determined such
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levels as 20-30% of their capital stock to trigger purchasers‘ obligation to bidding for the remaining shares.
CVM enforces these rules because they are statutory rules.

145. As regards Novo Mercado and Level 2 contracts, the only rules related to takeovers are as
follows: (i) the board of directors should issue an opinion on any offer made to gain control of a company;
and (i) a statutory provision will be rendered as null and void if it prevents shareholders’ right to vote for
removing a statutory rule (as has been seen in Brazil, where mandatory bidding provisions in some cases
could not be dropped and eventually had practical effects similar to those of poison pills). In 2010
BM&FBovespa proposed to Novo Mercado listed companies to include in the contracts a rule to require a
mandatory bid after a 30% share acquisition. This proposal was nevertheless rejected because most
companies took up a contrary position to this matter.*®

2.3.3. Basic regulatory framework for shareholder participation in general shareholder meetings

146. The Brazilian Corporation Law provides, since 1976, for majority voting by shareholders in
director elections and majority voting on executive remuneration — say on pay - among other voting rights,
but essential conditions for the participation of shareholders were missing. The CVM Instruction 481/09
looked to address some major obstacles preventing shareholders from effectively exercising their voting
rights in general meetings: the lack of information on matters included in the agendas, the costs to attend
general meetings and the costs to mobilize other shareholders.

147. First, the rule seeks to ensure adequate information to shareholders prior to general meetings, by
defining the minimum information to be disclosed, at the moment of the meeting notice, for the most
common subjects (directors nomination, approval of financial statements, capital increases, executive
remuneration, etc).

148. Second, it regulates public requests for proxy contests, aiming to stimulate shareholders
participation. For that, the rule says that shareholders holding at least 0.5% of the company’s capital stock
can have access to the list of shareholders’ addresses and can include proposals in the company’s or
controlling shareholders’ proxy statement. And it also provides for the reimbursement of certain expenses
incurred by shareholders promoting a proxy contest:all expenses, if the proposal is approved and partial, if
the proposal is defeated at the general meeting. But if the company provides a service on a website to host
proxy requests, it has no obligation to reimburse expenses.

149. Although this was a great advance in the regulation of general meetings, the new rule seems to
need some improvement as shown by a few shareholders’ practical experiences after it was implemented.
Some companies have, apparently, exploited small loopholes in highly contentious situations, to the
detriment of shareholders being able to actually exercise their rights. Moreover, CVM must also provide
detailed rules for a new provision included in Act No. 6404 in late 2011, whereby shareholders are
empowered to remotely vote and take part in public company meetings.

150. In view of that, CVM has held discussions with investors and their representative bodies as well
as lawyers and foreign proxy consulting companies. CVM is about to issue new regulations on this new
legal provision, and intends to take the opportunity to enhance its own rules in order to resolve all
remaining practical issues.

151. General shareholder meetings and takeover bids are issues that only recently have become of real
interest to companies' shareholders, after the listing of a growing number of companies in the Novo
Mercado (as mentioned in section 2.2.). Previously, there were practically only non-voting shares
outstanding, which made general meetings of shareholders a non-event, a formal act where decisions were
already made by the controlling blockholders when the proposals were presented through the meeting
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notice. And, of course, since only non-voting shares were outstanding, the control of listed companies was
not in the market and as a result, a market where one could bid for corporate control never developed.

152. That said, although most minority shareholders had non-voting shares, some of the rights granted
to minority shareholders by the Brazilian corporate law provided relevance to the general meetings,
including the right to request the adoption of cumulative voting for board election, for those bearing at
least 10% of the voting capital. Furthermore, minority shareholders that represent at least 15% of the
voting shares are allowed to elect one board member on a separate vote. The same right is granted to
holders of non-voting shares, provided they represent at least 10% of the company's total capital. Minority
shareholders also have the right to elect at least one representative to the Fiscal Council®’, on a separate
vote. CVM has had a number of cases related to enforcement of minority shareholder rights to elect board
members, including a recent case involving a Petrobras board election discussed in greater detail in Box 8.

Box 8. Brazil - Shareholder participation: The Petrobras 2012 shareholders’ meeting

In this case, only one private shareholder with quite a small position filed a claim in court to request that the
calling of the meeting be halted on the grounds of improper procedures of minority representative election. The
specialised court rejected the claim, apparently because they understood that such a strong measure could not be
claimed by a minimally representative shareholder. No other Petrobras shareholder took any further action or filed any
claim at CVM.

In 2012, Petrobras, the Brazilian state-controlled company with a huge base of minority shareholders among
local and foreign investors, held a meeting to elect its board of directors. Making use of their rights under corporate
law , minority shareholders joined forces to elect representatives for the board of directors and for the company’s fiscal
board, in separate voties. They claimed their goal was thwarted by the votes of institutions linked to the State,
controlling shareholder of Petrobras, acting as minority shareholders but supporting other candidates. Among them, for
example was the pension fund sponsored by the company and BNDES, a state-owned development bank.

As of May, 2013, CVM was still investigating this case and therefore had not yet taken a stance. Still, it is worth
reporting what the Commission’s consolidated jurisprudence, established in similar cases, has concluded in the past.
In short, CVM has decided that the impediment to controller voting to fill board positions destined for election by
minority shareholders extends to pension funds sponsored by the company since, after analyzing its governance, it
was concluded that they do not have political independence in relation to the sponsor. This seems to be exactly the
case of the shareholders that voted as if they were minority shareholders in the Petrobras meeting.

On February 28, prior to the company board calling of the 2013 Petrobras’ GSM, CVM's staff issued a Staff Letter
to all the public companies reflecting CVM’'s understanding in previous cases as described above. This helped to
elevate the profile of the issue for boards and management of state-owned listed companies in Brazil. Negotiations
between minority shareholders, Petrobras’ management and its board resulted in the inclusion of a minority
representative in the board’s list of candidates, finally elected on April 29. Also, the same process resulted in the
appointment of a minority shareholder representative to the Fiscal Board of Petrobras. The case provides a good
illustration of how CVM has apparent impact on the market through issuance of opinions, even when not ruling directly
on a specific case.

153. It is noteworthy that since there is no public market for control, control sales have basically been
private transactions as ruled and regulated by Companies Law article 254 and CVM Instruction No. 361/02.
These transactions have raised strong concern and conflict throughout Brazilian stock market history
because they usually result in high premiums to controlling shareholders given that in general no tag-
along-rights are granted. Specifically, the Brazilian law prescribes that only ordinary shareholders (i.e. with
voting rights) are entitled to a tender offer at 80% of the price paid for the controlling shareholder’s sold
shares. Preferred stock holders (i.e. with no right to vote), in turn, are not thus protected and are not
required to receive any offer for their shares. This explains why one of the most important Novo Mercado
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(and also Level 2) rules to investors is the right to tag along for ordinary (and preferred) stock at the same
price as paid to the controlling shareholder®.

154. Thus, despite not being the most relevant topics among the three covered in this review, takeover
bids and shareholder meetings have been the subject of attention and measures involving CVM regulations
and changes in corporate law by the national Congress, besides the Commission’s supervision and
enforcement activities.

155. Among the administrative sanction procedures carried out by CVM in the last five years, 34
focused on the governance issues that are the subject of this peer review. Procedures may still take too long
to be performed (over four years on average). However, this figure reflects the fact that more old pending
cases have been closed as compared to newly filed ones, which have been closed within 2 years on average.
More specifically on RPT cases, the Commission reports having conducted 20 cases between 2000 and
2011.

156. Between 2009 and 2012, with the implementation of risk-based supervision, CVM analysed in
depth 318 board proposals’ (the Brazilian equivalent to proxy statements) to general shareholders meetings
and 56 RPTs. This work particularly benefited from the 2010 implementation of the new disclosure regime.

2.4. Private enforcement

157. In Brazil, shareholders can resort to certain instruments whenever they consider themselves
harmed by acts or decisions made by managers or controlling shareholders.

158. What comes closest to a class action in the Brazilian legal framework is a public civil lawsuit
(collective lawsuit) of liability for damages (Act no. 7347 of 1985), which can be filed by the Prosecutor's
Office and other state bodies, such as the CVM or even by associations for the defense of collective
interests.

159. The Federal Prosecutor's Office (MPF) can also file suits, whether at the request of CVM or not,
for damages to the securities market, according to Act No. 7913 of 1989, aimed mainly at cases of market
abuse. In this case, only the MPF, CVM and investor associations, but not sharcholders directly, can file
public civil lawsuits. In these lawsuits, plaintiffs are not required to deposit the total cost of the legal
expenses in advance. Furthermore, if the lawsuit does not succeed, the plaintiffs cannot be ordered to pay
attorney fees or legal expenses, unless it can be proven they acted in bad faith.

160. Also in existence, is the liability lawsuit that the company can file with the judiciary against its
directors or managers for any losses they caused, as long as it is approved in the shareholders’ meeting. If
the company does not take action within three months after the approval, any shareholder may take on the
case in his/her own name but in legal defense of the rights of the company. The requirement of approval by
a majority of shareholders is usually an obstacle, since most companies have a controlling shareholder.
However, if the shareholders' meeting does not approve the filing of the lawsuit, any shareholder who
holds at least 5% of capital may do so. In this case and in that of the filing by any shareholder as mentioned
above, there exists the right to reimbursement of incurred expenses (Article 159 of Act No. 6404) (such
lawsuits are Brazilian versions of American derivative suits). The legal provisions just described do not
preclude shareholders from taking direct legal action against managers, the controlling shareholder or the
company itself for damage caused directly to them.

161. Furthermore, under article 246 of the same law, it is possible to file a lawsuit against the
controlling shareholder for damage to the company, which can be done by shareholders representing at
least 5% of the capital. If found guilty, the controlling shareholder must repair the damage and bear the
costs of the lawsuit, pay attorney fees of 20% and a compensation of 5% to the plaintiff.
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162. Aiming to prevent harm to shareholders, injunctions can be obtained in all aforementioned
lawsuits.
163. In the investigation procedure of investors’ demands with the courts it is possible to use all the

information from enforcement cases already judged by CVM, as the records and decisions, as well as their
own trial sessions, are public. Moreover, art. 31 of Act No. 6385 provides for the invitation of CVM as
amicus curiae to speak, if it deems convenient, in court cases in which the subject relates with its legal
mandate.

164. Alternatively, it is possible to discuss matters through arbitration, which in the case of companies
listed on the Novo Mercado and Level 2 is a sharcholder right provided by the bylaws. The regulations of
those listing tiers foresee the obligation to discuss disputes through the Market Arbitration Chamber
(CAM), which specialises in matters of corporate law and corporate governance, and whose administration,
concerned with costs, seeks to establish the fees of the arbitrators at below market levels. Generally
speaking, arbitration has been widely used in discussions about corporate law in Brazil in the recent years,
even among non-listed companies, and nowadays it is recognised and has been successfully tested in courts.
This growing importance stems directly from the flaws of the judicial system, which will be discussed
below.

165. Finally, it is worth mentioning the existence since 2001 of seven courts specialised in corporate
law in the state of Rio de Janeiro. As reported by an interviewee, there has been a significant decrease in
the number of corporate law cases brought to these courts since 2004, which is attributed to an increase in
the use of arbitration by companies in business contracts and in bylaws. Reportedly, the specialised courts
have been mostly sought for precautionary measures (to obtain injunctions) that, in many cases, are for
preparation of arbitrations. In the state of Sao Paulo, two chambers that specialise in business law were
established at the Court of Justice (Tribunal de Justica), an appeals court, in 2012. As they are very recent,
there are no reports regarding their effective use.

166. Although all mechanisms described above are available, shareholders of public companies rarely
appeal to the courts. There are a few good reasons for this. Firstly, there are the shortcomings of the
judicial system, starting with the incredibly slow pace in conducting the proceedings, which in many cases
may even take a decade. This makes the costs of a legal lawsuit unpredictable and usually very high. Even
among the very few cases brought to court, the overwhelming majority close with an agreement. As a
result, given the small number of decisions regarding the lawsuits, there exists little jurisprudence on such
corporate matters, which leads to insecurity about the success of potential disputes. Moreover, the judiciary
does not have, as a general rule, good knowledge of corporate law issues, a problem which is exacerbated
by the virtual absence of this kind of cases in most courts.

167. A second reason that was cited to explain the limited use of the judiciary is the "competition" of
CVM itself, which in addition to conducting supervision and enforcement, still has the legal duty to
respond to queries. Accordingly, through its decisions on specific cases or opinions and due to its high
specialisation in the field, it has established case law on corporate matters in Brazil. Claims by
shareholders to CVM have replaced, to some extent, appeals to the courts, and can be considered the most
widely used mechanism for private enforcement. CVM cannot, however, determine reimbursement or
compensation for those affected, as it only has the power to impose penalties in administrative
proceedings*'.

168. By filing a complaint with CVM, shareholders can count on a free mechanism, which is more

efficient and faster than the court system, and that necessarily results in an analysis by the Commission’s
staff. CVM must investigate every complaint put forward.
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169. Therefore, the widespread perception is that there is some distortion in roles that are effectively
performed by CVM and the judiciary in the enforcement of corporate issues, with CVM being
overwhelmed by demands and, above all, by expectations that it can fill the gap left by the lack of private
enforcement through the courts.

170. A positive development is that the Market Arbitration Chamber, which until recently had not
been used by investors to resolve disputes, seems to have begun to attract some disputes, including cases
directly instigated by minority shareholders. Apparently, some recent changes in its rules and a greater
communication effort explain CAM’s increased importance. Although CAM was established in 2001, it
was not until 2010 that it received its first 4 cases. In 2011 it already had 7 cases filed and another 16 in
2012, revealing strong growth. Despite the undoubted expertise of its body of arbitrators, only 27% of the
filed cases focus on issues of corporate law. Of the other cases, 37% deal with other issues of the capital
market and another 37% with business law (BM&FBovespa, Secretary to the Market Arbitration Chamber
-CAM).

171. It has been widely believed that the lack of disputes involving Novo Mercado and Level 2
companies does not indicate an inadequacy of arbitration or of CAM, but rather its power to discourage
breaches of listing regulations and Brazilian law. As arbitration is faster and more effective, it would have
the power to work much better as a deterrent than would the judiciary. In fact, only three among all the
procedures that have been initiated in CAM involved companies from those listing segments.

172. Although arbitration is much faster and more specialised than the courts, one must admit that its
disadvantage is that decisions are not made public due to the confidential nature of arbitration proceedings.
Therefore, it does not encourage case law that could guide behavior and even support other legal decisions.
From another perspective, while seen as expensive, it is not necessarily a more expensive mechanism than
the judiciary, given the long duration of the court proceedings and unpredictability of judicial decisions.

173. The biggest obstacle in the use of arbitration, however, is the fact that most listed companies are
not obliged to deal with this mechanism. Only companies that have joined the Novo Mercado or Level 2
are obliged to use arbitration, as is stated in their bylaws. Arbitration could be much more important as an
enforcement mechanism in Brazil if more traditional companies allowed their shareholders to use this form
of dispute resolution.

174. Finally, CVM has a tool which can have the effect of a precautionary measure. Article 124 of Act
No. 6404 was revised in 2001 in order to give CVM the power to take a position regarding companies’
general meetings. Thus shareholders may ask CVM to suspend the calling of shareholder meetings for up
to 15 days in order to assess the legality of the proposals on the agenda, or to extend the meeting notice
period for up to 30 days if the complexity of the issue justifies such measure. In practice, CVM has used
this power with extreme caution and has rarely decided to interrupt the calling period of a shareholders’
meeting (in 8 out of 49 requests between 2002 and 2012). CVM has expressed its opinion on the legality,
or lack thereof, of proposals to be submitted to the shareholders’ meeting, but only in cases where the
discussion involved purely legal issues or very simple claims, never acting when the claims involved
lengthy review of evidence, given the limitation of the deadline of 15 days as prescribed by law. Even so, it
can be said that this legal provision has created a tool of pre-evaluation of the legality of proposals which
has contributed to greater clarity and security in the market, by requiring CVM to disclose its
understanding in advance to a shareholders deliberation, whenever possible. CVM’s opinions, although not
binding, are generally highly respected and taken into consideration, given the high probability of
prevalence when challenged in the courts.

175. As for possible ways to facilitate the use of the judiciary by minority shareholders, creating
incentives in Brazil for further demands to be presented, the majority view suggests that there are already
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reasonable mechanisms and even incentives, such as the case of a reward for the shareholder who filed a
lawsuit against the controller. And that hardly any extra incentive would be sufficient to counter the flaws
of the system previously mentioned, in a scenario where even public civil lawsuits on issues of consumer
rights very rarely lead to someone receiving compensation.

176. Nevertheless, several possibilities have been suggested, including:

* the creation of an association of minority shareholders, provided that its own good governance is
ensured, for the sole purpose of promoting public civil damages lawsuits;

» efforts with the Federal Prosecutor’s Office to convince that body to take a more active stance on
the issues of corporate law; and

e CVM’s more active direct involvement in promoting those lawsuits on issues related to
governance and shareholders’ rights.

177. One idea mentioned would be for CVM to contribute to the funding of the new association by
allocating some of the funds it receives through settlements of enforcement cases, considering the public
interest that would be served by that entity. Dissemination of behavior in compliance with the rules by
managers and controlling shareholders of companies could be encouraged if there was effective
accountability by means of compensation for damage, and not merely punishment on an administrative
level, by CVM.

178. However, CVM has questioned the justification for such an association as well as its funding by
CVM. They ask whether there would be enough cases to justify the establishment of an association solely
for this purpose, and note some overlap in the role that would be played by this new institution and those of
the existing shareholder association AMEC as well as the governance institute IBGC. In addition, they
suggested that funding such an institution could present difficulties both in terms of funding availability as
well as justifying the funding for a particular association over others that also work to promote effective
functioning of Brazilian capital markets.

179. In Brazil, investors show a very low level of activism in seeking their rights or compensation for
losses, even if the complaints that reach CVM are considered. Given the importance of asset managers and
pension funds as shareholders of listed companies in Brazil, one would expect them to be much more
present in shareholders’ meetings and active in advocacy. Some interviewees have pointed out that this
stance would, to a large extent, be caused by the existence of conflicts of interests, since the biggest local
asset managers are those related to financial conglomerates, which have other business interests when
dealing with companies. Another reason would be the very slow process, especially in the judiciary, but
also in the sanctioning process conducted by CVM. For mutual funds managers, this delay in decision-
making would be especially harmful as their shareholder basis can change greatly during the time during
which a lawsuit lasts, generating hidden assets and potential transfer of wealth among funds’ shareholders.

