Corporate Governance in Latin

America: Towards Shareholder

Democracy

Ruth V. Aguilera, Northeastern University, USA
Rafel Crespi-Cladera, Universitat de les llles Balears, Spain
Luiz Ricardo Kabbach de Castro, University of Sao Paulo, Brazil, and Universidad

de Navarra, Spain

How can Latin American majority shareholders keep their
corporate control? Shareholder democracy, the idea that “one-
share equals one-vote” and that firms are controlled by share-
holders who exercise their power with equal economic rights,
has recently gained great attention in corporate governance de-
bates. This is particularly because technology companies such
as Ebay or Facebook have founders who control a lot more
than they own via dual class shares, some companies such as
social media Snap listed with shares with no voting rights, and
stock exchanges such as Hong Kong Stock Exchange changed
listing regulations to prevent losing future technology compa-
nies such as Alibaba.

The advocates of shareholder democracy sustain that aligning
the economic rights and voting power of controlling share-
holders may increase their incentives to maximize the value of
the firm (i.e., value for all shareholders) while simultaneously
reduce the potential incentives for private benefits of control
(i.e., value only for controlling shareholders at the expense of
minority shareholders). Hence, shareholder democracy is a key
element of corporate governance systems to protect outside in-
vestors, and consequently, to facilitate the development of the
supply-side of capital, through equity.

Dual-class shares where one share does not equate to one vote
jeopardize shareholder democracy and might exacerbate an
agency problem between large (controlling) shareholders and
minority investors. In part, this is because the dual-class shares
do not generate any direct competitive advantage to the com-
pany, but clearly intensify potential moral hazard concerns by
increasing the difference between largest shareholder economic
(cash flow) and control rights. In this article, we discuss the

role of the dual-class share mechanism as vehicle to enhance
control, and its implications for economic outcomes in emerg-
ing economies.

Emerging markets are best defined by structural deficiencies
due to institutional voids (Gao et al., 2017). When these in-
stitutional structures are absent or weak, governance deterio-
rates, corruption escalates, uncertainty increases, and instabil-
ity emerges; all of which exacerbate institutional constraints
to mutually productive exchanges. Although Latin America
countries clearly present significant institutional differences,
there also exist a set of common factors including develop-
ment of the economy, capital markets, and other institutions.
Table 1 shows some of the structural dimensions of selected
Latin American economies compared to the U.S. and OECD
countries. It is worth noting that there is a pattern toward in-
stitutional voids, which harms the economic exchange within
a country and across its borders. Inefficient judicial systems,
the lack of creditors and shareholders protection, high levels
of corruption, and high costs of cross-border transactions are
examples of institutional factors affecting firms’ decisions and
outcomes. It is easy to conclude from this snapshot that there
are structural challenges, a common denominator in emerging
economies.

Corporate governance is concerned with distributing rights and
responsibilities among different stakeholders (Aguilera & Jack-
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son, 2003) in order to minimize conflicts of interest, allocate
resources efficiently, and enhance transparency and account-
ability. Again, corporate governance in the Latin America is by
no means uniform, but there are common institutional charac-
teristics across countries. Mierta Capaul (2003), Chief Econo-
mist of the Word Bank for Latin America and the Caribbean
Region, described three main corporate governance features:
French civil law origin, the ubiquitous presence of large con-
centrated shareholders, and family business groups (“grupos de
negocios”). Between her findings and the Table 1 current data,
there is a gap of 15 years with little real structural change in cor-
porate governance institutions supporting economic growth.

Latin American countries, therefore, do not seem to be con-
verging toward the Anglo-American corporate governance
model characterized by strong shareholder rights, high trans-
parency, relatively open CEO labor markets, and external mar-
kets for corporate control. Latin American countries are more
akin to traits of the internal corporate governance mechanisms
that characterize emerging markets. That is, ownership concen-
tration, business groups, insider boards of directors, and infor-
mation asymmetries (Aguilera et al., 2012; Aguilera & Haxhi,
2019). In part, these firms’ governance and strategic decisions
are influenced by a country’s institutional voids, weak minority

shareholder rights, and underdeveloped stock markets (Khan-
na & Palepu, 2010). As such, a chicken and egg scenario exists.

It is worth noting that the dual-class share governance mecha-
nism is spread around the world (Kim, Matos, & Xu, 2018). In
Latin America, following the period of liberalization in the late
1980s, despite the shift from state to private hands through the
privatization process of state-owned firms and market-oriented
reforms, many governance practices persisted including high
ownership concentration in the hands of domestic business
groups and the practice of dual-class shares. Chong and Lo-
pez-de-Silanes (2007) describe the ownership structure of the
largest companies in six Latin American countries to show that
not only is the ownership highly concentrated in the largest
shareholder, but also that there exists a significant separation
of ownership and control in Latin American corporations. This
is accomplished through two control-enhancing mechanisms:
dual-class shares and pyramidal business groups (see Perkins
[2019] in this special issue).

