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Introduction: the choice of Sweden

This report is the outcome of a descriptive exerasthe Swedish corporate governance
system in an international trade union perspectilieis exercise has consisted in
screening the Swedish system through the concefriarmlework identified in a 2005
Global Unions discussion paper on corporate goveed'Workers’ Voice in Corporate
Governance — A trade Union Perspectivélence the aim and ambition of this report are
less to fully encompass and analyse the Swedismeeg a task that would be out of
reach of this project — than to test the key figdirof the 2005 report in a specific
national context, and Sweden was an ideal choicsuch exercise.

The 2005 Global Unions report outlines two paraiglategies to promote workers’
interests in corporate governance: (i) workers rapleyees of the companies and (ii)
workers as shareholders of companies via theiriperfsnds’ and/or other long term
saving schemes’ holdings.

The first approach — workers as employees — isbaioas and universal labour condition
to effective corporate governance. Workers invgstcgically in the company that
employ them and are equally exposed to firm spedk. Accordingly workers need to
participate in the governance of the firm above &egond the mere respect of the
contractual terms that bind them with the compéuyit the employment contract or the
collective agreement. Legislations on worker pgéton are most developed in civil
law jurisdictions, notably in continental Europehave workers’ employment contracts
and collective agreements are usually supplemdnyadstitutional representation in the
firm. Worker representation mechanisms (also knaw/fiworker participation”) can take
various forms: elected employee representativétingsi in “works councils”, in
occupational health and safety committees, boasl Esmployee representatives.

The second approach — workers as investors — is notiversal condition to labour’s
approach to corporate governance so far as itrasgly correlated with the mode of
financing of the national pension system. Howeveds ino less crucial for the labour
movement in a globalised and financialised econowigrkers’ capital constitutes an
important policy issue in jurisdictions where p@msfinancing relies extensively on pre-
funding (by opposition to pay-as-you-go redistribetpension systems) as it is the case
in Anglo-American common law jurisdictions. Workepgnsion savings are invested in
financial markets by their pension funds, includingequity. In the US, the UK, Canada,
and Australia, pension funds’ holdings in equity camt to circa a fifth of those
countries’ stock market capitalisation.

L TUAC 2005.
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The 2005 Global Unions discussion paper shows ahgtementarities between the two
approaches to achieve effective corporate govemamud in particular to ensure
accountability of the board of directors. In praethowever, most OECD jurisdictions
lean toward one or the other and few can pretermh¢éompass both approaches. Sweden
does. Not only that, part of the Swedish workeegital relies on a pay-as-you-go system
(the ‘buffer’ funds of the AP nation-wide pensiooheme) and not on a pre-funded
system as in Anglo-American economies. This featurthat is workers’ capital not
relying entirely on a pension pre-funded system ay rfacilitate comparative analysis
within Europe and, perhaps, help draw lessonstfeerdDECD countries.

Corporate governance reforms should be judged upeir appropriateness to the
national context, to the country’s economic andiadokeritage and culture. Reforms
proposal should be assessed bearing in mind thefispgg of national jurisdictions, of
ownership structures and modes of financing of@gbenomy. International institutions
such as the OECD and the World Bank often clainhyégrettably not always apply such
no-one-size-fits-all principle. While setting oublhd objectives, the 2005 Global Unions
discussion paper emphasises the diversity of swisitiin doing so, the report stresses the
importance of history in assessing national corf@ogavernance regimes. This report on
Sweden thus brings particular attention to the -p@st developments that help
understand the country’s current regime.

The report is structured in three chapters:

In the first part (“A brief retrospective”) the req begins with a broad overview of
the Swedish model and its ownership structure fim&and model pushed to the
extreme”), the role of shareholders (“widespreaé 0§ controlling enhancing
mechanisms”) and the typical organisation of thearboof directors (“an
entrepreneurial model of board governance”). Friwerd, the paper explains a
paradox in the system: the fact that a heavily eatrated corporate power has co-
existed with an equally heavily egalitarian andidsoity-based welfare society
(“the Swedish paradox”) and how that paradox lecdrioambitious labour and —
retrospectively — workers’ capital project in th870s (“the wage earner fund
project”). The failure of the project took place ancontext of vast de-regulatory
reforms in the following decades (“the years of regulation 1980-1990").
Surprisingly enough, the brutal changes that oecurthen in the Swedish
economic and corporate landscape did not subdigntadter the corporate
governance regime of the country.