180. Moreover, some among the most active investors say they feel abandoned, not only because of
the slow pace of the legal processes in the judiciary, but also at CVM and importantly, at the National
Financial System Appeals Council (CRSFN), where appeals against decisions of CVM are tried, and
suggested that this seems to indicate that their demands do not receive due attention from these entities.
They consider themselves to be at a further disadvantage to effectively defend their rights because
companies and controllers have more resources to spend on lawyers and legal opinions, hiring the best law
firms, which often impedes them from accepting mandates from investors in specific cases.
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181. Aiming at a greater participation and involvement of asset managers in the companies they invest
in, another suggestion was that CVM could provide a strong incentive in this direction by reviewing its
interpretation regarding fiduciary duties of these professionals. While CVM regulation mandates that
private equity funds have an effective influence on the governance of the companies in which they invest,
for other types of funds, the requirements are more limited to a mandate to disclose voting policies. The
suggestion was that CVM could give the concept of fiduciary duty more breadth, by considering that active
participation in shareholders’ meetings and defense of the rights of shareholders of the managed funds are
an essential part of those duties. However, some fund managers oppose such requirements on the basis of
the cost involved, particularly for short- or medium-term financial projects.

182. As regards the efforts to educate judges and prosecutors in securities markets matters, for a few
years CVM has been promoting initiatives in cooperation with associations and schools of justice and the
Federal Prosecutor’s Office itself to deal with professional training, in which it has had the support of
market players’ associations and the Exchange. These initiatives include a few training courses and, in the
case of the Federal Prosecutor’s Office (MPF), the formation of a permanent group to discuss themes
related to the capital markets, and whose aim is to contribute to professional training and to coordinate the
actions of the two bodies — CVM and MPF - in cases of enforcement. Such initiatives have yielded some
results, but are still rather limited to change the overall picture in terms of judges’ and prosecutors’ lack of
familiarity with corporate and capital market affairs.

183. Regarding the three themes discussed in this report, in the context of private enforcement, the
greatest number of conflicts and demands stem from related party transactions. In the case of a very active
asset manager, as reported in an interview, basically all his claims to CVM and lawsuits were related to
abusive transactions with related parties, particularly the acquisition of controlled companies.

184. CVM reports that, in 2012, 11 claims about shareholders® meetings and 11 claims about company
restructuring were filed. Among these, six claims featured related parties. And that among the 22 claims
filed about abuse of controlling shareholder in the same year, 11 mentioned conflicts of interests in RPTs.

185. To deal with company control sales/acquisitions and controlled companies mergers, the private
sector is taking the most recent steps towards setting up the Mergers and Acquisitions Committee (CAF).
This committee will review not only the transactions submitted but also claims and offense reports about
the companies who formally commit to comply with its Code. This is one more self-regulatory initiative in
Brazil, as it is performed and sponsored by AMEC (the Association of Capital Markets Investors),
ANBIMA (Brazilian Association of Investment Banks and Other Intermediaries), BM&FBovespa and
IBGC. CAF’s main goal is to play a similar role to UK’s Takeover Panel and, as such, take prompt,
unbiased, expert action to defend its Code’s principles and rules, which all depart from the principle of
equitable treatment of shareholders. In a coordinated action between public and private sectors, CVM
supported this initiative by providing “regulatory encouragement” to apply the new rules, by assigning
legal status to all transactions submitted to CAF Code, thus in principle waiving these transactions from
further reviews.

2.5. Interaction between CVM and stock exchange enforcement

186. When discussing the available mechanisms for private enforcement in the previous section, we
already addressed the dynamics in Brazil between appeal to the judiciary and the claims to CVM, its
possible distortions, and the "solutions" that market participants have encountered, exploiting weaknesses

of one and virtues of the other.

187. In this section, it is worth mentioning that there is a dimension of coordination between the
public enforcement, conducted by CVM, and the private sphere of supervision and enforcement, which is
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one of the striking characteristics of the Brazilian market: the cooperation between the regulator and the
stock exchange, BM&FBovespa, as a self-regulatory organisation.

188. BM&FBovespa must monitor and ensure the integrity of its markets and, accordingly, has
powers and duties as a self-regulator for intermediaries operating in its trading systems. This condition is
established by Act No. 6385. In addition to this legal requirement, the Brazilian exchange oversees listed
companies in two dimensions. It checks and works to ensure that all required information is delivered by
listed companies and that it is available for investors. And it also created the Novo Mercado and Levels 1
and 2, regulated by contracts in which registered companies commit to complying with its terms. In this
case, the stock exchange ensures compliance with the rules and respect for rights established in contracts.

189. Thus, regarding listed companies, the self-regulatory activity is basically voluntary and can be
seen as a mechanism of private enforcement. The stock exchange has structured itself in recent years to
have a better performance in this role, having begun by elevating the position of the Issuer Regulation
Department in its structure, which now reports directly to the board of directors of the company.
Reportedly other measures have been and are being taken to ensure greater effectiveness when conducting
enforcement.

190. One of them was the establishment of an agreement with CVM, in which the exchange formally
agreed to act as the regulator’s first line of defense, supervising the disclosure of information by listed
companies. Such supervision covers, among others, the general meetings notices and information and
documents required by CVM’s regulation on the agenda items. If the exchange requests additional
information and the company does not respond to the request, CVM is committed by covenant to also issue
an order, reinforcing the exchange’s. This same arrangement regarding companies’ disclosures had already
been practiced by CVM and the stock exchange for many years. The decision to make a formal agreement
was aimed at reinforcing the role of the exchange and ensuring a stable commitment to continuity. The
scope of joint action has been extended, since it now includes the support by CVM to the requirements
made by the exchange in the evaluation of documents for the initial registration of companies.

191. Therefore, according to those involved, the work of the exchange and of CVM complement each
other and there is close coordination, which has occurred even in cases not foreseen in the agreement, as a
result of the existing trust and partnership.

2.6. Conclusions

192. This section seeks to draw conclusions regarding the supervision and enforcement related to
corporate governance issues in Brazil in line with OECD’s relevant Principles*, and to bring forward some
suggestions for improvement.

193. Regarding the first principle, it can be affirmed that the legal and regulatory framework is
consistent with the rule of law and is generally well known and understood by market participants. Due to
its characteristics, it is enforceable by public and private agents, at least in theory.

194. In practice, private enforcement is very weak, creating an imbalance that concentrates the burden
of ensuring compliance with the legal and regulatory requirements only on the agents in charge of public
enforcement: CVM and the Federal Prosecutors Office (MPF). The main reason for that is perceived to be
the shortcomings of the judicial system, starting with the incredibly slow pace in conducting the
proceedings, which can make the costs of a legal lawsuit unpredictable and usually very high. Even among
the few cases brought to court, the overwhelming majority close with agreements, resulting in very few
decisions and little jurisprudence on corporate matters. Moreover, the judiciary does not have, as a general
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rule, good knowledge of corporate law issues, a problem that is exacerbated by the virtual absence of these
kinds of cases in most courts.

195. Claims by shareholders to CVM have replaced, to some extent, appeals to the courts and can be
considered the most widely used mechanism for private enforcement. CVM cannot, however, determine
reimbursement or compensation for those affected, as it only has the power to impose penalties in
administrative proceedings. Therefore, the widespread perception is that there is some distortion in roles
that are effectively performed by CVM and the judiciary in the enforcement of corporate issues, with CVM
being overwhelmed by demands and, above all, by expectations that it can fill the gap left by the lack of
private enforcement through the courts.

196. As for possible ways to facilitate the use of the judiciary by minority shareholders, creating
incentives in Brazil for further demands to be brought to the courts, most consider that there are already
reasonable mechanisms and even incentives, and that hardly any extra incentive would be sufficient to
counter the flaws of the system. Arbitration has been growing in importance for corporate disputes but
could be much more used as an enforcement mechanism if more of the traditional companies — those that
are not listed on the Novo Mercado or Level 2 — committed to use this form of dispute resolution.

197. In Brazil, investors show a very low level of activism in seeking their rights or compensation for
losses, even if the complaints that reach CVM are considered. Suggestions to counter that situation include
the creation of an association of minority shareholders for the sole purpose of promoting public civil
damages lawsuits (although CVM, as noted earlier, has raised questions about this proposal). And also,
aiming at a greater involvement of institutional investors in the companies they invest in, it was suggested
that CVM could provide a strong incentive in this direction by reviewing its interpretation regarding
fiduciary duties of these professionals. While CVM currently requires private equity funds to participate in
the effective governance of the companies in which they invest, and also requires other funds to disclose
their voting policies, the suggestion was that CVM could give the concept more breadth, by considering
that active participation in shareholders’ meetings and defense of the rights of shareholders of managed
funds are an essential part of those duties.

198. Regarding Principle 1.C, the duties of each agent in the public enforcement system, specifically
CVM and the Federal Prosecutor’s Office, are clear and there are no major relationship problems or a lack
of coordination. However, what both organs are lacking is probably a more active stance in promoting
cases dealing with corporate governance matters by the judiciary, using the available tools in the
legislation to seek accountability of wrongdoers and compensation for companies or shareholders for the
damage sustained.

199. Regarding the third principle, it can be stated that CVM has sufficient authority and power to
carry out its mission in this field and that its performance is generally seen as technical and transparent.
Nevertheless, it suffers criticism for excessive length of its disciplinary proceedings and for a certain lack
of focus on the truly relevant enforcement cases. And although CVM is probably the most independent and
respected among the Brazilian regulators, due to its respectable track record, frustration among investors is
sometimes expressed regarding CVM's handling of specific cases involving state-owned companies that
are listed publicly. In such cases, the perception seems to be that it is difficult for the Commission to be as
tough as it would have been if the subject were a privately owned company.

200. In terms of the resources to perform its mission, as the Principle recommends, it is widely
perceived that CVM does not have sufficient human and material resources to fulfill its mission in the best
possible way. The Commission collects a more than sufficient amount for its maintenance, but does not
have access to these resources, suffering cuts in its proposed budget, which depends on the approval of two
ministries and the legislature itself. It would be necessary to see the legal provisions that give CVM
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“financial and budgetary autonomy” truly respected, allowing it to keep the fees it collects, being of course
accountable for their good use and transparent to external control bodies, to Congress and to the public.
Perhaps measures to give CVM stronger budgetary independence could even counter perceptions by some
investors that CVM is limited in how aggressively it can act on enforcement when the case involves state-
owned enterprises.

201. With regard to human resources, there is also the challenge of qualifying its personnel to deal
with the extremely sophisticated issues CVM must regulate, supervise and enforce. Besides the resources
to invest in capacity building, CVM could also benefit from a more flexible hiring process, which would
allow it to select candidates in the marketplace, at least in part, based on their experience and expertise.

202. But even considering the difficulties faced by CVM in speeding up the enforcement procedures,
the main obstacle that exists at the administrative level is the workings of the National Financial System
Appeals Council (CRSFN), as seen by the figures in Table 2 (Section 2.3). It seems necessary to evaluate
its structure and composition and, moreover, to provide it with enough resources to permit faster
conclusions to the appeals of CVM’s decisions. Pending a more comprehensive review of the structure
and functioning of the CRSFN, a possible first step that could already reduce the backlog of cases would
be to waive a current requirement that all enforcement decisions in which CVM finds the defendants not
guilty must automatically be appealed to the CRSFN.

203. In spite of the problems presented and some necessary adjustments, Brazil not only has improved
regulation and self-regulation on issues of governance, but also the effectiveness of supervisory and
enforcement activities. There is a widely held perception that the enforcement by CVM has been
improving steadily in the last decade, having changed behaviours of market participants and resulting in a
market environment which is more investor-friendly without becoming excessively hostile to businesses.
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Notes

31 All the figures in this paragraph were provided by CVM and BM&FBovespa.

32 . . .
There has also been some improvement as far as corporate governance practices are concerned, attributable not

only to new companies that have listed on the Novo Mercado and Level 2 corporate governance tiers, but
also for previously listed firms, including to their board structures, board procedures, sharecholder rights
and disclosure. For further information, see Black et al. (2012).

%3 The National Monetary Council (CMN) is presently composed of the Minister of Finance, the Minister of Planning

and Budget, and the Governor of the Brazilian Central Bank. The composition of the Council has varied
during its existence. CVM’s chairman, among other officers at the federal level, sits at the CMN as
observer, with no vote. CMN is empowered by Act 6385 (Securities Market Act) to define the policies to
be observed in the organisation and functioning of the securities market, as well as to fix the general
orientation to be observed by CVM (article 3™ of Act 6385). This legal provision was important in the
establishment and in the first years of CVM, since it had only been created by the same law. In practical
terms however, regarding CVM’s activities, the CMN has progressively concentrated only in matters that
require coordination between the Commission and the Central Bank, such as the regulation of foreign
portfolio investment, for its communication with the foreign exchange market.

**In 2006, CVM proposed to the National Monetary Council a draft CMN Resolution, through the Ministry of

Finance, allowing it to adopt as a policy risk based supervision. The reason for that was, in fact, the need to
give comfort to CVM’s staff in officially and publicly adopting a policy that would imply choosing to
supervise certain areas of the market more intensely than others, something that brings a lot more
responsibility and accountability. The Resolution 3427 was enacted on 21 December, 2006.This Resolution
established CVM’s obligation to present to the Council each SBR two-year plan, after its approval by
CVM’s board, and to give account of the activities in implementing the plan biannually. CVM’s risk-based
supervision activities according to the plan are also subject to audits by the external control bodies, as
mentioned in this Section 2.

% The parameters for the penalties that CVM can impose, established by Act No. 6385 in its Article 11, are: “T -

reprimand; II — monetary fine; III - suspension from duties of director [...]; IV - temporary disqualification,
up to a maximum period of 20 years, from occupying the posts mentioned in the previous item; V -
suspension of the authorisation or registration for the execution of the activities covered by this law; VI -
cancelation of the registration or of the authorisation to carry out the activities covered by this law; VII -
temporary prohibition, up to a maximum period of 20 years, [...]; VIII - temporary prohibition, for a
maximum period of 10 years, of trading, directly or indirectly, in one or more types of transactions in the
securities market.”

%% Relevant RPTs for this purpose are the ones that are to be informed on the explanatory note to the financial

statements, as required by IAS 24. Instruction 480/09 does not provide any more specific guidance about
what thresholds should be considered for determining relevance beyond the general guidance offered by
IAS 24.

37 Article 256 of Act No. 6404 fixes as parameter of a premium paid that requires shareholders approval if the

acquisition price per share is more than 1,5 times the largest among three indicators: (a) average market
quotation of the acquired company’s shares in the 90 days preceding the deal; (b) equity value per share,
being the company’s equity in this case calculated based on the assets’ market prices (art. 183, § 12), or (c)
net profit per share.

*¥ Novo Mercado and Level 2 contracts rules cannot be changed if one third of the listed companies disagree. In other

words, these companies have the power to veto any change proposed by the exchange.
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3% A Fiscal council must be established, with its members being elected at a GSM, if requested by shareholders or by
company’s initiative. Its mission is to supervise the board and the management according to certain limits,
to give its opinion on the financial statements to be published by the company and on certain other
proposals to be submitted to the shareholders. Some corporations in Brazil, mainly among those that are
also registered with the SEC, have fiscal councils rather than a board audit committee, which the SEC
admits for compliance with the Sarbannes Oxley Act by foreign issuers. Fiscal councils performing audit
committee functions are generally comprised of a majority of outside experts.

* preferred (non-voting) shares are only admitted for companies listed on the Level 2 Corporate Governance listing
tier. This is the only relevant difference between Novo Mercado and Level 2 rules.

* The only case in which CVM can decide to determine compensation is through consent decrees, which are
settlements to close enforcement cases. In cases in which it is possible to identify those affected by
unlawful conduct, CVM can only sign a settlement if such losses are compensated. However, this is not the
case in most sanctioning procedures related to governance issues, in which losses are diffuse.

*1.B: The legal and regulatory requirements that affect corporate governance practices in a jurisdiction should be
consistent with the rule of law, transparent and enforceable;

I.C: The division of responsibilities among different authorities in a jurisdiction should be clearly articulated and
ensure that the public interest is served; and

1.D: Supervisory, regulatory and enforcement authorities should have the authority, integrity and resources to fulfill

their duties in a professional and objective manner. Moreover, their rulings should be timely, transparent
and fully explained.
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TURKEY

3.1. Introduction

204. An importnant characteristic of the Turkish economy is the strong presence of family controlled
company groups. Related party transactions and shareholder meetings are therefore two areas of particular
interest when reviewing supervision and enforcement in this country that will be looked at in depth. The
review will also cover the related issue of the appointment of independent directors, and will follow up on
some of the recommendations from the OECD Pilot Study of Corporate Governance in Turkey (OECD,
2006).

205. Another overarching characteristic of Turkey is the limited record of private enforcement. This is
reflected in the review, which will primarily focus on the scope and quality of public supervision and
enforcement.

3.2. Overview of the corporate governance landscape

206. While Turkey’s economic growth rate is higher than in any other OECD country, capital markets
are still considered to be underdeveloped. This includes the equity market, where market capitalisation as
percentage of GDP remains relatively low. In response to this, the Turkish government has in recent years
taken a number of measures to make capital markets more attractive to both domestic and foreign investors
and companies.

207. Most recently, the parliament passed a comprehensive modernisation of the Turkish Commercial
Code (new TCC) and the Capital Market Law (new CML). The implementation of these new regulatory
frameworks will be made gradually and finalised during 2013. While the content of these reforms will be
presented and discussed, the review will not be able to assess the impact of the reform package.

3.2.1. Overview of the capital market

208. Turkey has a low savings rate and serious constraints on capital formation®. Turkish companies
have been reluctant to access funding through the public equity market, and only 12% of the thousand
largest Turkish companies are listed*. Total market capitalisation of companies listed on the Istanbul Stock
Exchange (ISE) represented 26% of GDP at the end of 2011, and reached USD 307 billion at the end of
2012%.

2009. The Capital Markets Board (CMB), ISE and other institutions jointly initiated a new campaign in
2008 to encourage companies to gain funding through IPOs, which was followed by a Prime Minister’s
initiative™. At the end of 2012, there were 600 companies registered with the CMB* (including 404 ISE-
listed companies) and the ISE had become the second best performing stock exchange in the world.
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Figure 3. Turkey - Market capitalisation as percentage of GDP
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Source: The World Bank (n.d.), World Bank data on market capitalization of listed companies,
http://data.worldbank.org/indicator/ CM.MKT.LCAP.GD.ZS.

3.2.2. The structure of ownership and control

210. Turkish listed companies are characterised by concentrated ownership, often in the form of
family-controlled groups. The corporate conglomerates dominating the Turkish economy are typically
controlled through pyramidal structures, and have often been operated by family members for several
generations®. Controlling shareholders often use control-enhancing mechanisms such as multiple voting
rights that, for example, allow them to nominate and elect directors single-handedly®. These characteristics
have remained dominant despite recent developments in capital markets.

211. The average free float ratio among ISE-listed companies peaked at 33% in 2006, and was at 28%
at the end of 2012. For the purpose of boosting IPOs, the CMB published a Communiqué in April 2010 to
abolish the requirement for a minimum free float ratio under certain conditions™. Issuers were granted the
right to determine their free float ratios, which ranged from 5.3% to 35.8% in 2012. 16% of companies
have a free float ratio of above 50%. Among the 20 largest companies in terms of market capitalisation,
however, none had a free float ratio above 50% (Table 7).