Table 1. Institutional variables in selected Latin American countries, the United States, and OECD countries

OECD
United High
Economy Brazil  Chile Colombia Mexico  Peru States  Income
Starting a Business - Procedures (number)
11 8 8 7.8 8 6 5
Starting a Business - Time (days) 82.5 75 11 8.4 415 5.6 9.4
. . i o 0 .
Starting a Business - Cost (% of income per capita) 5.2 5.9 141 17.8 9.9 L1 3.7
. . . . o
Getting Credit - Strength of legal rights index (0-12) ) 4 1 10 7 11 6
Protecting Minority Investors - Strength of minority investor protec-
S s
tion index (0-10) 65 6 8 s8 6 65 64
- i 2
Score-Trading across borders 58.79  80.56  G61.83 8209 6822 9201 938
Trading across Borders - Cost to export: Documentary compliance
(USD) 2 264 50 90 60 S0 60 363
Trading across Borders - Cost to import: Documentary compliance
(USD) 2 1069 50 50 100 80 100 295
Trading across Borders - Cost to export: Border compliance (USD) 2 862 290 630 400 630 175 146.2
Trading across Borders - Cost to import: Border compliance (USD) 2 821.7 290 545 450 700 175 1115
Enforcing Contracts - Time (days) 731 480 1288 3407 426 420 570
. ) 0 .
Enforcing Contracts - Cost (% of claim) 2 25.6 45.8 33 35.7 30.5 217
Enforcing Contracts - Quality of the judicial processes index (0-18) 13.1 9 9 101 8.5 13.8 11.0
Corruption Perception Index (Rank 1 to 180) 37(96) 67 (26) 37 (96) 29 (135) 37 (96) 75(16) -

Source: http://www.doingbusiness.org, Doing Business Report, 2017; Corruption Perception Index from
hteps://www.transparency.org/news/feature/corruption_perceptions_index_2017
1: DB15-19 methodology, 2: DB16-19 methodology, 3: DB16 methodology.
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Table 2. Voting rights and dual-class shares of the largest shareholder across countries.

Number ~ Mean Voting Standard Dual-Class Shares

Country of Firms Rights (%) Deviation (%) (%)
Brazil 269 48.5 (53.7) 26.0 (25.0) 50.9
Chile 130 42.9 (42.7) 25.5 (26.8) 7.6
Colombia 25 39.1 (60.0) 26.2 (16.9) 5.7
Mexico 93 38.6 (35.3) 25.1 (26.5) 28.6
Peru 104 54.8 (54.4) 28.6 (28.2) 52.3
Total 621 46.7 (51.5) 26.8 (26.7) 37.9
United States' 6,707% 61.8° - 6

European firms* 493 46.0 (46.0) 24.0 (24.0) 29

Notes: In parentheses, we report the average voting rights for dual-class firms to compare with the U.S. sample from Gompers et al (2010).

1. Gompers, Ishii, and Metrick (2010: 1057).

2. This data refers to the year 2002 (see Table 1, Gompers et al., 2010).

3. This data refers to dual-class firms.
4. Maury and Pajuste (2011: 362), this data refers to 2005.

Using a sample of 621 (6,253 firm-year observations) non-fi-
nancial firms (i.e., excluding banks and insurance companies)
publicly listed in five Latin American countries from 2003 to
2017, we show in Table 2 that there is low shareholder democ-
racy in Latin America' and that the presence of dual class shares
is widely spread, relative to other countries in the world. The
largest shareholder holds, on average, 46.7% of voting rights,
and more than one third of the firms use dual-class shares to
enhance their controlling positions. In Brazil, for example, the
controlling shareholder of Suzano Holding S.A., who controls
Suzano Pulp Mills, holds 87.54% of the voting rights and only
35.69% of economic rights. This separation is mainly due to
the existence of dual-class shares.

Advocates for dual-class shares argue that founders and entrepre-
neurs can retain control of a company to implement their long-
term plans or value creating idiosyncratic vision. From a market
perspective, dual-class shares allow investors to select the shares
that better suit their preferences. Even assuming higher cost of
capital, these companies can finance their expansion taking ad-
vantage of public markets with the benefits of private companies.