In the second part (“the Post-Enron era”) the pdpeuses on the corporate
scandals and controversies in the aftermath obthst of the IT-internet bubble in
2002-2003 (“Scandals and controversies”), the @guy reaction that followed
(“the regulatory reaction”) including the outcomé an almost 10-year long
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discussion on reform of corporate law (“the 2005nmpanies Act”) and the
introduction of a national code (“the national cgde

Having set the broader context the final chaptéalfour issues and challenges”)
addresses how the two labour approaches to cogpgoaernance are developed in
Sweden: first worker participation (“Representatinrthe board”) and its broader
CSR environment (“high governmental profile on CgRhen Swedish workers’
capital with a particular focus on state-owned pan$unds (“The policies of the
AP funds”). The chapter ends with a brief discusia the wave of private equity
investments in Sweden (“The challenge of privatgitgt).
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A brief retrospective

1. At first glance Sweden, Denmark, Norway and &hdl are similar societies and
economies: robust and extensive welfare systemgprerriented and competitive,
diversified economies, stable and consensus-drp@itical systems. If cultural and
historical similarity is undeniable, there is howewa diversity of economic systems in
the Nordic region. In fact one could argue thattiwe historical Scandinavian nations,
Denmark and Sweden, are as close to each othengland and France would be. The
Danish economy is known for its vibrant networksofiall and medium size enterprises
and by the relatively marginal role of large cortergroups. Sweden by contrast, has
always relied on large industrial groups. This eléince is reflected in the ownership
structure of the private sector: small and divars®enmark, big and concentrated in
Sweden. Analysing corporate ownership structurehes first step to understand a
country’s corporate governance regime.

2. The concept of corporate governance can bepietierd in different ways and can
have different meanings depending on the politicaéntation and the stakeholder
perspective. Here it is understood in its widedintteon: “Corporate governance is the
system in which companies are directed and corttSll There are obviously different
possible governance arrangements within such diefiniThese will essentially depend
on the combination of three core sources of law:

capital market regulation, including laws and otlregulations that apply to
corporate access to equity and debt financing;

corporate law, including the accountability meclsams between shareholders and
management; and

labour regulations that determined the rights ofke&cs within the firm.

3. Other sources of law will influence national morate governance regimes, such
as competition and tax laws (including corporatd household income and capital tax
regimes). More broadly, the role of governmenti@ €conomy and the extent to which it
is tolerated as an economic operator via activastrdl policies and state-ownership is a
key determinant of corporate governance. As thetamoe and the respective weight of
those sources of law and public policies vary fromantry to country so will the various
accountability mechanisms between the core comesities of the firm — shareholders,
management, workers — and with external partiessting in the company — creditors,
suppliers, customers, local communities, NGOs -wall as with regulators, other
market-based gatekeepers such as auditors.

4, This regulatory mix dimension of corporate goagrce appears very clearly in
the Swedish context. Like most industrialised caastthe origins of the Swedish system
are to be found in the regulatory response to tbeksmarket crash in 1929 and the
economic crisis that followed which led to a revieiwthe Companies Act and of bank

2 CADBURY 1992
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legislation. What distinguishes Sweden however his tistorical continuity of its
corporate governance regulatory mix. This continist largely explained by the un-
comparable stability of the political and constdntl system and the almost uncontested
leadership of the Social Democratic Party throughthe 23" century. The Social
Democrats’ project was built around three successhjectives: first achievingolitical
democracy(free election and parliamentary regime), thescial democracy(social
security and welfare system), and finadlgonomic democracyhe latter was theorised
by the Party’s leading economist, Ernst Wigfdrssnd aimed at ensuring alignment
between economic decisions and wider social int®reg/igforss’ vision was to
transform “private enterprises into social entexgsi’. While the political and social
democracy objectives were achieved early on in ghst-war era, reforms toward
achieving the third stage, economic democracypfdd a more uncertain and bumpy
road, particularly in the 1970s.