Table 7. Turkey - Free float ratios (end-2012)

Free float ratio Number of Sl e N E7 el
(by range) companies total free ISE-listed firms by Free-float ratio  companies with
yrang P float capital market capitalisation (weighted free-float ratio
50.0%-100% 62 (17%) 16% (Share of total capital) average) above  below
40.0%-49.9% 41 (11%) 30% 50% 20%
30.0%-39.9% 59  (16%) 17% Top 20 (57%) 28% 0 5
20.0%-29.9% 82  (22%) 25% Top 50 (76%) 27% 3 19
10.0%-19.9% 71 (19%) 12% Top 100 (88%) 28% 11 38
0%-9.9% 54  (15%) 1% All (100%) 28% 62 125
Total 369 (100%) 100%

Source: OECD calculations on the basis of data from the Turkish Central Registry Agency (TUYID and MKK (2013), "ISE Trend
Report - Volume 3: January — December 2012", January 2013, www.tuyid.org/files/ISE_Trends Report IIl.pdf).

212. The other aspect of the Turkish ownership structure is the significant presence of foreign (mostly
institutional) investors®'. At the end of 2012, foreign investors owned two thirds of the free float. This is a
considerable increase compared to 2003 when they held only 52%. The average holding period of foreign
investors is 389 days, while domestic investors on average hold their shares for 46 days (TUYID and MKK,
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2013). Recently, the government introduced a private pension incentive scheme in order to promote
private savings and encourage an increase in domestic institutional equity investment in Turkey’’.

3.2.3. Corporate governance framework

213. The legal tradition in Turkey is characterised by civil law, and the corporate governance
framework rests primarily upon codified legislation and its enforcement. The Capital Markets Board
(CMB) plays a leading role in setting corporate governance standards for publicly held companies.

214. In dealing with corporate governance issues, Turkey uses a combination of various instruments
including the Turkish Commercial Code (TCC), the Turkish Capital Markets Law (CML), as well as
subordinate instruments published under the CML, generally in the form of CMB Communiqués. The
CMB adopted the Corporate Governance Principles in 2003, and revised them in 2005. Starting from the
2004 financial year, the CMB required publicly held companies to publish a report of compliance with the
CMB Principles as part of their annual report, which became a regular requirement in the CMB
Communiqué in 2009. Turkey recently went through extensive legislative reforms (including the adoption
of the new TCC and CML - see Box 9) that have significant effects on corporate governance standards.

Box 9. Turkey — Key milestones in the update of corporate governance standards

October 2011: The CMB is explicitly empowered to regulate corporate governance of listed companies.

. By an amendment to the Capital Markets Law, the CMB is explicity empowered to regulate corporate
governance rules for listed companies. For breach of mandatory rules, the CMB is empowered to i)
determine the breach, ask courts for precautionary legal measures, or file a lawsuit for execution of the
relevant corporate governance rules, or ii) impose administrative pecuniary fines.

October 2011: Mandatory compliance of CMB Principles for ISE-30 companies.

. Communiqué 1V-54 set mandated the ISE-30 companies (excluding banks) to comply with some of the
provisions recommended by CMB Principles. Through this Communiqué the CMB moved from ‘comply or
explain’ in the direction of a mandatory approach.

December 2011: Compliance with the Principles to cover all listed companies.

. Communiqué 1V-56 replaced Communiqué 1V-54, to expand the scope of its application from the ISE-30
companies to all ISE-listed companies (excluding companies on the Watch List and Emerging Companies
markets).

. This Communiqué classifies ISE-listed companies into three categories depending on their market value
and free float. The provisions are compulsory for Category | companies and applicable with certain
exemptions for Category Il and Category Il companies. Communiqué IV-57 (February 2012) revised some
of the provisions of Communiqué 1V-56 regarding the requirements of major transactions and independent
directors.
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Category | Category i Category il
market value market value
>TL3000M >TL1000M Others
free float >TL750M free float >TL250M

Minimum ratio (number) of independent 13 13 9
directors (IDs) on the board
CMB screening of candidates for IDs Required Not required Not required
Establishment of board-level committees on
audit, nomination, remuneration, corporate Required Required Required
governance, and risk management.
Major transactions and all RPTs to be approved
by a i) majority of independent directors or ii) Required Required Required
general shareholder meetings.
Additional disclosgre requirement for general Required Required Required
shareholder meetings
Number of companies (January 2013) 24 24 343

July 2012: First overhaul of the Turkish Commercial Code in 55 years addresses a number of corporate
governance provisions (“new TCC”).

. The key provisions relevant to this peer review include: a) special requirements for company groups; b)
squeeze-out rights for shareholders holding at least 90% of the equity in case of a merger; c) representation
of shareholders in general shareholder meetings (e.g. institutional representative); d) electronic voting and
online general shareholder meetings; and e) broadening the scope of application of the compulsory
independent auditing requirement to all limited liability companies (excluding small and medium sized ones).

* The new TCC clearly stipulates that the CMB is authorised to determine the corporate governance roles,
prepare and publish corporate governance statements and corporate governance ratings for public
companies.

. One day before the effective date of the new TCC, a Law Decree (30 June 2012) was enacted to narrow the
scope of the compulsory independent audit requirement from all limited liability companies to large
companies only (possibly 1% of all limited liability companies).

December 2012: Upgrading of the governance of the CMB and transformation of the stock exchange into a
joint stock company (“new CML”).

This fundamental revision of the CML addresses a number of issues concerning: a) the governance and authority
of the CMB; b) the formation of the stock exchange; c) independent directors; d) related party transactions; e) material
transactions; and f) mandatory takeover bids.

3.3. Public supervision and enforcement

215. The judicial system in Turkey is not very experienced in handling investor complaints, and
compliance with the corporate governance framework rests primarily on public supervision and
enforcement. This situation gives particular importance to the key features of the CMB, including its
governance, funding, resources, and accountability, in line with the OECD Principle 1.D. (“Supervisory,
regulatory and enforcement authorities should have the authority, integrity and resources to fulfil their
duties in a professional and objective manner”), and the relevant annotations (“Regulatory responsibilities
should be vested with bodies that can pursue their functions without conflicts of interest”).
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3.3.1. Institutions in charge of public supervision and enforcement

216. The CMB is the sole national authority to regulate and supervise the capital markets. The CMB
has exclusive standard-setting powers and extensive supervisory powers regarding the corporate
governance of publicly-held companies and other capital market institutions. The Ministry of Customs and
Trade (MCT) administers the TCC and reviews and approves certain fundamental changes in company
affairs. The presence of a representative of the MCT is required for the validity of general sharecholder
meetings under certain conditions. The Banking Regulation and Supervision Authority (BRSA) is the
principal competent authority for banks. The BRSA is in charge of implementing the regulations in the
CML to listed banks, in co-ordination with the CMB where relevant.

217. The Public Oversight, Accounting and Auditing Standards Authority (KGK), established in 2011,
is the body in charge of authorising and monitoring statutory auditors and audit firms™. The Istanbul Stock
Exchange (ISE) remains a public institution (although the new CML provides a roadmap to change this)
and a separate legal entity, but it has no specific responsibility for monitoring listed companies for
compliance with corporate governance standards.

The Capital Markets Board (CMB)
Governing body:

218. The Executive Board, consisting of seven members, is the highest decision making body of the
CMB. The new CML revised the governance of the CMB Board. Under the new framework, the terms of
office of the board members is shortened from six to five years, while remaining longer than the (four year)
political cycle. The staggered system where every two years two members (one third of Board members
excluding the chair), randomly selected, are required to be replaced by new members, has been repealed™.
The allocation of Board seats to specific authorities was replaced by qualification requirements (e.g. ten
years of experience in the area of financial market or related topics, at private sector capital market
institutions, or at the CMB)>. As part of the new CML, a new CMB Board was also appointed™. The
changes were introduced by an amendment to the new CML, agreed by Parliament.

Funding:

219. Accountability and autonomy in funding arrangements are essential to ensure integrity. The CMB
was established as a self-funding statutory public entity with administrative and financial autonomy
empowered by the CML. All the expenditures accrued are paid by a special fund. Issuers pay a fee to this
fund corresponding to 0.05 - 2 per thousand of the volume of the securities registered with the CMB*’. The
new CML broadens the CMB’s financial base. In addition to the income from the stock exchange, a certain
ratio (maximum of 10%) of the revenues of the other institutions regulated by the CMB (e.g. the central
registry agency, central clearing houses, and central securities depositories) may be collected as revenue.
The budget of the CMB is audited by the Turkish Court of Public Accounts.

220. The new CML requires the CMB to notify the level of fees (maximum 10% of the revenues)
levied to the regulated institutions at least thirty days before payment in light of the future cash position of
the CMB. It is worth considering that the CMB increase its accountability to the public by explaining its
standard method for determining the level of fees. In order for the CMB to ensure its financial autonomy,
the OECD (2006) recommended that the Ministry of Finance reconsider its decision requiring the CMB to
turn over, on a quarterly basis, a significant proportion of its budget surplus. While no measure has yet
been taken in this regard, the CMB considers that this framework leaves room for flexibility, where it can
retain its surplus in case the future funding needs are justified to the Ministry of Finance.
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Figure 4. Turkey - Income and expenditure of the CMB
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Note: In 2011 a special budget (TL 54 million in Income and TL 88 million in Expenditure) was allocated for the Istanbul Financial
Center Project, these amounts have therefore been deducted from 2011 Income and Expenditure.

Source: Capital Markets Board of Turkey (n.d.), Annual Reports,
www.cmb.gov.tr/indexcont.aspx?action=showpage&menuid=3&pid=1&submenuheader=-1.

Resources:

221. Resource constraints at supervisory authorities have been identified as hampering progress
toward improving the intensity and effectiveness of supervision around the world. In the case of Turkey,
the CMB has discretion in allocating budget and human resources, and keeps recruiting top-ranked
candidates. Entry-level professionals hired by the CMB must be top-ranked university graduates and obtain
high marks in a general civil service exam and a special CMB exam. In-house training is also satisfactory,
and all staff are required to take a qualification examination after three years of work experience at the
CMB.

222, There are, however, some concerns in the area of enhancement of human resources. The Law
Decree adopted in 2011, which is applicable to all government agencies, reduced salaries for new staff,
regardless of their qualifications and specialities. This may create a disincentive for junior professionals,
and impair the ability to attract staff on competitive terms in the future. Moreover, CMB staff rarely have
the chance to obtain extensive, hands-on experience in company operations. The OECD (2006) had
recommended that the CMB ensure recruitment, retention, and training of staff with extensive private
sector experience.

223, As described above, Turkey has gone through extensive legislative reforms, notably the
amendment of the TCC and CML for the first time in decades. As the government does not envisage
substantial increases in resources for implementing these rules, swift and efficient implementation of the
new framework may represent a challenge for the CMB, even if the resource constraints will be mitigated
in the mid and long term as the financial base is broadened by the new CML.

Accountability:
224. Market participants that were interviewed for this review are typically satisfied with the CMB’s
practices with regard to transparency and accountability. The CMB publishes weekly bulletins (in Turkish)

that contain summaries of information on market conditions, main legislative amendments, and
enforcement actions. The bulletins are communicated via email, so that market participants are regularly
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provided with updated information. The new CML requires that at least once a year the CMB shall report
its activities to the Plan and Budget Commission in Parliament, where its performance against pre-set
objectives is formally reviewed. This review process is open to the public.

225. The CMB publishes annual reports, which mainly include quantitative information such as
statistical data on supervision and enforcement actions, but these could be improved. The CMB discloses
in its weekly bulletins information on individual cases of violations with a description of enforcement
actions, but the annual reports do not comment on common characteristics of violations or identified
weaknesses. The CMB regularly reviews companies’ corporate governance reports as part of the annual
report without, however, regularly publishing a summary of its findings™.

226. In order for the CMB’s practices to be better communicated to market participants, it is worth
considering that the CMB publishes: i) manuals or guideline for supervision and enforcement, to increase
transparency and predictability of the CMB’s actions; and ii) an annual plan or strategy to highlight the
focus areas of the CMB’s supervision and enforcement practices. These measures are important,
particularly since the enforcement powers of the CMB have increased in the new CML.

227. The regulators have a responsibility to help underpin Principle 1.B, which calls for a transparent
and predictable legal and regulatory framework. As the CMB has exclusive standard-setting powers on
corporate governance, particular emphasis should be placed on ensuring accountability in the process of
drafting and implementing the regulations. The CMB has been proactive in bolstering corporate
governance regulations, but some examples may argue for reconsideration of its drafting and implementing
practices. For example, Communiqué IV-54 (October 2011) introduced the obligation for ISE-30
companies to comply with some of the corporate governance principles. In less than two months, the new
Communiqué IV-56 (December 2011) was published, broadening the scope of application to include other
companies traded on the ISE. This in turn was amended by Communiqué IV-57 (February 2012) within
two months. While the reforms were consistent and went in the right direction, it may have been preferable
to present a comprehensive set of regulations at the same time, and to broaden their scope of application
gradually, in accordance with a pre-announced timetable.

Dual mandate?

228. In jurisdictions where the corporate governance framework relies to a great extent upon a public
enforcement model, the authorities will always face the difficult task of balancing the need to pro-actively
use their supervisory powers to prevent harm, against the need to pull back and facilitate the development
of market discipline.

229. Boosting the IPO market has been a high-priority issue in Turkish capital markets. In 2008, the
CMB, ISE and other organisations signed a protocol to encourage public offerings, and in October 2009
the Prime Minister published a Strategy and Action Plan for an “Istanbul International Financial Center”.
One of the plan’s stated priorities was to encourage companies to go public and increase public
shareholding ratios®. As part of this initiative, the CMB published a Communiqué (effective as of April
2010) repealing the minimum free float requirement.

230. These initiatives illustrate the issue of dual mandates, not only in Turkey but in many other
jurisdictions. For example, the UK FSA .recently published a consultation paper that discusses free float as
follows: “We are keenly aware of the potential role that the amount of shares in public hands plays in
giving shareholders sufficient power to counterbalance a dominant shareholder. But we also believe that
free float would be a blunt tool even if used explicitly to ensure effective governance in a company. In
addition we are aware of the concerns held by the sell-side that any increase in free float would risk
damaging London’s attractiveness as a market for [POs.” (FSA, 2012)
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231. In the case of Turkey, the CMB recognised the possible effects of lower free float on minority
shareholder protection, especially in situations where there is a controlling shareholder, as well as concerns
from the sell side that the requirement for a high free float may damage the attractiveness of IPOs®'. At the
same time, the CMB considered that low free float may not necessarily create disadvantages for minority
shareholders, if there is sufficient liquidity and other rules are implemented to protect the rights of minority
shareholders®.

3.3.2. Public supervision and enforcement practices

232. The subjects and focus of supervision activities are determined by a yearly programme, taking
into consideration investor complaints, other feedback, and notices from others. Following the supervision,
examination and auditing activities made in accordance with the CML, the CMB is authorised to take
sanctions that range from legal warnings to legal prosecution (Table 8). The main sanction tools have been
legal prosecutions and trading prohibitions, where the CMB applied to the Public Prosecutor’s Office to
initiate the legal prosecution process, sometimes in combination with prohibiting persons from trading on
stock exchanges. Recently, the number of cases brought for legal prosecution has decreased (see Table 10
and the discussion for this below), and legal warnings have become the dominant tool in CMB
enforcement. In relation to the CMB Principles (‘comply or explain’), the CMB communicates with
companies regarding insufficient explanations of non-compliance, and has sometimes imposed
administrative pecuniary fines in cases where the disclosure about non-compliance is misleading®.

Table 8. Turkey - CMB Sanctions (2005 - 2011)

2005 2006 2007 2008 2009 2010 2011

Legal warnings 61 115 171 133 107 260 181
Legal prosecutions and trading prohibitons 137 153 164 190 183 230 59
Administrative pecuniary fines 30 48 89 82 109 57 69
Total number of sanctions 228 316 424 405 399 547 309

Source: Capital Markets Board of Turkey (n.d.), Annual Reports,
www.cmb.gov.tr/indexcont.aspx?action=showpage&menuid=3&pid=1&submenuheader=-1.

233. For the breach of mandatory rules, the CMB is empowered to determine the breach, ask courts
for precautionary legal measures, and file a lawsuit for execution of the related corporate governance
principles. The CMB does not directly intervene on behalf of shareholders in corporate disputes, but it may
take some measures to protect the rights of the shareholders®.

234. The CMB at one time faced a significant number of lawsuits against its enforcement actions,
requesting annulment or full remedy actions. Only 40% of the cases brought to the administrative court
were adjudicated within a three year period, the others remain unsolved including some prominent cases
(e.g. the lawsuit No.1 and 2 in Box 14). In some cases they were adjudicated against the CMB either
definitely or indefinitely (Table 9). Along with the implementation of the regulations, however, the number
of administrative cases against the CMB has rapidly decreased, showing that the CMB’s supervision and
enforcement actions have gained a certain level of confidence from the participants in capital markets.
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Table 9. Turkey - Civil and administrative cases against the CMB (2004 - 2011)
Administrative cases
Civil Adjudicated cases within 3 year period
cases . In favor of Lack of
Pgglrsi ChilE CMB competence
2004 29 12271 | 3807 | 977 (26%) | 2805 (74%) 25
2005 16 3026 | 1723 | 455 (26%) 1231 (71%) 37
2006 3 1003 | 809 28 (3%) 766  (95%) 15
2007 9 391 350 4 (1%) 326 (93%) 20
2008 7 245 233 21 (9%) 186 (80%) 26
2009 2 184 129 14 (11%) | 108 (84%) 7
2010 5 80 48 2 - 41 - 5
2011 8 38 6 0 - 6 - 0
2004-2009 66 17120 | 7051 1499 (21%) @ 5422 (77%) 130

Source: Capital Markets Board of Turkey (n.d.), Annual Reports,
www.cmb.gov.tr/indexcont.aspx?action=showpage&menuid=3&pid=1&submenuheader=-1.

235. Following the completion of investigations, the CMB may initiate the legal prosecution process
by submitting a written application to the Public Prosecutor’s Office. It appears, however, that this process
is not always efficient. Only 30% of the cases initiated by the CMB between 2004 and 2009 were put to the
court and adjudicated within a three-year period after the CMB’s application. Out of 126 adjudicated cases,
52 cases (41%) resulted in punishment (e.g. condemnation or prepayment), while in 21 cases (17%) the
prosecution was dismissed, and in 47 cases (37%) the CMB appealed acquittal decisions to the Supreme
Court. The process is time-consuming, as only 4% of the cases initiated between 2004 and 2009 were
adjudicated within a year, and the average period from the CMB application to the initial adjudication is
around two years. The public prosecutor did not react to more than half of the applications submitted by
the CMB (Table 10).