This enhanced shareholder control deters the myopic focus on
short-term yield which imposes short-term earnings reports,
allowing discretionary power for long-term investments. Yet
the effect varies depending on the type of large shareholders
across different countries. For example, when a firm’s largest
shareholder is an individual or a family, it is likely that, in order
to keep family control or to guarantee the firm succession in
the hands of future generations, they may seriously consider

leveraging its control position through dual-class shares. Gov-
ernments as largest shareholders may strengthen their voting
power for strategic interests such as monopolies (i.e., oil and
gas, or utilities) or use the dual class shares control-enhancing
mechanism to resist takeover bids, while industrial firms may
retain control to develop internal capital markets through busi-
ness groups. This tradeoft is particularly salient in emerging
markets, where the underdeveloped institutional environment
makes controlling structures an efficient response to reduce the
cost of transacting in the market (Khanna & Palepu, 2010).

Considering that different controlling shareholders may di-
verge in their interests towards firms’ decisions and outcomes,
in Table 3, we report differences of the largest shareholder vot-
ing rights between firms with and without dual-class shares
across different largest shareholders types. It is worth noting
that the only type of shareholder that does not use the du-
al-class mechanism is “institutional investors” (i.e., mutual and
pension funds). This is because they are not typically directly
related to the management of the firm; instead, they work as a
strategic partner with patient capital, where long-term perfor-
mance is desirable.

We still do not have a final answer whether shareholder autoc-
racy — the presence of a large shareholder with strong power
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under firms” decisions — is, per se, good or bad for firms’ val-
ue. However, we do know that some governance mechanisms
are more likely to entrench majority shareholders, such as du-
al-class shares, and consequently significantly reduce the ability
of minority shareholders to have a say on firms, particularly,
in times where managerial decisions are not sound and the in-
stitutional setting precludes outside investors to enforce their
rights. See, for example, the recent Brazilian corporate scan-
dal that affected Petrobras, the largest oil company in Brazil,
where the largest shareholder is the Brazilian government. The
American investors who invested in Petrobras’ ADRs (Amer-
ican Depositary Receipts) in the NYSE were able to sue the
company to claim their rights, while the Brazilian investors,
most of them with preferred shares (i.e., with no voting power
and preference in cash outs), were left behind.

At the same time, Gao et al. (2017) argue that family business
groups in emerging economies, such as the Tata Group in In-
dia, Ko¢ Holdings in Turkey, and Grupo Bimbo in Mexico,
all under a shareholder autocracy lead by control-enhancing
mechanisms, have been able to survive and expand, deliver-
ing value for the family controlling shareholder and their other
stakeholders. They propose that the main driver for the “incen-

tive effect” in those firms is reputation. Reputation is strong-
ly related to the long-term perspective of business groups and
their controlling shareholders. Therefore, in the presence of
shareholder autocracy in emerging economies, investors may
look at the level of commitment of the largest shareholder to-
wards a firm’s reputation and long-term results.

For policymakers, fostering and encouraging firms to develop
a long-term perspective where shareholders and stakeholders
can base their relationship on mutual trust, transparency, dia-
log, and respect is worth taking. This implies developing better
safeguard mechanisms for minority (non-controlling) share-
holders other than ownership mechanisms. Examples include:
third-party arbitration for conflicts of interests, greater dialog
between entrenched boards and investors that reduce the cost
of minority investors to access information and increase their
incentives to commit for the long-term, more transparency in
the decision-making process through a sound and procedural
decision-making policy, responsible remuneration policy for
entrenched managers (government officials or family members)
that is aligned to company’s mission and values, and clearly
linked to the successful delivery of the long-term strategy.

Table 3. Voting rights of the Largest Shareholder for Dual-class and non-dual-class shares firms.

Panel A. Largest Shareholder Typology Stats  Non-Dual-Class Shares  Dual-Class Shares ~ Total ~Difference  p-value
Corporate N 1,944 1,360 3,304
Mean 49.99 55.35 52.2 5.36 0.000
SD 25.22 24.54 25.08
Banks, Insurance, and Other Financial Firms N 1,037 415 1,452
Mean 37.76 47.38 40.51 9.62 0.000
SD 24.02 27.04 25.29
Families N 344 286 630
Mean 30.82 35.87 33.11 5.05 0.013
SD 22.32 26.87 24.6
Mutual and Pension Funds N 321 109 430
Mean 41.88 44.97 42.67 3.09 0.273
SD 29.92 30.55 30.08
Government N 105 122 227
Mean 54.06 69.86 62.55 15.8 0.000
SD 30.3 21.07 26.88
Others N 134 76 210
Mean 36.34 44 41 39.26 8.07 0.027
SD 26.26 28.58 27.33
Total N 3,885 2,368 6,253
Mean 44 51.52 46.84 7.52 0.027
SD 26.21 26.71 26.65
Panel B. Free Float Non-Dual-Class Shares  Dual-Class Shares ~ Total
Free-Float N 3,885 2,368 6,253
Mean 33.05 29.63 31.76 -3.42 0.000
SD 33.05 29.63 31.76
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