A Rhineland model pushed to the extreme

5. The foundations of the Swedish corporate goveraaystems are to be found in
a deep rooted alliance between financial entrepmsnand wealthy families on one side,
and engineers and technology innovators on ther.oflies alliance was supported by a
consensus-driven political system in which decisizaking process and management of
institutions gave prominent role to social parthgrsnegotiation. Using a simplified
model of governance regimes (see table 1) it catabelled as a “Rhineland model”
pushed to the extreme:

a corporate sector dominated by large industriadugs (by opposition to
diversified businesses in size and activity),

privileging organic growth (by opposition to extalrgrowth made of mergers and
acquisitions, M&ASs)

in a context of coordinated market economy (by cipmn to liberal market
economy).

Table 1: Simplified comparison of Anglo-Americam &hineland systems

Anglo-American < Systems > Rhineland
Common law < Law > Civil law
Liberal < Market organisation > Co-ordinated
Diluted < Ownership structure > Concentrated
Equity < Corporate financing > Debt
High < Labour market turnover > Low
External < Acquisition of labour skills & > Internal and incremental
innovation
Decentralised, company level <  Collective bargaining > Centralised, sector level
Marginal < Institutionalised worker > Generalised

representation
Source: TUAC 2005

3 Minister of Finance in 1925 and from 1932 to 1949
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6. In an international perspective, the history SWedish corporate governance
resembles to a large extent German and Japanekeabdrrelationship-based systems.
Economic growth was driven by large and exportrigd companies in which corporate
decisions were not dictated by market opportunitiely, but also by targeted tax and
credit regulations and active industrial policisiich of the regulatory environment was
aiming at having capital locked in the firm, asrse@ethe tax regime bias toward retained
earnings (tax of profits re-invested in the compawgrsus dividends (tax on profits

distributed to shareholders). Active industrial gnblic procurement policies favoured

for the creation and the success of large scaleregpd investment oriented companies.
Combined with free trade, the system could extnagte innovation capacities from the

exposure of Swedish multinational enterprises teifm competitiorf.

7. As far as labour regulation is concerned macketrdination was manifest in the
building of the Swedish labour market model. Thelsavere, and still are, basic labour
law — from which collective agreement between tradiens and employers can build on
— the key role of local trade unions on the workpland collective bargaining and
agreements. All together these mechanisms havesglaycentral role in shaping the
evolution of Swedish society. Wage-setting, workiimge and working conditions were,
until the 1980s, exclusively determined by sectord nation-wide agreements between
labour and employers: the blue-collar national edefation union LO and its white-
collar counterparts under the cartel PTK, includaffliated organisations to TCO &
SACO on the one hand, and the employer federatidfk $n the other. Despite
decentralisation since the 1980s, collective baiggi remains highly centralised and
coordinated in Sweden compared to OECD standards.

8. A central feature of Swedish system is the Btaband concentration of its
ownership structure. The private sector has beédhdraund a few familiesWallenberg,
Lundberg, Stenbeck, Klingspor, Von Hprind banks §venska Handelsbanken SHB,
Skandinaviska Enskilda Banken SEB/hat differentiates Sweden from other similar
systems is the longevity: the companies leadindgstvedish economy today were already
among the largest employers half of century agekirgg at the 23 largest non-financial
companies measured by their listed capitalisatioe.-Swedish companies listed on the
OMXS30 index —the following emerge:

13 were among the top 25 employers 40 years agbO@id) and 7 were in the top
25 in 1925;

two investment fundsinvestor (owned by the Wallenberg family) and
Industrivarden(partly owned by thé.undbergfamily) hold a controlling stake in
13 of the top 20 largest capitalisations;

within the top 10H&M textile and retail group is the only company tmhave a
representative of either of those two investment$uon its board of directors;
members of th&Vallenbergfamily alone (Marcus, Jacob and Peter Jr) sithen t
board of 9 companies;