Table 10. Turkey - Applications by the CMB to the Public Prosecutor

Situation at the period of time after the application by the

(] - .
= ‘3 CMB to Public Prosecutor 886§ 3 28
o T = (4]
2 % 1st year 2nd year 3rd year E °§§ g% S
§e os e oG 3 U5 g5 §88 8ss
"2 8% = T 2% = T 2% = = Sow S&8
28 392 T ke 32 T S 32 T 3] Scao %¢c3o
5 $% 5 3 §% 5 2 $% : 3= gEz <83
<o £> o T 2> o T e o ) 2 &
¥ oc < o £ < o £ <
2004 127 78 49 0 24 97 6 8 104 15 12% 21
2005 65 40 23 2 14 44 7 6 35 24 37% 21
2006 63 29 30 4 3 43 17 0 28 35 56% 1.9
2007 42 15 25 2 1 31 10 0 26 16 38% 1.8
2008 72 17 50 5 7 54 11 7 49 16 22% 1.5
2009 56 17 36 2 8 38 10 0 36 20 36% 1.9
2010 69 42 25 2 8 48 13 - - - - -
2011 21 15 6 0 - - - - - - - -
2004-2009 | 425 | 196 213 15 57 307 61 21 278 126 30% 1.9

Source: OECD calculations on the basis of data from Capital Markets Board of Turkey (n.d.), Annual Reports,
www.cmb.gov.tr/indexcont.aspx?action=showpage&menuid=3&pid=1&submenuheader=-1.

236. While it was argued that the level of administrative fines had been relatively low (OECD, 2006),
the new CML introduced a new deterrent capability, prescribing that, in cases where a benefit has been
gained due to violation of the obligation, the amount of the administrative fine to be imposed cannot be
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less than double this benefit. The average amount of administrative pecuniary punishments was TL 41 000
in 2010 and TL 101 000 in 2011. The new CML increases the range of CMB enforcement powers and
increases sanctions for non-compliance with the regulations. For example, in cases of abusive related party
transactions and disguised profit transfer of public companies, the CMB is entitled to file a lawsuit for
determination of the breach, cancellation of the transaction, and for the return of an amount determined by
the CMB within a certain period of time. The CMB is also empowered to dismiss board members of capital
market institutions who by court decision are found liable for the violation of obligations regulated in Law.

237. In order to illustrate public supervision and enforcement practices in Turkey, the following
sections focus on the specific areas of: i) appointment of independent directors; ii) related party
transactions (RPTs); iii) takeover bids; and iv) general shareholder meetings. The CMB plays an essential
role in all of these areas.

Appointment of independent directors

238. Through the adoption of Communiqué IV-56 in December 2011, Turkey became one of the few
countries where (outside the banking sector) public authorities are involved in the appointment process for
independent directors. How independent directors are appointed is also important in view of their new role
in the analysis and approval of RPTs under the Communiqué (see the discussion for this below).

239. In 2011, the CMB mandated listed companies, except those traded on the Watch List and
Emerging Companies markets, to appoint independent directors. Some observers have expressed concerns
that requiring a minimum of one third of independent directors could be a disincentive for companies to
launch IPOs, notably where they intend to float only a small part of the shares.

240. Independent directors must meet the requirements for qualification and independence. For
companies with large market cap and free float value (Category I in the table), the board of directors, based
on a report of the nomination committee, prepares a list of candidates to be sent to the CMB before the
general shareholder meeting. If the CMB has a negative opinion about any of the candidates, those
candidates cannot be nominated as independent directors®®. Moreover, in cases where a candidate is
appointed as independent director and sharcholders with at least 1% of the share capital vote against that
candidate during the general shareholder meeting, the CMB shall conduct a separate assessment and make
a decision regarding the independence of the appointed director.

241. The Turkish approach may be seen as a way to ensure the quality of independent directors,
without compromising the principle of electing the board through majority decision.

242. Under the new compulsory independent director mechanism, the CMB is authorised to conduct a
substantive screening of candidates, as the requirements include qualitative criteria (other than the mere
formality of independence) such as having i) the necessary educational background, information and
experience for fulfilling independent director duties, and ii) the ethical standards, reputation and experience
enabling the independent director to contribute to company activities, protect his impartiality with regard to
conflict of interest that may arise among shareholders, and make independent decisions by taking into
account the rights of stakeholders. In addition, the CMB has obtained the right to nominate a person as an
independent director®.

243. Against this background, it is not a straightforward task for both companies and the CMB to
nominate and assess independent directors as prescribed in the regulation. One open issue in Turkey is the
sufficiency of the pool of persons qualified to serve as independent directors. Perhaps more importantly,
the market for board members will always be imperfect in an environment where personal contacts are
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important (OECD, 2012b). In the controlled and family companies common in Turkey, it is the controlling
shareholder that effectively nominates directors including the independent ones®’.

244. The difficulties in the appointment of independent directors, especially in a situation with
conflicting shareholders, are illustrated in the recent case of Turkcell (Box 10).

Box 10. Turkey — The Turkcell case

Turkcell Communication Services Inc., Turkey’s largest mobile phone operator, has not convened a general
shareholder meeting since April 2010, and shareholders have not received dividend payment for more than two years.

The general shareholder meeting scheduled for June 2012 was cancelled one day before the planned date.
Behind the cancellation was a dispute over board composition among the principal shareholders:

i Cukurova Group (14%, Turkish capital, one of Turkey’s largest conglomerates);
. TeliaSonera (37%, Swedish capital); and

*  Alfa Telecom Turkey (13%, Russian capital)

Broad sketch of the ownership structure
(excluding intermediate companies with 100% ownership)

47%

Turkcell Holding TeliaSonera

Turkcell
Communication
Services Inc.

510 Cukurova Holding
TeliaSonera 53% Cukurova
Telecom Holdings

Alfa Telecom Turkey

49%

Cukurova Holding

Because of this, the board of Turkcell (seven members) failed to reach a resolution regarding the list of
candidates for independent directors, the appointment of whom became mandatory in 2011.

Turkcell submitted to the CMB the list of candidates. Due to the absence of a resolution by Turkcell’s board, the
CMB expressed a negative opinion on the list without evaluating individual candidates. Following this decision, Turkcell
Holding (51% shareholding) decided not to be present at the general shareholder meeting, resulting in the cancellation
of the meeting.

The board of Turkcell was expected to submit a new list with its resolution, but it was not able to break the
deadlock. The CML authorises the CMB to nominate independent directors, but no action was taken until June 2012.

Minority shareholders had called for government intervention, following a similar statement from a cabinet
minister. On 27 June 2012, the Turkish Transport and Communications Minister signalled that the government may
intervene in the Turkcell conflict if the shareholder dispute continues.

On 11 March 2013, the CMB announced that it had appointed three independent board members to the board of
Turkcell, replacing three incumbent members representing each of the major shareholders. Two of the nominees are
former ministers who served under the incumbent Prime Minister.

TeliaSonera and Cukurova Holding supported the CMB'’s initiative as “a step towards fair corporate governance
and efficient management” (TeliaSonera). Alfa Telecom Turkey, meanwhile, expressed disappointment that the
impasse with the Cukurova Group preventing the implementation of corporate governance rules had forced the CMB to
appoint three independent board members.

Sources: CMB (n.d.), Weekly Bulletins, The Economist (21 April 2012), Turkcell's annual reports and press releases, and
announcements by TeliaSonera, Cukorova Holding, and Alfa Telecom Turkey.
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Related party transactions

245. One of the typical approaches to the ex ante enforcement of RPTs relies on market mechanisms
and shareholder activism, both of which are underpinned by disclosure requirements. Considering,
however, that the monitoring function of shareholder activism is relatively weak under controlled and
family ownership, it is debatable whether or not disclosure is a powerful tool for influencing corporate
behaviour. As a consequence, public supervision by the CMB plays a dominant role in this area.

246. The key legal and regulatory requirements for listed companies concerning disclosure of RPTs
are as follows:

»  IAS/IFRS: Turkey adopted International Financial Reporting Standards (IFRS), and listed
companies are required to disclose in their financial statements RPTs in accordance with
International Accounting Standard (IAS)®.

*  Material information disclosure: In addition to the financial statements, publicly held companies
are required to disclose material events that may affect investment decisions and prices of capital
market instruments.

o Independent fairness report: Listed companies are required to obtain an independent report®”
verifying the fairness of the terms and conditions for RPTs above a certain threshold (5% of total
assets or total revenues)’, and to disclose the result of the independent report and informative
brief on the general shareholder meetings’'.

»  Special report of company groups (as of July 2012): Pursuant to the new TCC, the board of the
controlled company shall prepare a report on the relations with controlling and controlled
companies (related companies). If the company has incurred a loss, the report must explain
whether such losses have been compensated.

*  Information regarding disapproval by independent directors (as of December 2011): Pursuant
to Communiqué IV-56 and the new CML, major significant transactions, and all RPTs, can be
directly executed by the board of directors if the majority of independent directors provide their
consent. If, however, the majority of independent directors do not approve the transactions, the
approval of the general shareholder meeting (excluding the votes of related parties) is required
for execution. In such a case, the reasons behind the dissenting votes of independent directors
shall be disclosed to the public, notified to the CMB, and presented at the general sharcholder
meeting.

247. While the adoption of IFRS (and therefore IAS 24 for RPTs) has introduced an important
standard for transparency, it is not alone sufficient, as noted in OECD (2012a). Turkey has introduced a
requirement for ongoing disclosure of material events, but the definition of materiality in terms of RPTs is
not clearly stipulated, calling into question how effectively this can function as a monitoring mechanism.
The requirement of an independent fairness report above a certain qualitative threshold can serve as a
safeguard, but to avoid circumvention, continuous monitoring by the regulator is essential, particularly in
the absence of private oversight through shareholder activism.

248. Turkey has recently taken further steps to increase transparency and enhance oversight regarding

RPTs, thereby assisting investors and regulators in monitoring such transactions. Special disclosure rules
covering intra-group transactions were introduced, in view of the dominance of company groups in RPTs.
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Giving independent directors a central role in ex-anfe assessment might increase the level of oversight,
under the condition that their qualification and independence is ensured and their assessment supported by
independent experts (OECD, 2009).

249. The CMB supervises companies’ financial statements using a risk-based approach. This approach
consists of two phases: risk analysis and detailed review.

*  Risk analysis: The CMB selects the companies for detailed review by scoring the risk of each
company before the financial statement is disclosed. The CMB scores the risk by taking into
consideration key factors including: capital market information; financial environment;
organisational structure and corporate governance; and compliance with other laws and
regulations. If the company is part of a group with a complex structure, or the level of RPTs is
significant, the company gets a higher score, increasing the likelihood of a detailed review”.

*  Detailed review: Several dozen companies are reviewed every year. Their financial statements
are reviewed through a web-based checklist programme. The CMB staff do not investigate
individual case in this process, but if concerns are raised in relation to individual transactions,
these will be communicated to the CMB Enforcement Department for further investigation.

250. The disclosure of material information is also under on-going supervision by the CMB. A Public
Disclosure Platform” has been developed to provide timely and relevant information with investors.
Complaints and proposals from investors that amounted to 7 897 in 2012 might be a useful resource for the
CMB to identify an issue for further investigation. Whistle-blowing by insiders is also one of the origins of
information.

251. Despite all the on-going monitoring practices regarding disclosure documents, it remains difficult
for the CMB to detect misstatement or non-disclosure in financial statements with regard to RPTs,
particularly in cases where they are intentionally disguised. In practice, almost all of the CMB’s
investigations about related party transactions have been initiated by investor complaints or insider
information from the company. The new CML empowers the CMB to require a public company to get an
ex-ante shareholders’ approval for RPTs above a certain threshold, but whether this will be effective in
preventing abusive RPTs is yet to be seen.

252. Avoiding ‘abusive’ RPTs is a central issue. The key legal and regulatory requirements for listed
companies concerning abusive RPTs are as follows:

*  Prohibition of deceitful RPTs: Publicly held companies shall not impair their profits and/or
assets by engaging in deceitful RPTs such as by applying a price, fee or value clearly inconsistent
with similar transactions with unrelated third parties™.

*  Sanction against abuse of trust: Any person who illegally holds possession of a property
entrusted to him for certain purposes, or converts this property to his own or others’ use beyond
the objective of seeking transfer of possession, or denies this transfer event, is punished with
imprisonment and fines”.

*  Prohibition and compensation of abuse of control (as of July 2012): pursuant to the new TCC, a
controlling company shall not exercise its control in a manner to cause a loss to controlled
companies, and if a loss is incurred, such loss shall be compensated.

253. The CMB has taken action against abusive RPTs. The typical approach is to launch a legal
prosecution according to the provision prohibiting deceitful RPTs (Case 1 and 2 in Box 11). Before
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submitting an application to the Public Prosecutor’s Office, the CMB issues a legal warning that includes a
brief description of the identified case and the possible penalties to be imposed if the losses or profits are
not compensated or disgorged within a certain period of time (e.g. one month) fixed by the CMB. The
provision prohibiting deceitful RPTs requires evidence about the price of similar transactions with
unrelated third parties. In cases where it is not possible to determine a price clearly consistent with similar
transactions with unrelated parties, the CMB prepares an indictment according to the provision on abuse of
trust in the Turkish Criminal Code. By the end of 2012, the CMB had initiated 28 cases, 5 of which
resulted in the conviction of the defendant. In 4 cases, the court decided in favour of the defendants, and 12
cases were abandoned due to the statue of limitation.

Box 11. Turkey — CMB enforcement actions against abusive RPTs
Case 1: Dogan Group

On 16 October 2008, the CMB announced that it was recommending court action against Aydin Dogan and three
executives of Hurriyet Gazetecilik and Dogan Gazetecilik for having caused losses to the shareholders through the
purchase of overpriced paper and publishing supplies from off-shore companies owned by the Dogan family.

On 25 September 2009, an indictment was filed by the CMB to the Public Prosecutor’ Office against these four
executives for intentionally causing losses by purchasing paper and publishing supplies from offshore companies in the
1999-2007 periods. This action followed the Finance Ministry's fine of TL 3.76 billion (USD 2.53 billion) on Dogan
Yayin Holding for evading tax regarding its accounts for the time period 2005-2007.

Case 2: ABC Holding

ABC Holding decreased the reported profits and/or assets of the publicly held company, by applying a higher
price instead of the value applied in similar transactions with unrelated third parties.

The CMB'’s investigation was initiated by insider information provided by a former employee of ABC Holding.
Following the investigation, the CMB launched a legal prosecution against ABC Holding due to its deceitful transaction.
The Turkish Court of Appellate confirmed that these transactions were deceitful and decreased the profits/assets of the
publicly held company, concluding that the authorised persons of this company should be punished.

Sources: CMB (n.d.), Weekly Bulletins.

254. Abusive RPTs are usually linked to tax avoidance or evasion (e.g. Case 1 in Box 11), and co-
ordination between the Ministry of Finance and the CMB is sometimes an issue of discussion. In the face
of weak enforcement by the authorities and courts, many companies are tempted to engage in unregistered
transactions for the purpose of tax avoidance (Ararat & Orbay, 2006).

255. The role of gatekeepers such as external auditors and valuation experts is essential in an effective
regime to ensure the accuracy of disclosure and to manage RPTs. In light of principles-based definitions of
RPTs in IFRS, a premium is placed on auditors to make the right judgements. However, as with fraud, it is
difficult for auditors to identify all related parties and to detect individual transactions that might be
abusive. Nevertheless there still needs to be a fall back regulatory position including detailed audit
guidance. The CMB has already implemented a regulatory framework on audit firms in accordance with
the International Standards of Auditing (ISA), and a newly established organisation (KGK) is in the
process of drafting updated audit standards equivalent to the ISA.
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Takeover bids

256. Given the prevalence of concentrated and family ownership structures, acquisitions of controlling
interests by takeover bid are not common in Turkey. There are no contested (or unsolicited) takeovers,
since it is not possible to obtain a significant interest in most companies except from a controlling
shareholder or shareholder group.

257. A bid is made public by the announcement of the offeror to the market of his decision to launch a
takeover bid. The offeror is required to apply to the CMB with the intention of either making a takeover
bid or obtaining approval for an exemption from the mandatory takeover bid rule.

258. Based on the authorisation by the CML, the CMB adopted Communiqué IV-44 (September 2009,
effective as of April 2010) on takeover bids for publicly held companies. The key requirements relevant to
this review are the following:

»  Triggering events: The mandatory takeover bid rule can be triggered by an acquisition of shares
that results in an offeror controlling the management of the target company (e.g. holding of
shares carrying 50% or more of the voting rights or share capital, obtaining the right to appoint
the majority of the board members). This does not apply if a voluntary bid to all shareholders of
the target company follows the acquisition.

*  Bid price: All shares of the target company of the same class must be afforded equivalent
treatment. Key requirements regarding the bid price include that it shall not be lower than the
highest of: i) the price determined by a valuation report prepared by an agency selected by the
CMB; ii) the highest price paid by the offeror for the same class of shares of the company within
the six-month period; and iii) the daily weighted average market price within the six-month
period.

»  Exemption from mandatory takeover bid rule: The CMB may grant an exemption from the
mandatory takeover bid rule if the acquisition of shares: i) is necessary for reinforcing the
financial structure of the company; ii) would not cause any change in the control of management
due to the capital distribution of the company; iii) is realised as a result of a privatisation process.
In most cases ii) is claimed as a basis for the exemption.

Before the adoption of the new Communiqué, many of the cases brought to the CMB were applications for
the exemption (Table 11).

Table 11. Turkey - Takeover bids (2007 - 2011)

Applications to the CMB 2007 2008 2009 2010 2011
Mandatory bids 13 12 1 11 15
Exemption from the mandatory bid rule 36 18 12 2 5
Total 49 30 13 13 20

Source: CMB'’s response to the OECD peer review questionnaire.

259. The bid price once became an issue of a judicial dispute in Turkey (Case 1 of Box 4). The CMB’s
decision regarding the exemption from the mandatory takeover bid rule requires substantive judgement and
has sometimes been brought to the court (Case 2 of Box 12). With regard to the breach of the provisions
laid down in the Communiqué, the CMB is authorised to impose administrative fines. This sanction has,
however, never been taken except for the case of Tram A.S., where the CMB imposed an administrative
fine on the company that failed to launch a takeover bid according to the mandatory takeover bid rule. As
is noted in OECD (2006), the penalties for breaching Communiqués are very low and there is no risk of
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imprisonment. Therefore, some companies and individuals find that the benefits of non-compliance
outweigh the costs of such fines.

Box 12. Turkey — Prominent cases of takeover bids
Case 1: Takeover bid price

In April 2006, Finansbank announced that National Bank of Greece (NBG) had signed an agreement to purchase
a 46% stake of Finansbank from Fiba Holding and its group companies.

The CMB approved, with its decision dated 6 December 2006, the mandatory takeover bid price proposed by
NBG, which had been calculated based on a weighted average of the subsidiary’s stock price during the three months
preceding the change of control over the target. However, this price was lower than the actual trading price on the date
of the CMB'’s approval.

East Capital Asset Management, one of the shareholders of Finansbank, challenged the decision of the CMB,
claiming that the offer price should not be less than the trading price of the shares on the date of the CMB’s approval.

The Administrative Court reviewing the matter ruled in favour of the claimant shareholders, cancelling the CMB
decision approving the tender offer with immediate effect (16 May 2008). The CMB initially appealed the ruling of the
Administrative Court and adopted a second decision requiring the purchaser, National Bank of Greece, to apply to the
CMB for a second tender offer and provide with this application the calculation regarding the shares of the listed
subsidiary. The National Bank of Greece provided the valuation for the shares, but challenged the CMB decision
requiring a second tender offer to be launched, by filing an administrative lawsuit on the grounds, among others, that
the tender offer was already completed.

Case 2: Exemption from the mandatory takeover bid rule

The CMB has the authority to grant an exemption from the mandatory takeover bid rule. In this case, the non-
controlled shareholders in a corporation may file a lawsuit against the CMB’s decision regarding the exemption from
the mandatory takeover bid rule.

In the case of X Bank, the shareholders of the corporation to which the CMB granted an exemption had filed a
lawsuit against the CMB’s decision. The court decided that the corporation had acquired shares in an amount enabling
a change of control. Therefore it ordered a takeover bid for the purchase of the shares of other shareholders as well.
Hence the court had annulled the CMB’s decision.

Sources: CMB (n.d.), Weekly Bulletins.

260. To strengthen the legal and regulatory framework and the enforcement powers of the CMB with
respect to takeovers, the new CML clarifies the concept of “control of management”, and defines takeover
bids in a more stringent fashion.

*  Control of management: The new CML requires a mandatory takeover bid in cases where
control of management of a company is acquired. Control of management means owning
directly/indirectly more than 50% of the voting rights or having the privileged shares to elect or
nominate the majority of board members. This upgrade of the regulatory basis of mandatory
takeover bids from subordinate legislation (i.e. CMB Communiqué) to the law empowers the
CMB to impose higher amounts of administrative fines as well as criminal charges.

»  Freezing voting rights: The voting rights of persons and persons acting in concert are frozen
unless they fulfil the requirement for mandatory takeover bids during the time period fixed by the
CMB. The intention is to prevent the infringement of minority shareholders’ right in the process
of changing the control of management.
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*  Squeeze-out: The new TCC and CML introduces the squeeze-out procedure into Turkish law by
entitling the controlling block to forcibly acquire shares held by a minority block’.

Shareholder meetings

261. In Turkey, minority shareholder participation in general shareholder meetings is low, and
shareholders rarely use their right to request information from companies. Foreign institutional investors
own a majority of free float shares, while domestic institutional investors are largely absent and investor
activism is not noticeable. Considering the procedures and the rights given to shareholders, the low
presence of institutional investors can hardly be attributed to the legal and regulatory framework in terms
of corporate governance. Rather, the regulatory explanation should probably be sought in portfolio
restrictions for mutual and pension funds and other legal restrictions.

262. The TCC sets out comprehensive provisions regarding general shareholder meetings. The key
requirements are as follows:

*  Convocation and distribution of information: The TCC prescribes that board shall make an
announcement regarding the general shareholder meeting (in which the agenda must also be
disclosed) 15 days in advance of the meeting. CMB Communiqué IV-56 and the new CML
require all listed companies to disclose the convocation on the company website and trade
registry gazette three weeks in advance of the meeting. For ordinary annual meetings, audited
financial statements, the independent audit report, the annual report of the board, suggestions of
the board regarding the method of distribution of dividends and the report of the statutory
auditors are made available to shareholders at least 15 days in advance of the meeting.

*  Shareholder’s right to request a meeting: Shareholders holding 5% of the share capital of public
companies may request the board to call a general shareholder meeting.

263. The new TCC introduced distinctive mechanisms to incentivise both domestic and foreign
institutional investors to participate in the shareholder meetings:

*  Electronic general shareholder meetings: The new TCC established the legal basis that
electronic participation and voting have the same legal consequences as physical participation
and voting for all joint stock companies, while making electronic general shareholder meetings
compulsory for listed companies (see Box 13).

»  Institutional representative: The new TCC introduced the concept of an institutional

representative, allowing the pooling of individual shareholders’ voting rights, and their collective
exercise.
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Box 13. Turkey - The electronic general meeting system (e-GEM)

The electronic general meeting system (e-GEM) enables hybrid general meetings covering both physical and
electronic attendance. The Central Registry Agency (MKK) portal facilitates real-time electronic participation in general
assembly meetings, including submission of proposals, comments and voting, simultaneously with the physical
meeting. Electronic-only GEMs are not allowed. Existing and prospective beneficial shareholders can register their
votes in advance of the meeting by proxy, but still have the opportunity to change their votes during the GEM if they
register and attend electronically.

The process starts with issuers publishing their call for a GEM at least 21 days in advance on e-GEM portal and
uploading all the proxy materials. The GEM is broadcasted via streaming video by MKK. Investors and their local
custodians can enter the system via their computers or mobile devices using the electronic signatures regulated by e-
Signature Law. The system allows concurrent attendance to multiple GEMs by the same user. Meeting information and
voting reports are instantly communicated to all participants via e-GEM and vote confirmations are available no later
than 15 days to any requesting party.

e-GEM also serves as a forum for existing and prospective shareholders to communicate with each other such as
in the case of proxy solicitation as well as with the issuer. Meeting documents, audio-visual records and voting results
are electronically archived by MKK. The system has also been integrated into the existing Public Disclosure Platform.

Issuers Shareholders
- Make convocation - Receive convocation
- Publish proxy materials - Download proxy materials
- Prepare list of attendees - Watch the meeting on-line

- System will automaticall send list of - Send opinions and questions to the chairman
attendees & minutes to Trade Registry  of the meeting (within 600 words)
- Use the archive - Register the votings before the meeting

Source: Ararat and Eroglu (2012), The Central Registry Agency (MKK, 2013).

264. One distinctive characteristic in Turkey regarding the supervision of the general shareholder
meetings is the direct involvement and attendance by representatives of the Ministry of Customs and Trade
(MCT) and the CMB.

*  MCT: In the previous TCC, the presence of a representative of the MCA was required for the
validity of all general shareholder meetings. The new TCC repealed this requirement and requires
MCA'’s presence only in limited cases including when the agenda of the meeting includes
incorporation or amendment of the articles of association, which is subject to the MCA’s
approval.

*  CMB: The CMB has been authorised in the CML to send a representative to general shareholder
meetings of public companies to identify potential problems and wrongful acts”’. In 2011, CMB
experts attended 16 annual shareholder meetings of listed companies. The presence of a CMB
representative provides assurance (or pressure) that rights under the CML will be respected at the
meeting.

265. It is possible that representatives from both the MCT and CMB are present in the same general
shareholder meeting, where the MCT and CMB take their responsibilities from the TCC and CML
perspectives, respectively. However, with corporate governance standards spread among various
instruments, including the TCC and CML, this division of responsibilities might create gaps. In the new
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TCC, it is clearly stipulated that the CMB is authorised to determine the corporate governance rules for
public companies, narrowing the gaps in oversight.

266. In spite of the close on-site monitoring by national authorities, companies sometimes fail to
comply with the compulsory two-week deadline for sending relevant materials to shareholders. The new
TCC has vested the MCT with enforcement powers and additional resources. It remains to be seen how it
will use these powers in practice. The CMB has been taking enforcement actions if necessary, as in one
case where the CMB filed a lawsuit against the decisions taken in the general shareholder meeting on the
grounds that the convocation of the general shareholder meeting had been made contrary to law and the
agenda had not been announced in the form indicated in the articles of association. The primary court
accepted the lawsuit and annulled this general shareholder meeting.

267. Supervision practices in Turkey will change significantly with the implementation of the system
of mandatory electronic general shareholder meetings. Regulators are authorised to monitor the meetings,
and all the materials and communications concerning the meetings will be electronically archived by the
MKK. They are accessible to regulators as well as shareholders. The new framework is expected to
provide a high level of assurance (or pressure) that rights under the TCC and CML are respected.

3.4. Private supervision and enforcement

268. Private enforcement is rarely used in Turkey, due to a time-consuming judicial mechanism and
weak shareholder activism. Non-controlling shareholders have little power to influence the policies of
companies, in an environment where family-controlled structures predominate and the culture of share
ownership remains underdeveloped.

3.4.1. Institutions of private supervision and enforcement

269. Key actors of private supervision and enforcement include investors, private sector organisations
such as associations of industries and shareholder associations.

»  Institutional investors: Domestic institutional investors such as mutual and pension funds, many
of which are basically controlled by Turkey’s largest financial institutions, have limited presence
in the capital market. In the absence of pressures from domestic investors, foreign institutional
investors’™, who own a majority of the free float shares, are not able to exercise much influence.
A study noted that the average value of shares held in a single company by foreign institutional
investors is generally too small to justify the cost of monitoring (Ararat & Eroglu, 2012). To help
institutional investors gain power, the new TCC introduced the concept of an “institutional
representative”, who allows pools of individual shareholders to exercise voting rights collectively.
However, challenges remain as mutual funds are not required to develop and disclose voting
policies or policies to deal with conflicts that might affect their decisions regarding the exercise
of key ownership rights.

*  Individual investors: Individual investors hold the majority of the locally-held shares, while
domestic corporate investors only hold 16% of market capitalisation. The stock exchange is seen
as a platform for domestic investors to make short-term profits (the average holding period is 46
days). Some attribute the lack of shareholder culture “to the fact that the state has historically had
a predominant role in every aspect of economic and social activities of Turkey, and the citizens
have always expected the government to set market mechanisms rather than being actively
involved by themselves.” (Gonencer, 2008)
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*  Private sector organisations: Against this background, private sector organisations have become
more active in promoting corporate governance reforms. The Turkish Industrialists and
Businessmen’s Association (TUSIAD) and Corporate Governance Association of Turkey play a
leading role in co-ordinating and presenting the views of publicly held companies in Turkey,
including corporate governance matters. The Turkish Shareholders’ Association (BORYAD)
holds a share in all ISE-listed companies and acts as the voice of shareholders, notably in the
recent high-profile cases such as Turkcell (Box 10) and Dogan (Case 1 in Box 11).

270. Stock exchanges can assume a key role in implementing corporate governance standards, as is
the case in many OECD countries. Whereas the CMB Principles do not form part of the listing
requirements, the ISE has promoted the Corporate Governance Index, as discussed in the following section.
The new CML has paved the way for the ISE to become a joint-stock company, after its planned merge
with the Istanbul Gold Exchange by September 2013. The Treasury will own the majority of ISE shares for
three years. During this time period, a public offer of the ISE shares can be made upon determination by
the Council of Ministers”. The expectation is that, after the transition period, the ISE will be able to play a
more active part in international competition among stock exchanges. At the same time, a transformation to
a profit maximising exchange may reduce the emphasis on corporate governance aspects in order reduce
cost and promote trading™.

271. Private enforcement in the area of corporate governance can only be effective in an environment
of a well-functioning legal system, including an efficient judicial court system, complemented, where
appropriate, by alternative dispute resolution systems.

*  Judicial system: Investors in the Turkish capital markets have recourse to the court system for
complaints. Civil disputes are heard initially by the Civil Court of First Instance, which has
specialised branches for dealing with commercial, labour and other types of claims. Specialist
administrative courts deal with matters of public law involving an administrative institution.
Appeals go to the Court of Appeals and the High Court of Appeal. A lack of capacity and
efficiency in the judicial system has long been an issue in Turkey, notably large backlogs of cases
and the slow speed of proceedings (European Bank, 2012). Whereas specialised courts have only
dealt with a limited range of cases (e.g. insider trading), the plan to establish Istanbul as an
international financial center includes a recommendation to broaden the case of specialised
courts®'.

*  Alternative dispute resolution systems: Commercial Arbitration exists in Turkey, and arbitral
awards are binding and final. Regarding disputes arising from stock exchange transactions, the
ISE may be appointed as an arbitrator for disputes between exchange members and their clients.
Arbitral awards are subject to appeal before the CMB, whose decisions are binding and final.
They are, however, subject to appeal before the administrative court for procedural deficiencies.
Regarding disputes arising from other than stock exchange transactions, the Association of
Capital Market Intermediary Institutions of Turkey (TSPAKB) assists parties in the mediation
process, but TSPAKB’s mediation decisions are not binding. The Law on Mediation for Civil
Law Conflicts, which implements the legal framework for an alternative dispute resolution
mechanism, will be effective as of June 2013.

3.4.2. Private supervision and enforcement practices
272. The chief private enforcement device in the area of investor protection is the shareholder lawsuit
for monetary damages, brought against directors, issuing companies, and audit firms (Kraakman et. al,

2009). While Turkish laws do not recognise class actions or derivative actions, in practice several disputes
on the same issue can be combined (Ararat & Orbay, 2006).
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273. The board of directors can incur two types of liability, civil and criminal. The TCC requires
board members to act prudently and diligently when carrying out their duties and the business of the
company. Board members may only be held liable for acts arising from their negligence or fault. The new
TCC has six categories of civil liability, including failure to fulfil obligations originating from the
company’s articles of association®’. While this categorisation provides for a clearer definition of board
liability, it may also create gaps. The board, in terms of responsibility, is not clearly defined as a collegial
body, as the law does not state that every member will be vicariously liable for another director’s acts or
culpable inaction (Bicak Law, 2012). In terms of burden of proof, the presumption in the TCC is that losses
incurred by the company are a result of the acts of the board members. This means that unless the board
members prove that the losses have not resulted from their negligence or fault, they can be held liable.

274. With regard to the three areas covered by the survey, there is an exceptional case that private
enforcement by an institutional investor has a significant impact on both companies and the CMB’s
decision (Box 14).

275. The new legislative regime may have some impact on the development of private supervision and
enforcement practices, either formally or informally:

*  RPTs: Private enforcement mechanisms against abusive RPTs are enhanced in the new TCC.
Transactions that may result in financial loss to the controlled company are prohibited without
compensation. In the case of transactions that are regarded as abuse of control, those who
expressed dissent against the resolution in the general shareholder meeting or board meeting may
request a court to order the controlling company to compensate their loss.

*  Takeover bids: One method of private enforcement in this area is the filing of a lawsuit for
“specific performance under civil law against the party in default”. For instance, in the case of
Tram A.S. (see paragraph 259), the shareholders filed a lawsuit against the company following
administrative sanction by the CMB. In that case, the Court of Appeals decided that if natural or
legal persons and those acting in concert do not comply with the mandatory bid requirement, the
minority shareholders have the right to sell their shares against equitable compensation. This
decision was codified in the new TCC.

*  Shareholder meetings: The mandatory e-GEM system introduced in the new TCC (Box 9) is
expected to increase the transparency of ISE-listed companies, and to empower both domestic
and foreign investors to embrace a more activist approach. One concern has been that problems
encountered in maintaining voting integrity, and in the use of shareholder rights, through the e-
GEM system may increase the possibility of annulment of meetings by courts, putting companies
at risk of being unable to function effectively. Whether such concerns are justified, remains to be
seen.
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Box 14. Turkey — The Sportif and Futbol case

RPTs: “Sportif’ (Galatasaray Sportif Sinai ve Ticari Yatirimlar A.S.) !
made loans to its majority shareholder “Futbol” (Galatasaray Spor !
ve Futbol ISletmeciligi Ticaret A.S.) that amounted to TL 343
million. Pursuant to the CMB decision, those loans were due on 28

March 2010.

Takeover bid (9 March 2010): The CMB authorised a voluntary
takeover bid by Futbol with the intention of a merger with Sportif.
The bid price for the Sportif shares was TL 155.77 (almost 8% less
than the ISE market price). The bid period was from 9 to 24 March

(15 days).

15 March 2010: Lawsuit No.1
(Ankara Administrative Court)

15 March 2010: Lawsuit No.2
(Ankara Administrative Court)

18 March 2010: Lawsuit No.3
(Istanbul Commercial Courts of
First Instance)

19 March 2010: The
issued by the CMB

letter

24 March 2010: Update of
Lawsuit No.2

25 March 2010: QVT’s partial
tender

28 April 2010: QVT’s request
for information and placement
of items on the agenda

Galatasaray Sport Club
________ oo mm-m -

Futbol

(Merger after
Related takeover bid?)
party loans
| Sportif

Snapshot of the situation before
the takeover bid

17.7%

The largest minority shareholder “QVT” (QVT Financial LP, UK capital) filed a
lawsuit against the CMB in relation to its decision (dated on 9 March)
authorising the takeover bid. The lawsuit alleged that the CMB failed to apply
the proper criterion for determining the minimum takeover bid price and
violated its duties to protect the interests of minority shareholders. It argued
that, in determining an appropriate minimum price (TL 155.77), the CMB failed
to take into account i) the ISE market price; ii) the loans owed to Sportif by
Futbol (TL 343 million, amount to TL 169 per share); and iii) the unpaid
dividends or future expected cash flows of Sportif from valuable licensing
agreements. The bid price was more than 75% below the fair value of the
shares calculated by a valuation firm engaged by QVT.

QVT separately filed a lawsuit against the CMB requesting the suspension or
extension of the takeover bid in order to give time to address issues raised by
QVT, including: i) the under-valuation of Sportif; ii) the failure of Futbol to
comply with the CMB’s mandate regarding the repayment of loans due on 28
March; iii) the failure by Sportif to distribute dividends; and iv) the improper
use of Sportif's assets as financing for the loans arranged to funds the
takeover bid.

QVT filed petitions against Sportif and the members of the Sportif board (six
of seven members are also directors of Futbol), requiring the appointment of
an independent trustee to supervise Sportif and prevent the board of directors
from completing the merger with Futbol.

The CMB directed Sportif to explain what actions were planned to comply with
the CMB’s requirement for repayment of the related party loans due on 28
March.

The Court granted the CMB five days to respond to GVT’s request.

QVT announced that it had “reluctantly” tendered approximately 60% of its
shareholdings (its share decreased from 17.7% to 7.2%).

QVT requested a copy of the loan agreement, and the placement of items on
the agenda of the general shareholder meeting (scheduled on 3 May).

Source: PR Newswire (dated on 18, 25 March, and 4 May 2010), QVT letters to Sportif board.

276.

The implementation practice of the corporate governance code (backed by a mandatory ‘comply
or explain’ rule) provides an example of informal private supervision. To promote the implementation of

the Principles, the ISE in August 2007 launched a Corporate Governance Index (CGI). Listed companies
with a corporate governance rating of 7-10 are entitled to a 50% discount in annual listing fees for the first
two years® and to inclusion in the CGI. The corporate governance rating is determined by rating firms
authorised by the CMB, whose methodologies are based on the CMB Principles®. This mechanism has
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attracted some listed companies, but the incremental benefit of obtaining a rating is small or non-existent
for most of the companies. At the endof 2011, 41 out of 373 ISE-listed companies were included in the
CGIL. Investors, however, rarely use corporate governance ratings as criteria for investment decisions. A
recent study shows that companies that are part of the CGI have no difference in performance compared to
their peers listed in the ISE-50 index (Sengur, 2011).

3.5. Relation between public and private supervision and enforcement

2717. Extensive public supervision and enforcement is essential for ensuring the implementation of
corporate governance standards in Turkey. This is not only because private enforcement practices are not
well developed in Turkey, but also because central elements of private enforcement generally depend on
public supervision and enforcement. The scope of private supervision and enforcement includes share
pricing and voting, as well as shareholder lawsuits, all of which typically depend on the reliability of
publicly enforced, mandated disclosure (Jackson & Roe, 2009).

278. In Turkey, where damages caused by corporate misconduct and the cost of private remedies
cannot easily be compensated through private enforcement, the primary and rational option for investors is
to submit complaints to the CMB. The number of complaints submitted to the CMB has in fact increased
significantly (2 238 in 2010 and 5 801 in 2011). The number of such complaints does not appear to be
directly reflected in the number of enforcement actions by the CMB, although they may be taken into
account in the CMB’s supervision and enforcement practices.