* For an in-depth historical review see Hogfeldt 280Henrekson et. Al. 2003
® Ericsson, Sandvik, Skanska, Asea / ABB, SKF, Swhtiikch & Stora Enso

8/49



. As a whole, the 30 largest capitalisations cone¢ati70% of the total value of
listed equity in Sweden

Table 2: Ownership structure of Swedish multinagia@nterprises

Largest capitalizations Weight in Controlling or significant shareholders (and where

(OMXS 30 index, as of Dec. 06) the index available the % of voting rights in AGM)

Ericsson 14.46 Investor (19,4), Industrivarden3).3,

Nordea Bank AB 9.65 State-ownership (25)

H&M 8.91 Stefan Persson and family

Skandinaviska Enskilda Banken (SEB)  5.09 Invest8ry), Trygg-Foundation, Wallenberg Family
foundation

Atlas Copco 5.04 Investor (21)

Volvo 4.83 Trygg Foundation, Renault, AP funds,ustlivirden (1,2)

Svenska Handelsbanken (SHB) 4.65 Industrivardes8),LThe Oktogonen Foundation (ESOP)

AstraZeneca PLC 458 The Capital Group Companiesihvestor (3,3)

Swedbank 4.52 Sparbanken foundation (cooperativetste)

Sandvik 4.16 Industrivarden (11)

Investor 2.7 Wallenberg Family foundations (46,9)

Svenska Cellulosa Aktiebolage (SCA| 2.49 Industdea (28,8), SHB, SEB

Scania 2.49 Volkswagen, Investor (19,3), MAN, Wallierg
foundation

Skanska 1.89 Industrivarden (26,9)

ABB Ltd 1.86 Investor (8)

ASSA ABLOY 1.82 Investment AB Latour & Melker Schitig

SKF 1.81 Wallenberg foundation (+ SwedBank, Skandliecta)

Boliden 1.8 diluted, SEB

Electrolux 1.45 Investor

TeliaSonera 1.43 Swedish & Finnish state ownership

tele2 1.43 Investment AB Kinnevik

Securitas 1.3 Investment AB Latour & Melker Schiigli

Swedish Match 1.26 Wellington Management Co

Alfa-Laval 1.22 Tetra Laval B.V. (NL), Fidelity

Vostok Nafta, Inv Ltd SDB 0.8 Lundin Family

Eniro 0.58 Fidelity, Hermes Focus AM

Nokia 0.57

Stora Enso 0.27 Finnish State, Wallenberg Founalatio

Autoliv Inc. SDB 0.24 Barclays Global Investors

Total market valuation end-2005 €263bn

Major investment & holding

companies

L E Lundbergfoéretagen Lundberg Family

Investment AB Latour Gustaf Archibald Douglas

Investment AB Kinnevik Stenbeck Family, Klings@ord Von Horn families

Investor Wallenberg Family’s foundation (46,9)

Industrivarden SHB sphere (25,1), Lundberg Faifdi), SCA sphere
(14,6), Wallander & Hedelius Foundation (8,1)

Source: OMX and company websites

Widespread use of controlling enhancing mechanisms

9. The exceptional stability and concentration @fe8ish ownership structure is
mainly explained by the extensive use of contrgllenhancing mechanisms (CEMSs)
throughout the history of Swedish private sectdEMS are governance arrangements
whereby shareholders’ financial ownership is diseamted from their controlling rights
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over the company. CEMs allows for a shareholder wblils a minority stake in the
share capital of the company — usually the foundargily — to exert effective control
over the board. CEMs provide for the company’s ededquity financing without the
inconvenience of diluting or losing control overettompany. CEMs include cross
shareholding structure (two or more companies ogvesch other mutually) and pyramid
structures (an entity controls 51% of another gntibhich in turn owns 51% of another
entity which in turn owns etc...). Five of the lastj Swedish capitalisations have cross-
shareholding arrangements and thirteen have pyrgnoidp structur® When corporate
expansion could not be satisfied by debt and rethearnings financing, as seen from the
1970s and on corporations used another CEM: meltipking rights, whereby several
classes of shares give different voting rightsteir of the largest capitalisations have
dual-classes system in which B-shares have tydi@aimes less voting rights than A-
shares. In fact Sweden has today the highest gropasf companies with differentiated
rights in Europe. Without widespread use of mudtigbting rights, family foundations
and family- or bank-owned investment funds wouldeéhaeded control of the largest
capitalisations long time ago. In 1998 the Walleggbamily foundation’s ownership of
approximately 1% of the total market value of theck exchange - through its
investment fundnvestor— was sufficient to control 42% of the total mdrkalue. In
2005, with just above €20bn invested in domesttetl equities the two investment
holdings Investor and Industrivardenexert significant influence over the boards of 13
OMXS indexed companies whose total market valuecsgmate €144bh

10. Given the popularity of CEMs in Sweden the dyeaise in institutional
ownership since the post-war period and the paraléeline in direct household
ownership did not altered control structure of Sislecompanies. When pension reform
in 2000 increased the role and size of Swedistonatipension funds — the AP funds —
the corresponding increase in Swedish workersitutginalized savings did not result in
a dilution of ownership concentration. To the canyr the entry of the AP funds in
Swedish large capitalisations was actually met byst@ngthening of CEMs, of
controlling blocks and of voting power of contrallj shareholdefs

11. Tax regulation also played a key role in thstifationalisation of corporate
ownership. Up until 1976, households’ gains onsafeassets and shares owned for over
5 years were almost tax exempted, while taxatiodivitiends reached 80-85% until the
early 19908 Foundations, the main investment vehicles of fiafoirtunes, are exempted
from taxes on their income provided that 80-85%tludir capital incomes are re-
distributed to regulated charities (on a five yaaerage). For example, in 2005 teut

& Alice Wallenberg Foundatioreceived €980m in dividend proceeds and other @lapit
revenues of which €600m were distributed in domatito charities, thus leaving roughly
€380m tax free for the foundation and the Wallegliamily*®.

®EC 2007

" Companies are: Ericsson, SEB, Atlas Copco, VoBieB, AstraZeneca, Sandvik, SCA, Scania, Skanska,
ABB, and Electrolux.

8 Giannetti et al 2006

° today dividends are subject to a flat tax of 30%ept for private equity which has special exemptio
arrangements.

Y WALLENBERG 2005
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12. Beside facilitating banking and institutionalreership, tax regulation has also
influenced on corporate financing strategies. Thedsh corporate income tax system
has historically been biased toward organic comgogrowth by treating favourably
retained earnings (i.e. profits kept in the compémyre-investment) at the expense of
shareholder remuneration dividend distribution @hkhis a prerequisite for external
growth strategies, as well as for M&As). The tastsyn also allowed for accelerated
depreciation of long term productive assets sucmashines and equipment, by making
those investments rapidly deductible from the coapoincome tax base — and thus very
attractive. A part from high dividend taxation, ethregulations severely restricted
shareholder remuneration. For example, share bok-lmmogrammes (whereby the
company acquires its own shares to artificiallyatd shareholder value) were banned
until as late as the new Companies Act in 2005. fEglation thus constituted a strong
disincentive for external growth equity financingrasegies and associated M&As
operations and favoured corporate debt financirge Tatter was also made attractive
thanks to governmental intervention on the creditkat. Overall, with the extensive use
of CEMSs, controlling owners had more interest ilowing companies to retain earnings,
rather than distribute dividends, and to favourtdiéancing rather than issue new
shares.