279. In addition to relying on public disclosures, investors typically depend on the information
collected by the CMB as a basis for private enforcement. Pursuant to the Law on Information Requests, the
CMB is required to respond to information requests from investors within 15 business days, by providing
copies of relevant materials. The number of information requests has also increased recently (848 in 2010
and 2 025 in 2011). In case of civil lawsuits against public companies or their board members, the CMB
usually provides information and relevant materials upon request of the courts. Furthermore, the CMB
sometimes provides guidance to investors regarding available legal tools. Despite the indirect support by
the CMB, private enforcement is rarely considered a promising option for investors and shareholders.

3.6. Conclusions

280. In an environment of largely family/owner-controlled companies with low free float, an absence
of independent domestic institutional investors, and a judicial system not well prepared to handle corporate
law cases, the supervision and enforcement of corporate governance standards falls largely upon the
securities regulator, the Capital Markets Board of Turkey (CMB). While plans for an Istanbul International
Financial Centre foresee the creation of specialised courts, up to now private supervision and enforcement
has only played a minor role in Turkey.

281. Due to the reliance on public supervision and enforcement, the governance and effectiveness of
the relevant public authorities, notably the CMB, is of high importance. The CMB has been strengthened
over the years, and is now regarded as one of the most professional and competent authorities in Turkey.
The CMB believes that its future independence will not be affected by the recent replacement of its board
(as part of an amendment to the new Capital Market Law agreed by the parliament). The CMB has paid
increasing attention to the supervision and enforcement of related-party transactions (RPTs) and the
appointment of independent directors, the two most common problem areas in the Turkish context.

282. The powers of the CMB were significantly strengthened in the context of the recent

modernisation of the Turkish Company Code (TCC) and the Capital Markets Law (CML). The new
framework incorporates distinctive features, such as i) the CMB’s involvement in the appointment of
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independent directors, ii) the introduction of the company group concept and independent directors’ duties
in the RPT regulation; and iii) mandatory electronic general shareholder meetings. These are designed to
address the specific features of the Turkish capital markets environment. However, since these reforms are
very recent, it will be some time before the overall impact of the reform package can be assessed.
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Notes

# Total domestic saving as percentage of GDP in Turkey has declined since 1988, reaching 12.7% in 2010, the lowest
saving rate since 1980. The World Bank (2011) discussed “With domestic saving low, Turkish investments
have increasingly been financed by foreign capital, which has raised concerns about external sustainability
as the current account deficit has widened. (...) As a result, increasing domestic saving is critical for
promoting sustainability of growth in Turkey”.

* According to the Chairman/CEO of the Istanbul Stock Exchange (ISE), “only 12% of the one thousand largest
companies are listed on ISE whereas SMEs are virtually unaware of the perks of being listed” (Erkan,
2012). The Oxford Business Group 2009 Report noted that "just 130 of Turkey's 1000 largest companies
are now listed."

* Market capitalisation of the ISE reached USD 307 billion at end-2012, up by 45% on TL basis and 54% on USD
basis. According to the survey by the World Bank (2011), market capitalisation as percentage of GDP in
Turkey was 26%, far below the world average (69%) and OECD average (75%) at the end of 2011.

* An “Initial Public Offering Campaign” was initiated in 2008 by the CMB, ISE, the Union of Chambers and
Commodity Exchanges of Turkey, and the Association of Capital Market Intermediary Institutions of
Turkey (TSPAKB). The target of this campaign is to have 1000 ISE-listed companies in 2023. On
2 October 2009, the Prime Minister signed and published a “Strategy and Action Plan for Istanbul
International Financial Center”, which was prepared under the coordination of State Planning Organization
and approved by the Resolution of the High Planning Council on 29 September 2009. This plan set out 21
priorities, one of which addresses the fund raising in capital markets: “Going public of non-public
companies and spreading capital funding to the public base shall be encouraged” (Priority No.11).

7 According to the CML, capital market instruments to be issued or to be offered to the public are required to be
registered with the CMB. Companies with more than 500 shareholders are also required to be registered
with the CMB.

* For example, Demirag and Serter (2003) analysed the 100 largest Turkish traded companies (ISE 100) and showed
that “the majority of these firms are ultimately owned and controlled by families who organise a large
number of companies under a pyramid ownership structure or through a complicated web of inter-
corporate shareholdings”. At the end of 2012, the largest listed companies groups are owned by family
groups: Ko¢ Holding (Kog¢ family 69%), Sabanci Holding (Sabanci family and group companies 58%), and
Dogan Holding (Dogan family and group companies 67%).

4 According to a CMB survey in 2004, 42% of public companies have share classes with the privilege of nominating
board members, which is the most commonly used privilege (CMB, 2005). For example, Ko¢ Holding
issues two groups of shares (A-group 27% and B-group 73%). A-group shareholders have two voting
rights for each share owned (except for resolutions to change the articles of association).

**In April 2006 the CMB abolished minimum free float requirements and granted the issuers the opportunity to
determine the number of shares to be sold. Unlike the previous framework requiring at least 5%, 15% or
25% free float depending on the size of the issuer’s share capital, this Communiqué provides issuers the
flexibility to determine the number of shares to be sold and thus the free float rate. However, due to ISE
listing requirements, this freedom is applicable only for certain issuers (i.c. issuers listed on the ISE
National Market with a market capitalisation of publicly offered shares exceeding TL45 million and issuers
listed on the ISE National Second Tier Market or New Economy Market).
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31 According to the ISE Trends Report by TUYID and MKK (2013), foreign investors with US residence hold 33% of
the foreign investment at the ISE, followed by UK investors holding 18% at the end of 2012.

2In June 2012, Turkey’s parliament passed a draft law allowing the government to give 25% of contributions to
private pension plans. The government’s contributions will be withdrawn if a client cancels membership
within three years. The law also exempts 15% of taxes on financial gains from all pension contributors.
(Meric, 2012).

33 The CMB may place additional conditions for the authorisation of audit firms (Article 62 of the new CML).

> According to Article 19 of the previous CML, one-third of the members other than the Chairman shall be elected
every two years.

> The previous CML had also stipulated qualification requirements such as: i) a bachelor’s degree in law, economy,
finance, etc.; and ii) 12 years experience in the area of financial markets, economy, finance, etc.

% The replacement of the CMB Board, in the context of the CML revision, raised some questions in the financial
press, as several members of the CMB Board (including the Chair) had not yet served out their full term.

" In case the income from this fund is insufficient to meet the expenditures, the deficit should be financed by the
budget of the Treasury, although no deficit has been reported since 1992. This ratio may be reduced by
Council of Ministers if deemed appropriate.

¥ Pursuant to Statutory Decree (November 2011 and December 2012), professional staff who join the CMB after
January 2012 are subject to salary limitations not exceeding those of the Prime Ministry staff.

¥ The CMB conducted a survey on the compliance with the CMB Principles for all listed companies in 2004 (CMB,
2005) and for ISE-100 companies in 2007 (CMB, 2007). Since 2007, the CMB has not published any
survey reports on corporate governance compliance.

8 See supra note 44.

%! Investors have the right to sell out shares in case the free float falls below 5%. In practice, the free float ratio
increases through the sales by sharcholders following the IPO.

62 The CMB adopted a number of rules designed to strengthen the rights fo minority shareholders (e.g. CMB
Communique IV-56 in Box 9).

% On 7 September 2012, the CMB imposed an administrative pecuniary fine (TL 18 492) on a listed company
(Kardemir) for breach of the disclosure requirement regarding non-compliance with the CMB Principles.

5 For example, the CMB may request the cancellation of the board decisions regarding the increase of share capital
adopted within the scope of the registered capital system (CML Article 46).

5 There are some instances in which the CMB gave a negative opinion on independent member candidates. In the
case of Ko¢ Holding A.S., the CMB concluded that the candidates proposed by the company failed to
satisfy all the qualifications. In the case of Turkcell, CMB did not evaluate individual candidates, as the list
of the candidates had failed to gain the board of directors (See Box 10).

8 According to Article 17 of the new CML, the procedures and the principles regarding (...) the independent
memberships of board of directors shall be determined by the CMB.

7 One observer noted, “If they are independent, they won’t be nominated”.
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% The Turkish Accounting Standards Board (TMSK) adopted IFRS in 2005. Pursuant to CMB Communiqué XI-29,
public companies shall apply IAS and IFRS, and shall indicate in the footnotes that the financial statements
were prepared according to IAS/IFRS as they are endorsed by the European Union (Article 5). Turkey
adopted IAS 24 to define RPTs and related parties for the purposes of financial reporting. In addition to
IAS 24, the adoption of IFRS also involves a number of other highly relevant standards. In particular, IAS
27, IAS 28 and IAS 31 require both a list and a description of significant investments in subsidiaries,
associates and entities under joint control.

% This report is required to be prepared by the valuation companies accepted by CMB.

" CMB Communiqué IV-41. In the amendment of July 2011, the threshold of RPTs requiring an independent
fairness report was decreased from 10% to 5% (of total assets or total revenues). Furthermore, listed
companies are no longer required to obtain an independent fairness report for RPTs of a continuous and
prevalent nature.

"I The following information shall be disclosed: the nature of the transaction and relation of parties; the summary of
the independent fairness report; and (if the actual transaction price does not coincide with the report’s
result) the reasoning of the difference by the management. The independent fairness reports shall be
available for shareholder examination 15 days before the annual meeting.

7 The selection of the companies for detailed review can occasionally be based on special risk factors (e.g. becoming
a publicly held company through a recent IPO).

7 The Public Disclosure Platform (www.kap.gov.tr) is an electronic disclosure system using internet and electronic
signature technologies. Starting from June 2009, all notifications of listed companies shall be announced
on this platform. The system is operated and managed by the ISE. The information regarding an
independent fairness report (ibid) shall be disclosed on this platform.

™ Article 15/6 of the previous CML. In the new CML, Article 21(1) forbids publicly-held companies to transfer
income to related parties by decreasing their profits or their assets, or by preventing the increase of their
profits or their assets via performing transactions such as contracts or commercial practices containing
different prices, fees, amounts or conditions or producing a trading volume in violation of the conformity
with market practices and comparability to similar transactions, prudence and honesty principles of
commercial life.

5 Article 155 of the Turkish Criminal Code.

"6 Article 208 of the New TCC provides for granting the squeeze-out right to the shareholder who controls, directly or
indirectly, at least 90% of the share capital and having at least 90% of the voting rights (i.e., the parent
company) in a joint stock corporation.

" The CMB may appoint its staff as observer at general shareholder meetings: a) at the company’s request; b) at the
shareholders’ request; c) to determine whether CMB requirements are fulfilled; or d) to determine how a
conflict of interest among the shareholders is handled.

" In contrast to the case of domestic investors, the beneficial ownership of the foreign investors is not always
disclosed.

" The shares of the ISE will be owned by the Treasury (51%) and the ISE (49%), and a part of the latter shall be
transferred to other parties (e.g. the Association of Capital Markets). After three years, the remaining
shares in the ISE shall devolve to the Treasury. A public offering of the ISE's shares can be made upon the
determination by the Council of Ministers (Article 139 of the new CML).
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%0 See e.g. Caglio and Pescatori (2013).

81 One of the priorities listed in the “Strategy and Action Plan for Istanbul International Financial Center” addresses
an improvement of the judicial system to ensure expeditious and effective resolution of disputes (Priority
No.1). As a part of this measure, it is stated that “one of the existing courts shall be mandated to become
the specialised court because such action would be easier and more economic than establishing a new,
separate specialized court”.

%2 The new TCC defines six categories of civil liability: i) liability arising from non-compliance of documents and
declarations; ii) false declarations regarding capital and knowledge as to insolvency; iii) liability
originating from valuation; iv) liability originating from collection of money from the public; v) failure to
fulfil obligations originating in the law articles of a company; vi) liability arising from breach of
confidentiality.

8 Companies included in the ISE Corporate Governance Index are entitled to a 50% discount in annual listing fees for
the first two years, a 25% discount for the following two years, and a 10% discount thereafter.

8 A rating between 1 and 10 shall be determined based on the compliance assessment with all CMB Principles as a
whole. This is determined by calculating the weighted average of the ratings of four sections of the
Principles: Shareholders (25%); Public disclosure and transparency (35%); Stakeholders (15%); and Board
of directors (25%).
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THE UNITED STATES?

4.1. Introduction

283. This report is part of a more comprehensive review of supervision and enforcement of corporate
governance rules in various jurisdictions. Focusing in particular on the United States, this report examines
private supervision and enforcement, in interaction with public enforcement, of governance rules
applicable to related-party transactions (RPTs) and takeovers.

284. For purposes of this report, RPTs are defined as transactions between (i) the issuer or one or more
of its unrelated shareholders and (ii) a related party (that is, a person exercising substantial control over the
conduct of the issuer’s business, by reason of share ownership or status as a director or executive officer of
the issuer). Consistent with the approach taken in the OECD’s 2012 report on the subject, however, this
report does not address executive compensation (remuneration). This report also addresses only operating
businesses, and excludes coverage of investment companies, which in the United States are subject to
specialised regulation of governance and RPTs.*

285. In general, governance rules (as distinguished from disclosure requirements) relating to RPTs and
takeovers in the U.S. are enforced through private litigation. That private enforcement system relies on an
active complement of plaintiffs’ class and derivative suit attorneys and the availability of substantial fee
awards for successful litigation. That system offers a robust level of protection for investors from
misappropriation of shareholder value due to RPTs, and is also effective in addressing a limited range of
fiduciary conduct in connection with corporate takeovers not involving RPTs. The efficacy of that
enforcement system, however, which is largely based upon the law of individual states rather than national
(federal) law, depends significantly on the continuation of strong disclosure requirements in relation to
RPTs and takeovers, requirements that are prescribed by the federal government and enforced by both the
Securities and Exchange Commission (SEC) and private litigation. To the extent that recent securities
legislation eliminates those disclosure requirements across a significant group of issuers with widely traded
equity securities, the efficacy of the private enforcement system could therefore be impaired. Likewise,
recent litigation trends toward parallel litigation in multiple forums and toward favouring privately
imposed arbitration requirements might also affect the efficacy of the current private enforcement system.

4.2. The market context and the governing legal structure

4.2.1. Market context

286. In the United States, investment in publicly traded enterprises tends to be widely dispersed;
public equity investors most commonly invest in firms with no controlling or dominant shareholder or

shareholders. For such broadly owned enterprises, the listing requirements of national securities exchanges
require that the governing body — the board of directors — have a majority of directors who are independent

* This chapter was prepared by Laurence Hamermesh, Professor, Widener University School of Law, acting as a
consultant to the OECD. Section 4.6. was added following the discussion of the report by the OECD
Corporate Governance Committee on 15 April 2013.
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of management.** As a result, significant RPTs typically involve approval by a board consisting of a
disinterested, independent majority of directors, and are thus not implemented unilaterally by the
controlling shareholder and its nominees on the board of directors. Perhaps for this reason, problems for
public investors arising from RPTs tend to be concentrated in the United States in the minority of publicly
traded enterprises that have a controlling shareholder, as was the case with the Southern Peru litigation
described in part 4.3.2.1. below.

4.2.2. Federal/State/SRO allocation of authority

287. In the United States, the regulation of RPTs and corporate takeovers in the interest of investor
protection is a responsibility shared by multiple layers of governmental and self-regulatory organisations.
As discussed below, the primary role of the central/federal government in the U.S. arises under the federal
securities laws.*” Those laws establish a system of continual information reporting for issuers whose equity
securities are either traded on a national securities exchange or held by a specified minimum number of
shareholders identified as such on the issuer’s stock records.*”® Other aspects of the federal securities laws
require issuers offering securities to the public to disclose to potential investors information regarding
RPTs during specified periods leading up to the offering.*

288. Complementing that federal disclosure-oriented regulatory system are the laws of the individual
states (notably Delaware™) that define the powers and duties of corporate directors and the rights of
stockholders to seek judicial relief for violations of those duties.”’ As discussed below, those duties —
particularly the judicially defined fiduciary duty of loyalty — significantly constrain the ability to engage in
RPTs, and private litigation is the primary tool by which shareholders are able to enforce these obligations.

289. The U.S. system of regulation of RPTs and takeovers also includes rules established by securities
exchanges that require shareholder approval for certain actions, including issuance of common stock to a
director, officer or substantial security holder, and issuance of stock that would either result in a change of
control of the issuer or the issuance of stock having voting power in excess of 20% of the voting power of
the shares previously issued and outstanding.” Because the ultimate enforcement sanction for violating
these rules is delisting from the exchange, however, rather than fines or penalties or damages in civil
litigation,” this report does not address these rules any further.

4.2.3. Roles of public and private enforcement

290. Because of the allocation of regulatory responsibility described above, understanding the roles of
public and private enforcement in regard to RPTs and takeovers requires examination of multiple
regulatory schemes. The federal (primarily disclosure-oriented) regulatory scheme is enforced both
publicly and privately. The Securities and Exchange Commission (“SEC”) is the agency charged with
enforcing the federal securities laws, and federal legislation confers upon it a variety of enforcement
powers (to impose administrative fines and penalties, initiate litigation seeking injunctive relief, bar
individuals from serving as officers or directors of public companies, and to enter cease and desist orders’™).

291. Despite its extensive enforcement powers, the SEC views private enforcement mechanisms as an
important supplement in achieving compliance with the federal securities laws. A current Commissioner
of the SEC has expressed the belief that “both the public and private aspects of securities enforcement are
critical, that they complement each other, and that they are interrelated.” (Walter, 2011) *° It thus appears
to be commonly accepted that over the long term, public and private enforcement measures complement
one another. Those mechanisms include the private class action, as discussed in part 4.3.3.1. below. In
addition to those private enforcement mechanisms, the SEC is now empowered, by the Dodd-Frank Act of
2010, to grant monetary awards to persons (identified as “whistleblowers”) who provide information to the
SEC leading to recoveries of USD 1 million or more in public enforcement proceedings.”

95



DAF/CA/CG(2012)9/FINAL

292. Enforcement of the fiduciary duties imposed by state law, in contrast, is almost exclusively a
matter for private litigation. The laws of judicial process in the state and federal courts in the U.S. provide
two important and distinct mechanisms for private litigation to enforce fiduciary duties: class actions,
brought on behalf of a large number of similarly situated investors (such as minority stockholders affected
or potentially affected by a merger with a controlling person in which their shares are converted into the
right to receive cash); and derivative suits, brought by a stockholder to pursue the corporation’s claim for
relief on account of harm to the corporation itself (arising from, for example, misappropriation of corporate
assets by a related party).”” In both forms of litigation, the primary and critical incentive to pursue the
litigation is the prospect that the court will award counsel for the plaintiff stockholder(s) a fee based on any
monetary recovery or other benefit obtained through a judgment or settlement in the litigation.”® The
standard justification for such an award is that the person who creates a benefit (plaintiff’s attorney) for
others (members of the stockholder class, or the corporation and, indirectly, its stockholders) is equitably
entitled to a share of that benefit.”