13. Organic growth was also supported by activeistréhl policies, as well as a long
history of nation-wide public infrastructure prdigc procurement programmes and
public-private partnerships. For instance, carmaké@vo benefited from public
procurement in the transportation sector, Tetrapdlce world leader in packaging and
long term conservation — from Swedish agrariangesliand support to the dairy industry,
while IKEA supplied much of the “million flats” sed housing project in the 1960s.
Infrastructure and broader industry policies weagtlp debt financed by the surpluses of
the pay-as-you-go pension system, which funds hait investment policies regulated
by law to invest in public bonds. Industrial podisiwere also supported by substantial
state ownership in the private sector.

An entrepreneurial model of board governance

14. Given the pre-eminence of controlling blocks time corporate landscape,
Swedish boards of directors require a careful lwadmepresentation of outsiders and the
controlling shareholders in particular and of ies&l— including executive management
and the chief executive officer (CEO). This mateses in a Swedish “entrepreneurial
control” model of governance of the company, whiagkuld be located half way between
family control (the family is in charge of the extiwge management) and management
independence (a group of engineers and managersistecompany).

15. Legislation and practice have favoured a baagéhnisation structured around a
powerful CEO entrusted by the controlling sharebolor the founding family to run the

company. Other than the CEO, the board would beposed of members who at an
overwhelming majority would be outsiders to the agament and would either represent
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the controlling group or be senior executives frother industrial or financial entities

belonging to the same ‘sphere’ of the controllimguyp. This “CEO versus controlling

shareholder representatives” board structure waellabased on informal relationship
mechanisms. The controlling shareholder trustedGE® to operate successfully the
company as it was difficult for other board membel being outsiders to the company
— to bypass the CEO in getting access to informatio the company’s situation. In turn
the CEO had strong incentives to remain loyal # dbntrolling group: Swedish boards
had comparatively more authority and initiativedtsmiss and replace a CEO who would
not longer be trusted.

16. The Swedish entrepreneurial governance sysésimsted well to the traditional
weaknesses associated with Rhineland models, namely

The risk ofcompany resource diversiatue to abuse of power by the controlling
shareholder (ranging from family day-to-day expeniseing paid by the company
treasury to Parmalat-size financial scandals);

An inefficient allocation of capitalsuch as over-investment in old industries and
passive management strategies (such as generagjapabf a family leader who
does not understand new investment opportuniti@snavation and new products)
and/or missed opportunities of financing from theiey market (potential investors
being discouraged by the extensive use of CEMy d¢nd low level of dividends);
Therisk of collusionbetween political and economic powers.

Table 3: Board organization in the 25 largest comiga since 1925

1925 1945 1967 1990
Family controlled (CEO is member of the 6 2 2 0
founding family)
Entrepreneurial control (controlling owner 4 8 11 17
appoints the CEO and is active in the board)
Management independenc¢CEO and board 18 16 13 14
are independent from the controlling owners)

The total number of occurrences may exceed 25mpaoies may combine different board control models
Source: Hogfeldt 2004

17.  The risk of resource diversion, of having tbatoolling family abuse its power to
divert part the productive assets of the compang laagely contained by the strict
regulatory environment, which essentially lockee thwvnership capital into the company.
In response to the risk for sub-optimal allocatodrcapital, the Swedish corporate asset
allocation was framed by a coordinated market systen which regulations favoured
internal growth strategies (via retained earningd debt financing) supported by active
industrial policies. Combined with free trade, thiernal corporate growth and industrial
policies facilitated export-oriented strategies vety Swedish corporations were directly
confronted with international competition and inaten. In fact, among the drawbacks
of the Rhineland model as listed above, the ordy nisk that emerged in Sweden was the
collusion between corporate and political powerswéver, political collusion was
arguably a condition to the sustainability of thestem, leading to a paradox in the
system.
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The Swedish paradox

18. The previous historical account presents arar@np contradiction between (i) a
well established welfare and egalitarian societgt &) a very unequal distribution of
corporate power. Given the prominent role of theifdemocrats the Swedish political
history, and its three-step political project falipcal, social and economic democracy,
one could have anticipated a different — or attléass concentrated — organisation of
corporate ownership and power. More specificalljhywdid the social democrats
consistently support the effective control of taggest, most active and innovative parts
of the economy by an interlocked network of fanidytunes and banks? And how could
this exceptional corporate power concentrationrbany way consistent with the Social
Democrats’ objective of economic democracy? Partthaf answer to this apparent
contradiction lies in the definition of corporatentrol, which was historically very
relative in Sweden.

19. Concentrated and private ownership was pdl§idagitimised because it gave

the assurance of being stable and long term iriteresen. The broader regulatory and
political environment in effect removed key decamsimaking power from corporate

management and boards of directors. The powermoilyfgortunes was tolerated to the
extent that their invested capital was locked-inrégulation and by industrial and credit
policies. And their fortunes were to some extergkéml-in in private, but regulated,

foundations. The bias toward organic growth and tstrictions to equity-based

transactions formed strong barriers against thghtfliof capital or short-termist

behaviours by shareholders. Regulation limitedritle of resource diversion which is so
frequent in concentrated ownership regimes. Un&l1980s wage bargaining was highly
centralised between organised labour and emplagrations, as was social security,
health and pension coverage. Centralised wage acddl fenefit negotiation has an
important implication for corporate governance:ytiveere negotiated irrespectively of
individual corporate performance and governancangements. In sum, rather than
combating private ownership, the constant policyth&f Social Democrats was to strip
shareholders of key ownership functions, includaedgour management, and to limit the
room for manoeuvre for what was left to the decisad corporate owners via active
industrial and credit policies and biased tax reggm

20. This apparent paradox in the Swedish systemec@mma turning point in the

middle of the 1970s when Social Democratic Paragée Olof Palme launched the third
stage of the Party’s project: economic democracythi the labour movement the
Social Democrats political project was relayed b®.LIn 1973 the blue-collar

confederation set up a policy working group witmandate to develop policy proposals
in response to three key policy concétns

Despite the implicit contract with the corporatétes, the excessive ownership
concentration was considered as problem for demggcra

1 MEIDNER 1993
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worker representation within companies needed teeimdorced following political
claims by the labour movement across Europe, nptabGermany, Denmark, and
Austria;

Finally, the centralised wage bargaining systenifis ua-addressed the massive
corporate profits that were generated by risingoetsp

21. The objective of strengthening worker represont was met in 1976 by a
landmark Co-determination Act enhancing the rigiiterorkers and their representatives
to information and consultation on corporate regtmng, as well as by the Act on Board
Employee Representation in listed companies. Theadtier policy concerns — excessive
ownership concentration and corporate profits -ewterbe addressed by an LO proposal
wage earners’ fund. The proposal was presentedeaConfederation congress in 1975
and prompted a vigorous political debate in théoaing decade.

The wage earner fund project

22. Historically, the Swedish labour market hasnbgleaped by a trade-off between
full employment and price stability. Centralisatiari wage negotiations aimed at
measured, non-inflationary wage increases. Poaketsnemployment created by non-
inflationary employment levels would be treated hgtincreasing overall demand, but
by active labour market policies in areas suchraisihg, professional mobility, support
for disabled and older workers. A core principletioé Social Democratic project was
that equal work should be paid equally irrespetyived the profitability, the size or
location of the firm.

23. In effect this egalitarian wage policy framelw@queezed out uncompetitive
companies that were not able to pay sector-agreepk Wevels and favoured performing
and expert-oriented companies by fixing below optitevels of wages. In doing so,
general productivity would increase as assets ahdur were transferred from less to
more competitive sectors and firms, from less toranexport-oriented and capital-
intensive technologies. The system worked. Howewecerns arose with the creation of
“excess profits” generated by wage restraint irfifaole firms, which distribution was
left in the hands of shareholders. This un-usedacapbecame a policy issue on its own
in the 1970s as Swedish exports began to rise.