4.3. Enforcement relating to related party transactions
4.3.1. Disclosure requirements
4.3.1.1. Federal law (public companies)

293. The federal securities laws include a variety of requirements designed to assure that investors in
publicly traded companies have access to material information concerning RPTs.'” As previously noted,
the ’34 Act requires registered companies to disclose, on at least an annual basis, the material information
concerning any transaction by the issuer involving over USD 120 000 with any director, executive officer,
or holder of over 5% of any class of the issuer’s securities.'”’ If the issuer seeks a vote of stockholders to
approve an RPT, the issuer’s proxy statement submitted to stockholders must describe “any substantial
interest, direct or indirect,” in the matter to be voted on.'” Finally, when affiliates of an issuer (including
controlling stockholders) purchase the issuer’s shares or engage in a transaction (such as a going-private
merger) so as to result in deregistration under the 34 Act (and resulting termination of periodic reporting
requirements) or delisting from a securities exchange, SEC Exchange Act Rule 13e-3 requires that the
issuer disseminate to investors extensive information about the transaction, including its purpose,
alternatives considered, whether the transaction is believed to be fair or unfair to unaffiliated stockholders,
and the factors relied upon in forming that belief.'”

294. The SEC is the primary enforcer of these federal disclosure requirements, and it accomplishes
this by a variety of techniques. The SEC’s Division of Corporation Finance:

[S]electively reviews filings made under the Securities Act of 1933 and the Securities Exchange
Act of 1934 to monitor and enhance compliance with the applicable disclosure and accounting
requirements. In its filing reviews, the Division concentrates its resources on critical disclosures
that appear to conflict with Commission rules or the applicable accounting standards and on
disclosure that appears to be materially deficient in explanation or clarity. (SEC, 2012)

295. Where an issuer consistently fails to prepare and file the disclosure documents required under
the ’34 Act, the SEC is empowered to — and regularly does — revoke the registration (and hence trading
privileges) of the issuer’s equity securities (e.g. SEC, 2013). The SEC’s enforcement powers also include
imposition of administrative fines and penalties, seeking injunctive relief, and reference to the Department
of Justice for criminal prosecution, and those powers may be exercised with respect to materially
inadequate disclosures, as well as outright failures to make required filings.'**
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296. The SEC’s enforcement powers are supplemented by the ability of investors to bring civil class
actions to recover damages due to materially false or misleading disclosures in connection with RPTs. In
most cases, the efficacy of these private class actions is limited by the requirement that the investor
sufficiently allege and prove that the issuer and one or more of its senior officers acted with fraudulent
intent, as opposed to ordinary negligence, in making the materially false or misleading statement(s) about
the RPT.'”

4.3.1.2. State law/fiduciary disclosure duties

297. Under state common law, directors, officers and controlling shareholders have long been held to
have a duty to disclose to shareholders all material information concerning RPTs for which shareholder
approval or response (by tendering shares or voting to ratify, for example) is requested.'” Investors’
claims that this duty of disclosure has been violated are commonly brought as class actions in state (often
Delaware) courts, seeking to enjoin the RPT until curative disclosure is made, or seeking monetary
damages, or both.'"”” Indeed, one of the landmark opinions in this area sustained a claim for damages on
behalf of a class of minority shareholders whose shares had been purchased in a tender offer by a
controlling shareholder based on material omissions in the offering documents.'™ State law claims of
breach of fiduciary disclosure duty in connection with RPTs, unlike parallel claims under the federal
securities laws, do not require pleading or proof of fraudulent intent on the part of the directors, officers or
controlling shareholder.'”

4.3.2. Substantive requirements

298. The discussion up to this point has addressed obligations of disclosure relating to RPTs. Those
disclosure obligations, and their enforcement, are critical to the regulation of RPTs, in at least two respects:
first, they result in the provision of information necessary to the success of efforts to enforce substantive
limitations on RPTs; and second, the obligation to disclose the existence and substance of RPTs may itself
constrain the ability and motivation of related persons to take unfair advantage of the corporation and its
public shareholders through RPTs.

4.3.2.1. State law/fiduciary duty of loyalty

299. In the United States, state corporate law supplies the primary legal constraint on RPTs, through
enforcement of the fiduciary duty of loyalty. RPTs necessarily implicate that duty, because they inherently
involve the possibility that the terms of a transaction between a director, executive officer or controlling
shareholder, on one hand, and the issuer or minority or public shareholders, on the other hand, will be
influenced in a manner adverse to the issuer or its minority or public shareholders due to the conflicting
financial interest and influence of the related party. Thus, for instance, the duty of loyalty of a director,
officer or controlling shareholder is implicated when the corporation sells assets to or purchases assets
from such a related party, issues shares to or acquires shares from such a party, and merges with an entity
affiliated with such a party, where the shares held by minority or public shareholders are acquired for cash
(a “squeeze-out merger”).

300. The rules governing judicial review of RPTs in private litigation include presumptions and
burdens of proof that significantly strengthen such litigation as an enforcement tool. Most notably, and as
expounded primarily by the Delaware courts, in response to litigation the proponents of an RPT are
required to carry the burden of proving the “entire fairness” of an RPT, in the absence of protective
measures (discussed below) to validate the transaction. “Entire fairness,” in turn, has been said to require
inquiry into “two basic aspects: fair dealing and fair price.”''’ “Fair dealing” “embraces questions of when
the transaction was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how
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the approvals of the directors and the stockholders were obtained.”'"" “Fair price” “relates to the economic

and financial considerations” of the transaction.''?

301. If the proponents fail to establish the “entire fairness” of the RPT, the court may rescind the
transaction or award monetary damages that would place the affected parties in a position as nearly
equivalent to rescission as possible. In the absence of one or more mechanisms requiring evaluation,
negotiation and approval by disinterested, independent directors or minority or public shareholders, the
related party bears the burden of proving the entire fairness of the RPT.'"” And if the related party in an
RPT is a controlling shareholder, the court must still engage in a substantive evaluation of the fairness of
the RPT, even if such approval is obtained, rather than extend essentially conclusive deference (under the
so-called “business judgment rule”) to the transaction.''*

302. In RPTs with a related party other than a controlling shareholder, proponents of the RPT can
implement certain protective measures to avoid the burden of proving entire fairness. Thus, by
conditioning completion of the transaction on approval by informed, disinterested and independent
directors or minority or public shareholders, the proponents of the transaction may be able to establish that
it is as fair to the corporation “as though each of the contending parties had in fact exerted its bargaining
power at arm’s length.”'"?

303. For that reason, related parties commonly structure the RPT based on evaluation by and
negotiation with a special committee of disinterested directors who are sufficiently independent of the
related party. Approval of the RPT by such directors in such a process will restore application of the
deferential “business judgment rule” standard of judicial review, but only if the proponents of the RPT
demonstrate that the special committee was (i) comprised of truly disinterested directors who are
independent of the related party, and (ii) fully informed by the related party of all facts material to their
evaluation and negotiation of the transaction.''® Alternatively, or in addition to approval by a special
committee of independent directors, proponents of an RPT may condition effectuation of the transaction on
approval by the holders of a majority (or higher level) of the shares held by minority or public shareholders.
As with special committee approval, this “majority of the minority” approval is effective to restore
“business judgment rule” deference only if (i) the shareholders are themselves disinterested and
independent of the related party, and (ii) they are fully advised of all facts material to their evaluation of
the RPT.

304. Thus, the doctrinal content of state law governing RPTs encourages related parties to structure
such transactions to include requirements of informed approval by disinterested, independent directors or
shareholders, or both, or risk judicial invalidation of the transaction. The following inset describes a
notable recent example of private enforcement of the duty of loyalty in the context of an RPT involving a
public company.

305. Cases like Southern Peru (Box 15) — where duty of loyalty claims are the subject of a full trial,
court opinion, and appellate opinion — are rare, because in shareholder litigation (and civil litigation in
general) cases that proceed beyond initial efforts to dismiss the case as legally insufficient on the face of
the pleadings most frequently result in negotiated settlements. Although such settlements in shareholder
representative litigation require judicial approval before consummation, they rarely involve precise judicial
evaluation of the claims presented. Despite their rarity, however, cases like Southern Peru are important
because they provide guidance to and influence the behaviour of related parties when they consider and
structure RPTs.
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Box 15. USA - The Southern Peru litigation

In 2004, Grupo Mexico, S.A.B. de C.V., the controlling shareholder of Southern Peru Copper Corp.,
proposed that Southern Peru issue shares of its stock in exchange for Grupo Mexico’s 99.15% interest in Minera
Mexico, S.A. de C.V. A Southern Peru shareholder brought a derivative suit challenging the transaction. In 2011,
finding that the Southern Peru shares issued in the deal had a value of USD 1.263 billion in excess of the value of
the interest in Minera Mexico acquired by Southern Peru, the Court of Chancery entered judgment against Grupo
Mexico in that amount, plus interest, payable via return of Southern Peru shares. Despite the fact that a special
committee of independent directors (a minority of the board) approved the transaction, the Court placed upon the
defendants the burden to establish the entire fairness of the transaction. That imposition resulted in part from the
limited role of the committee (evaluating a proposal, rather than negotiating or seeking alternatives) and its
strained efforts to adopt a valuation approach that would permit it to approve the deal, rather than rejecting the
proposal. The Court awarded attorney’s fees of over USD 300 million, payable out of the award returning shares
to Southern Peru.

4.3.3. Procedural rules governing private enforcement (including fee awards)
4.3.3.1. Private class actions

306. The substantive fiduciary obligations described in part 4.3.2.1. above are frequently invoked by
stockholders asserting that directors or controlling shareholders have established terms of a merger or other
transaction by which the publicly held shares are converted into cash or other shares on a basis that
benefits the controlling shareholder or other related party to the detriment of the public shareholders. The
primary mechanism by which to assert those claims of breach of fiduciary duty is the class action.'"” The
class action is privately initiated, by one or more public or minority shareholders, seeking recovery of
damages or other judicial relief not only on their own behalf but on behalf of the class of similarly situated
shareholders. This private litigation mechanism is critical to enforcement of fiduciary duties of directors
and controlling shareholders, because in an environment in which publicly traded shares are widely
dispersed, and in which the costs of litigation are substantial, it is not economically viable for any one or
even a few individual shareholders to bring the necessary litigation; the potential recovery for those few
individuals would typically not nearly cover the cost of the proceedings. Where the claims may be pursued
in a class action on behalf of a large number of similarly situated shareholders, however, meritorious
litigation becomes economically viable: an attorney representing the shareholder plaintiffs in such a class
action can be induced to make the necessary investment of time and out of pocket expenses (for expert
witnesses, for example) by the potential for recovering significant fees (and reasonable expenses as well) if
a recovery is obtained for the class through either judicial award or settlement. The United States has an
active and extensive set of plaintiffs’ attorneys who are capable of and interested in pursuing private class
actions in which there is a realistic prospect of success, and indeed, such plaintiffs often compete with one
another for the right to engage in an active role in such litigation. (Strine et al., 2013) The viability of such
representative litigation is also enhanced by the prevailing rule that defendants in such litigation may not
recover their own fees and expenses from the stockholder plaintiff except in cases of extreme misconduct
and bad faith in bringing class and derivative litigation.""®

4.3.3.1.1. Derivative actions
307. Where an RPT (such as a corporation’s purchase of an asset from a related party at an improperly
inflated price) results in harm to the corporation itself, rather than to stockholders through conversion of

their shares in a merger or similar transaction, prevailing law in the United States deems that the claim of
breach of fiduciary belongs to and must be brought by or in the name of the corporation.''” When such
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proceedings are brought by shareholders derivatively — that is, on behalf and in the right of the corporation
— they are described briefly as “derivative actions.” And like class actions, derivative actions are critical to
the enforcement of fiduciary duties in relation to RPTs: the same potential for recovery of attorney’s fees
and expenses out of the proceeds of a judgment or settlement in favor of the corporation (and against a
related party) provides the incentive for private plaintiffs’ counsel to initiate and prosecute the proceeding.
As with class actions, there is an active and extensive set of plaintiffs’ lawyers who are capable of and
interested in pursuing derivative actions in which there is a realistic prospect of success.

308. Where the alleged harm to the corporation arises from a transaction approved by a disinterested
and independent board of directors, however, applicable rules ordinarily preclude a shareholder from
pursuing a claim of breach of fiduciary duty, on the theory that the corporation’s claim is an asset of the
corporation that should ordinarily be managed by or under the supervision of the board of directors.'*
Where the transaction is an RPT, and is not approved by disinterested directors constituting a majority of
the board of directors, those rules are relaxed to permit sharecholders to proceed on the corporation’s behalf,
on the theory that the board of directors cannot appropriately determine whether to pursue the
corporation’s claim.'*'

4.4. Enforcement relating to takeovers
4.4.1. Disclosure duties

309. Corporate takeovers (i.e., changes in corporate control effected through acquisition of stock) are
effected in the U.S. primarily through either tender offers for a company’s stock, or a merger with the
target company, or a combination of both mechanisms. In addition to the state law fiduciary disclosure
duty described in section 4.3.1.2. above, federal law prescribes significant disclosure requirements in
connection with both tender offers and mergers. Because of this paper’s focus on enforcement of
governance rules, however, the following description of those disclosure requirements is limited to the
requirements applicable to target companies and their managements.

310. Within ten business days after commencement of a tender offer for a company’s shares, the target
company is required under federal securities laws to publish a statement disclosing whether it recommends
acceptance or rejection of the offer,'” and that statement must be accompanied by the filing with the SEC
of a schedule including the reasons for the target’s recommendation, conflicts of interest involving the
directors and officers and the tender offeror, and transactions entered into by the target company in
response to the tender offer.'” Where a corporate takeover is accomplished by means of a merger, the
shareholders of the target company are required under state law to vote to approve the transaction.'”* As a
result, federal rules governing the solicitation of proxy voting authority prescribe extensive disclosures
about the transaction to shareholders in connection with that vote.'”

311. As with the periodic disclosure requirements reviewed in part 4.3.1.1. above, supervision and
enforcement of federal disclosure requirements in regard to mergers and acquisitions are conducted both
by private litigants, who typically are permitted to seek injunctive relief to enforce the requirements, and
by administrative regulatory authorities (the SEC’s Division of Corporation Finance reviews compliance
with the rules governing mergers and acquisitions and other disclosure requirements).

4.4.2. State law/fiduciary duty limitations on takeover defenses
312. Where directors of a target company actively pursue the sale of the company, the state law
doctrines of fiduciary duty described in part 4.4.3. below govern the directors’ handling of the sale process.

The target directors have considerable authority under applicable state law, however, to decline to accept a
takeover bid and recommend that stockholders reject it;'** and they also have authority to take unilateral
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actions that interpose obstacles to the consummation of an unsolicited tender offer to stockholders.'”” The
directors’ authority in this regard, however, is not limitless, and has been the subject of substantial
attention in private litigation, primarily in Delaware, challenging the use of that authority.

4.4.2.1. Takeover defenses generally

313. As developed by the Delaware courts, the framework for judicial review of anti-takeover
measures adopted by directors is highly contextual: in general, the judicial inquiry into the validity of such
measures examines whether the measure is “coercive” to stockholders or “preclusive” in rendering the
success of takeover bids essentially unattainable; if not, the courts examine whether the measure falls
within a “range of reasonableness,” and approval by a disinterested, independent majority of the board of
directors promotes a finding of such reasonableness.'**

314. As a practical matter, the most important antitakeover device used in the U.S. is the so-called
poison pill, or shareholder rights plan. The validity and efficacy of the poison pill, however, at least as a
matter of Delaware law, depends on the possibility that stockholders can elect a new board of directors
with authority to eliminate the poison pill if they determine that a takeover bid should go forward.'” That
principle of ultimate stockholder control of the poison pill through the electoral process was established in
private litigation initiated by both the bidder and by a stockholder plaintiff in a class action.'

4.4.2.2. Electoral manipulation

315. Because of the importance of shareholder electoral rights, including in the context just described
in part 4.4.2.1., it is important to examine the extent to and manner in which those rights are enforced. As
in the other contexts reviewed above, such enforcement in the U.S. is based on state law doctrines of
fiduciary duty, applied in the setting of private litigation by shareholders. That law does not invalidate all
actions by the board of directors that indirectly or even directly make it marginally more difficult for
shareholders to remove incumbent directors and elect a competing slate of candidates. But within the
limitations of the U.S. system of proxy solicitation — ordinarily, shareholders seeking to nominate and elect
a competing slate of directors must expend substantial resources to campaign against incumbent candidates
whose campaign is funded by the corporation itself — state fiduciary duties prohibit directors from taking
actions that substantially impair the ability of stockholders to mount a successful campaign to replace
incumbent directors.””! Such actions are not accorded the same judicial deference accorded to ordinary or
even extraordinary decisions involving business judgment; rather, even where directors believe in good
faith that electing a competing slate would be contrary to the interests of the corporation and its
shareholders, their fiduciary duties prohibit them from manipulating the electoral process to prevent such
an election, unless they can establish at a minimum a compelling justification for such manipulation.'*

4.4.3. State law/fiduciary duty limitations on company sales

316. As discussed above in part 4.3.2.1., transactions in which a related party acquires the
corporation’s publicly held shares (typically by means of a merger or tender offer) are governed by fairly
stringent doctrines associated with the fiduciary duty of loyalty. In the absence of the conflicts of interest
associated with RPTs, however, fiduciary duty doctrine prescribes much greater judicial deference
(through a formulation often described as the “business judgment rule”'”). The Delaware courts, however,
have developed and applied an interim, somewhat more demanding level of judicial review in the case of
takeovers, even by unrelated third parties. This doctrinal approach emerged in 1986 in the Delaware
Supreme Court’s influential Revion opinion and has been refined extensively in subsequent case law."**

317. The Revion doctrine has been applied primarily to limit the ability of the board of directors to
enter into agreements with a friendly bidder that have the effect of unduly deterring competing bids. Thus,
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for example, granting an option to a management-friendly bidder to acquire major lines of business at
severely discounted prices could effectively deter any other bidder from presenting a superior bid, and
would thereby deprive stockholders of the ability to reject the management-sponsored bid with the view to
receiving a higher competing bid. On the other hand, bidders’ willingness to bid may be enhanced by the
availability of termination fees or similar rewards that compensate for the fact that the target’s shareholders
must approve the deal and that the target may retain the flexibility to entertain superior bids, while the
bidder remains contractually and financially committed. Delaware courts have resolved this tension by
validating common bidding deterrents (such as termination fees of 3% of deal value or less, and
agreements (“no-shop” clauses) to refrain from actively soliciting competing bids), while invalidating more
intrusive deterrents such as the “lockup” options described earlier."”

318. Courts applying fiduciary duties of directors in relation to the conduct of management in
structuring corporate takeovers have also actively questioned the role of participants in the sale process
who suffer from motivations that compete with the interests of investors in securing the highest price in the
sale of the company. In some instances, for example, the courts have questioned the role of financial
advisors who, while assisting the board of directors in evaluating a bid, have an undisclosed interest in
financing the bid."*® Similarly, the courts have questioned the role of senior executive officers who, while
purporting to negotiate the sale in the interests of investors, engage in undisclosed discussions with the
bidder concerning the possibility of the officer’s acquiring a significant division of the company following
its sale.””” In both situations, the courts have ordered that the company sales not go forward without full
disclosure of the potentially competing motivations of the deal participants.

4.4.4. Class action procedures for private enforcement

319. Like the fiduciary obligations applicable to RPTs, the fiduciary obligations associated with the
directors’ handling of corporate takeovers are typically enforced by shareholders through the class action
mechanism discussed in part 4.3.3.1. above. In addition, and as in Revion itself, competing bidders
frequently initiate and prosecute fiduciary duty litigation individually rather than on behalf of a class.
Although they typically litigate their cases concurrently with shareholders, their financial motivation for
litigating is the success of their bid rather than the potential for an award of attorney’s fees.

4.5. Longer-term trends regarding private enforcement

320. In general, the private enforcement system in the United States, with its active complement of
plaintiffs’ class and derivative suit attorneys and the availability of substantial fee awards for successful
litigation, offers a robust level of protection for investors from misappropriation of shareholder value due
to RPTs. That system is also effective in addressing a limited range of fiduciary misconduct in connection
with corporate takeovers not involving RPTs. The three recent developments described below, however,
merit attention because of their potential to diminish the efficacy of the existing private enforcement
system.

4.5.1. Multi-forum litigation

321. Recent studies have observed that within the last decade, class action litigation is now filed with
respect to nearly every merger and acquisition of a public company; in nearly half of these cases, class
actions targeting the same transaction were filed in multiple U.S. jurisdictions; and only about 5% of these
situations resulted in any additional payment to investors (yet 84% of them resulted in payments of
attorneys’ fees to plaintiffs’ counsel, principally attributable to additional disclosures (as opposed to
enhanced payments to investors) made by the corporation.'*® These statistics have engendered concern that
existing private enforcement mechanisms may, in the context of representative sharcholder litigation, be
disserving investors and enriching plaintiffs’ counsel and, in some instances, enabling the termination of
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legitimate claims of breach of fiduciary duty. In a number of ways, the existence and continuation of the
practice of filing of lawsuits nearly simultaneously in multiple jurisdictions may be contributing to those
effects.'”

322. A variety of approaches to address the problem of multi-forum litigation has been proposed and
to some extent tried. Under one approach, defendants ask the various courts involved to consider and, if
necessary, confer with one another to reach consensus on which court should handle all litigation relating
to a particular transaction. Another approach advocates that the courts in the jurisdiction that supplies the
governing law (most commonly Delaware) should ordinarily be the center of litigation involving claims
arising under that jurisdiction’s corporation law. Finally, another approach would rely on private ordering,
by advocating the adoption of provisions in the corporation’s governing documents (the articles or
certificate of incorporation, or the bylaws) requiring that litigation involving the internal affairs of the
corporation (notably, cases invoking the fiduciary duties of directors) proceed in the courts of the state of
incorporation.'*’

323. Each of these three approaches has potential shortcomings. The first approach (judicial
conference and consensus) presupposes that judges in multiple forums will inevitably agree on which
forum should proceed with litigation, but that presupposition may not always be correct. The second
approach may be somewhat more promising, because a revised and more generally accepted doctrinal
structure may provide an inducement or protection that would enable judges to implement a consensus
approach to the choice of forum.'*" The third approach is also promising, but only to the extent that courts
and other legal institutions outside the jurisdiction of incorporation are willing to enforce a forum choice
reflected in the corporation’s governing documents. Not all jurisdictions are clearly willing to do so,"
however, and litigation is pending and unresolved, even in the state of Delaware, concerning the validity
and enforceability of a forum selection provision in a corporation’s bylaws (Pileggi, 2012).

4.5.2. Arbitration provisions affecting private enforcement

324. Private enforcement in the U.S. of the fiduciary duties of directors and controlling shareholders
has been centered in state (and to a lesser extent federal) courts. Recent decisions of the United States
Supreme Court, however, have strongly favored private agreements to submit disputes and claims for relief
to arbitration in lieu of court proceedings, and have invalidated state legislation prohibiting arbitration
agreements that exclude the possibility of pursuing claims on behalf of a class of similarly situated
claimants.'® To this point there has been little effort to include provisions in governing corporate
documents that would require arbitration of sharecholder claims of breach of fiduciary duty. The SEC
appears to take the position that the effectiveness of a registration statement for a public offering should
not be accelerated where the issuer’s governing documents purport to require arbitration, rather than
litigation, of investor claims (Roos, 2012). It is unclear, moreover, whether a corporate charter or bylaw
provision requiring arbitration of claims of breach of fiduciary duty in relation to RPTs would be
enforceable against a shareholder who did not specifically consent to such a requirement. Nor is it clear,
on the other hand, that even if such a requirement were deemed valid the investor’s recourse in arbitration
would be less effective than in a court proceeding. It is possible, however, that issuers may in the future
seek by private ordering to channel investor claims (including those relating to RPTs) into arbitration
rather than court proceedings, and that such a change of forum could adversely affect the efficacy of
private enforcement of such claims.

4.5.3. The JOBS Act of 2012
325. As explained earlier, the viability of the private enforcement system in constraining behaviour

adversely affecting investors in connection with RPTs depends significantly on public disclosure of
information concerning those transactions. That flow of information, as also explained earlier, depends
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significantly on the application of federal disclosure requirements. To the extent, however, that recent
legislation (the JOBS Act'**) reduces the scope of application of those requirements, the investor’s ability
to make effective use of state law remedies based on fiduciary duties may be reduced due to absence or
insufficiency of information about RPTs. Experience under the new federal legislation is still limited,
however, and it is difficult to predict at this point whether there will be an increase in the extent of public
investment in and active trading of securities of issuers that are not (but before 2012 would have been)
subject to the periodic public reporting requirements of the *34 Act.

4.6. Conclusions

326. In the United States, corporate governance rules relating to related-party transactions and
takeovers are primarily enforced through private litigation, typically alleging violation of fiduciary duties
under state law. The private enforcement system in the US is supported by a high degree of legal certainty,
an active complement of plaintiffs’ class and derivative suit attorneys, and the availability of substantial
fee awards for successful litigation.

327. The efficacy of this enforcement system depends significantly on strong disclosure requirements
in relation to related-party transactions and takeovers, requirements that in the US are prescribed by the
federal government and enforced by both the Securities and Exchange Commission (SEC) and private
litigation. Recent private enforcement actions involving going-private transactions often resulted in
additional disclosures.

328. Private and public enforcement have shown themselves as largely complementary in the US, not
only with regard to disclosure. Whereas the SEC is the primary enforcer of US federal securities laws,
private parties sometimes initiate an action before the SEC brings its own enforcement action. At the same
time, the significant influence of private enforcement remains rather unique to the US, as its strong
“private enforcement infrastructure” is not easily transferable to other jurisdictions.
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Notes

% Specifically, this report excludes those entities governed by the Investment Company Act of 1940 (15 U.S.C. §§
80a-1 et seq.) and the Investment Advisers Act of 1940 (15 U.S.C. §§ 80b-1 et seq.).

% See NYSE (n.d.) 303A.01 and NASDAQ Stock Market (n.d.) Rule 5605(b)(1). Those standards exempt
companies with a 50+% sharcholder from compliance with the requirement of having a majority of
independent directors. NYSE (n.d.) 9303A.00 and NASDAQ Stock Market (n.d.) Rule 5615(c)(2).

%7 The principal body of federal regulation relevant to RPTs and takeovers derives from the Securities Exchange Act
of 1934, 15 U.S.C. §78a et seq. (the “’34 Act”).

% Section 12(g) of the ’34 Act, and the rules adopted by the SEC to implement that statute, have long defined the
number of record sharcholders that triggers the periodic reporting requirements and other regulatory
aspects of the ’34 Act. That statute was amended in 2012, by the Jumpstart our Business Startups Act
(“JOBS Act”), to increase the triggering threshold from (i) 500 shareholders of record to (ii) 2 000
shareholders of record or 500 non-accredited investors, as currently defined in SEC Rule 501(a).

% The Securities Act of 1933, 15 U.S.C. §77a et seq. (the “’33 Act”) governs the registration of public offerings of
securities. Initial public offerings are generally governed by the disclosure requirements specified in Form
S-1, which (in Item 11(n)) provides for disclosures of the information specified in Regulation S-K Item 404,
17 CFR §229.404. Those disclosures include information concerning transactions in the previous year
with related persons involving over USD 120 000, and similar information regarding transactions with
promoters during the previous five years.

% Over half of issuers with equity securities registered under §12 of the *34 Act are incorporated under the law of the
state of Delaware (Bullock, 2011).

! In general, those powers, duties, and rights are defined by a body of statutory law, such as the Delaware General
Corporation Law (8 Del. C. §101 ef seq.) or other states’ statutes patterned after the Model Business
Corporation Act (MBCA) promulgated by the Corporate Laws Committee of the American Bar
Association’s Business Law Section. Those powers, rights, and duties are supplemented by rules of
common law reflected in extensively developed bodies of judicial precedent.

2See NYSE (n.d.) 1312.03 and and NASDAQ Stock Market (n.d.) Rule 5635(a).

% Courts have consistently rejected claims that violations of securities exchange rules create liability in private civil
litigation. E.g., In re VeriFone Securities Litigation, 11 F.3d 865, 870 (9th Cir. 1993); Daniel Boone Area
Sch. Dist. v. Lehman Bros., 187 F. Supp. 2d 400, 408 (W.D. Pa. 2002). Delisting of securities is not
uncommon (see, e.g., NYSE & Euronext (n.d.), such suspensions and delistings appear overwhelmingly to
be attributable to either bankruptcy or an insufficient level of share price or market capitalisation, and not
to failure to comply with a corporate governance standard.

%34 Act §§ 21-21C.

% This report further describes Commissioner Walter’s stated views below in discussing longer-term trends relating to
private enforcement of the federal securities laws.

% Id. §922.

°7 The rules governing class and derivative actions are described in somewhat greater detail in part 4.3.3.
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% Boeing Co. v. Van Gemert, 444 U.S. 472, 478 (1980) (“a litigant or a lawyer who recovers a common fund for the
benefit of persons other than himself or his client is entitled to a reasonable attorney's fee from the fund as
a whole.”). The most striking, but very unusual, recent example of such an award is the USD 304 million
fee granted by the Delaware Court of Chancery to plaintiff’s counsel in litigation successfully challenging
the corporation’s purchase of a business from its controlling stockholder. Americas Mining Corp. v.
Theriault, 51 A.3d 1213 (Del. 2012).

2 1d.

1% As noted above, discussion of these laws is limited to transactions other than executive compensation, a matter that
is separately and extensively regulated in terms of required disclosure to investors.

" Form 10-K, Item 13, requiring disclosure of the information specified in Item 404 of Regulation S-K, including: (a)
Transactions with related persons. Describe any transaction, since the beginning of the registrant's last
fiscal year, or any currently proposed transaction, in which the registrant was or is to be a participant and
the amount involved exceeds USD 120 000, and in which any related person had or will have a direct or
indirect material interest. Disclose the following information regarding the transaction: (i) The name of the
related person and the basis on which the person is a related person; (ii) The related person's interest in the
transaction with the registrant, including the related person's position(s) or relationship(s) with, or
ownership in, a firm, corporation, or other entity that is a party to, or has an interest in, the transaction; (iii)
The approximate dollar value of the amount involved in the transaction; (iv) The approximate dollar value
of the amount of the related person's interest in the transaction, which shall be computed without regard to
the amount of profit or loss; (v) In the case of indebtedness, disclosure of the amount involved in the
transaction shall include the largest aggregate amount of principal outstanding during the period for which
disclosure is provided, the amount thereof outstanding as of the latest practicable date, the amount of
principal paid during the periods for which disclosure is provided, the amount of interest paid during the
period for which disclosure is provided, and the rate or amount of interest payable on the indebtedness; (vi)
Any other information regarding the transaction or the related person in the context of the transaction that
is material to investors in light of the circumstances of the particular transaction.

192 Schedule 14A, Item 5.
1317 CFR §240.13d-101, Schedule 13E-3, Items 7-8.
1% See, e.g., *34 Act Sections 21, 21B, and 21C, 15 U.S.C. §§78u, 78u-2, and 78u-3.

105 E.g., Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308 (2007), citing Ernst & Ernst v. Hochfelder, 425
U.S. 185, 194 & n. 12 (1976) (applying ’34 Act §21D(b)(2), requiring that a complaint seeking damages
for securities fraud “state with particularity facts giving rise to a strong inference that the defendant acted
with the required state of mind,” which in such cases is “the defendant’s intention to deceive, manipulate,
or defraud.”).

1% Malone v. Brincat, 722 A.2d 5, 12 (Del. 1998) (“Directors are required to provide shareholders with all
information that is material to the action being requested and to provide a balanced, truthful account of all
matters disclosed in the communications with shareholders.”)

7 E.g., In re Atheros Communs., Inc. S'holder Litig., 2011 Del. Ch. LEXIS 36 (Del. Ch. 4 March 2011); and see
generally Drexler et al. (2012).

1% 1 ynch v. Vickers Energy Corp., 429 A.2d 497 (Del. 1981).
19 Compare In re John Q. Hammons Hotels Inc. S'holder Litig., 2009 Del. Ch. LEXIS 174, *50 n. 49 (Del. Ch. 2

October 2009), and In re Transkaryotic Therapies, Inc., 954 A.2d 346, 362-363 (Del. Ch. 2008), with
Tellabs, see note 108.
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"% Weinberger v. UOP, Inc., 457 A.2d 701, 711 (Del. 1983).

m

n2 g

'3 Kahn v. Lynch Communication Systems, Inc., 638 A.2d 1110, 1115 (Del. 1994).

" d. at 1116.

"> Weinberger v. UOP, Inc., 457 A.2d at 709-710 n.7.

1 Krasner v. Moffett, 826 A.2d 277, 284-285 (Del. 2003) (in a suit challenging a merger structured by related
companies, defendants were required to establish that the members of a special committee charged with
negotiating the transaction acted “independently, with real bargaining power to negotiate the terms of the
merger.”)

"' E.g., BVF Partners L.P. v. New Orleans Emples. Ret. Sys., A.3d _, 2012 Del. LEXIS 658, *24 (27 December
2012) (noting that it is “commonplace” for courts to permit litigation to proceed on behalf of a class of
investors who hold shares as of the date on which a squeeze-out merger is approved).

'¥ Alaska Elec. Pension, Fund v. Brown, 988 A.2d 412, 417 (Del. 2010) (“Delaware generally follows the American
Rule, under which litigants are responsible for their own attorneys' fees, regardless of the outcome of the
lawsuit.”); Kaung v. Cole Nat'l Corp., 884 A.2d 500, 506 (Del. 2005) (“One well-recognized exception to
the American Rule is where the "losing party has 'acted in bad faith, vexatiously, [[wantonly, or for
oppressive reasons."]]”)

19 Tooley v. Donaldson, Lufkin, & Jenrette, Inc., 845 A.2d 1031 (Del. 2004).

120 See Kamen v. Kemper Fin. Servs., 500 U.S. 90, 101 (1991).

g g., Beam ex rel. Martha Stewart Living Omnimedia, Inc. v. Stewart, 845 A.2d 1040, 1049 (Del. 2004).

122 SEC Rule 14e-2(a), 17 CFR §240.14¢-2(a).

12 SEC Rules 14d-9, 14d-101, 17 CFR §§240.14d-9, 240.14d-101, and Regulation M-A Items 1005(d), 1006(d), and
1012(b), 17 CFR§§229.1005(b), 1006(d), 1012(b).

124 £ g., Delaware General Corporation Law §251(c), 8 Del. C. §251(c).

123 SEC Regulation 14A, Ttem 14, 17 CFR §240.14a-101, Item 14.

126 TW Services, Inc. Shareholders Litig., 1989 Del. Ch. LEXIS 19, *37-*38 (Del. Ch. Mar. 2, 1989).
2" n re Unitrin Inc. Shareholders Litig., 651 A.2d 1361 (Del. 1995).

28 14,

1% Quickturn Design Systems, Inc. v. Mentor Graphics Corp., 721 A.2d 1281 (Del. 1998).

B0 14,

B MM Companies, Inc. v. Liquid Audio, Inc., 813 A.2d 1118 (Del. 2003).
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132 The classic opinion establishing this application of fiduciary doctrine is Blasius Indus., Inc. v. Atlas Corp., 564

A.2d 651, 661 (Del. Ch. 1988).
133 Gantler v. Stephens, 965 A.2d 695, 706 (Del. 2009).

13 Revlon, Inc. v. MacAndrews & Forbes, Inc., 507 A.2d 163 (Del. 1986). By judicial decision or statute, some
jurisdictions in the United States have rejected the application of the enhanced level of scrutiny
contemplated by Delaware’s Revlon doctrine. E.g., Dynamics Corp. of America v. WHX Corp., 967 F.
Supp. 59, 64-65 (S.D.N.Y. 1997) (denying preliminary injunction to competing bidder, holding that under
New York law, there is no heightened scrutiny for an independent target board’s antitakeover actions);
Minzer v. Keegan, CV-97-4077 (CPS), 1997 U.S. Dist. LEXIS 16445, *32 (E.D.N.Y. Sept. 22, 1997)
(business judgment rule applies to merger decision absent “fraud, illegality or self-dealing” under New
York law), aff’d, 218 F.3d 144 (2d Cir. 2000), cert. denied, 531 U.S. 1192 (2001); Ind. Code Ann. §23-1-
35-1(f); Md. Code Corps & Assns §2-405.1(f);15 Pa. Cons. Stats. §171.

135 Paramount Communications v. QVC Network, 637 A.2d 34, 42 (Del. 1994); In re Answers Corp. S'holders Litig.,
2011 Del. Ch. LEXIS 57, *19 n.52 (Del. Ch. 11 April 2011).

138 In re Del Monte Foods Co. S'holders Litig., 25 A.3d 813 (Del. Ch. 2011).

"7 In re El Paso Corp. S'holder Litig., 41 A.3d 432 (Del. Ch. 2012).

1% putting Stockholders First, note 37 above.

9 1d. at 17-24.

%9 1d. at 52 n.144.

1 1d. at 26.

2 See, e.g., Idaho Code § 29-110 (“[E]very stipulation or condition in a contract, by which any party is restricted
from enforcing his rights under the contract by the usual proceedings in the ordinary tribunals . . . is void.”);
Galaviz v. Berg, 763 F. Supp. 2d 1170 (N.D. Cal. 2011). Proceedings are currently pending in the
Delaware Court of Chancery testing the validity of bylaw provisions, adopted by boards of directors
without shareholder approval, that purport to require that breach of fiduciary duty claims and other matters
of internal corporate governance be litigated exclusively in the Delaware courts. No determination of

validity has yet made in such proceedings, however. See, e.g., Stephen Bainbridge (2012).

43 AT&T Mobility LLC v. Concepcion, 131 S. Ct. 1740 (2011); Rent-A-Center, W., Inc. v. Jackson, 130 S. Ct. 2772
(2010); Stolt-Nielsen S. A. v. AnimalFeeds Int'l Corp., 130 S. Ct. 1758 (2010).

144 See note 91.
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