24. The proposal to resolve the problem of excesgotate profits was presented in
1975 at the LO Congress. Developed by LO’s senionemist Rudolf Meidnéf, the
project consisted in an ambitious long term planbaflding up wage earner funds
financed by corporate profits. The basic idea veasafl sizeable companies to issue new
shares every yean pro rataof 20% of their profits which would be transferredwage
earner funds. At a 10% profit rate the wage eafmeds would have taken 35 year to
have a majority stake in the company. The equi&y tas issued and transferred to the

12 Meidner 1993
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wage earner funds were locked-in capital: the fumdsld not be permitted to sell their
stakes on trade exchanges.

25. Given that the capital accumulated by the fusalgd not be traded, the objective
of the wage earner funds was not to establish colke control of the Swedish private
sector. The aim was to redress a bias in the desidiavage restraint bargaining system.
Still, the wage earner funds proposal met fiercgosfion from the conservative parties
and the employers’ federation SAF. SAF withdrew tive early 1980s from the
centralized wage negotiations, thus opening thetevagcentralised bargaining at sector-
and company- level. A considerably diluted versabhe wage earned funds was finally
implemented in 1984: the funds were regionalised e build-up process limited to
seven years. These funds were abolished in 1992ebthen conservative government.

The years of deregulation 1980-1990s

26. Like most OECD countries, Sweden underwentgiral financial reforms in the
1980s and 1990s to diversify sources of financorgSiwedish companies and investment
funds. In the 1980s financial capital flow contraisluding exchange rate fixing, foreign
ownership and credit restrictions were gradualipaeed. Financial services were de-
regulated, regulation of M&As were eased, and acdesstock exchange listing was
facilitated. . In 1993 restrictions on foreign @stments in the share capital — limits on
ownership and control levels in domestic companiesvere removed. The most
immediate impact of financial liberalisation wabratal increase of foreign ownership in
listed companies, which share rose from 7% in 19843% in 2001. During the 1990s
foreign direct investment inflows fuelled a thirfitbe country’s total gross fixed capital
formation compared to 18 % in the UK and 11.8% warage in Europe. Today, the
stock of foreign investments represent almost dilaihe country’s GDP, compared to 5%
in 1990. Employment in foreign owned companies fosm 204,000 workers in 1990 to
447,000 in 2000; much of the increase was condewlia the car industry, the chemical
industry and, in the service sectors, telecommtioics, research and development and
business activities.
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Figure 1: Foreign direct investment in Sweden iteinational comparison
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27. Corporate ownership also diversified with theaging out of restrictions on
institutional investors’ investment policies. Whilpension funds and insurance
companies used to be regulated by quantitativeictsnhs on their investment policies —
for example, a 10% ceiling on portfolio investmemtequity — these restrictions have
been considerably weakened and gradually replagedpludent person standard”
principle and risk management techniques followtragsposition of the EU directive on
Undertakings for Collective Investment in Transhdea Securities (UCITS). In a
regulatory environment which so far had been frafeedarge companies and financial
groups, efforts were undertaken to promote acaesxternal financing for small and
medium size companies.

28.  After the financial de-regulation in the 198@8smestic market competition was
increased in the 1990s. Product and service mavketts liberalised, ranging from taxis
service to air transport, telecommunications arttatity. The reforms were breaking
with Sweden’s history of active industrial policieend public procurement and
infrastructure programmes that had benefited landastrial groups. Price controls as a
policy instrument were abandoned in 1990. The a&oeso EU membership in 1995
further accelerated the trend toward market an@nfiral liberalisation. The stock
exchange, OM Stockholmsboérsen, was deregulated98 and several SME-focused and
venture capital trade exchanges were created ifiotlmaving years. Between 1997 and
2005, administrative procedures for stock exchdmsimg and for M&As were eased
several times, while the investigation power andomeability of the decisions of
competition authorities were strengthened. Todag,Swedish competition authority can
engage inspections in the private homes of boamhlmees and employees of companies
under investigatioH.

13 OECD 2003 & OECD 2006
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29. EU competition regulation on corporate takes\es become a sensitive issue in
recent years. Several projects of merger betweesdiStv companies were opposed by
the European Commission on competition grounds) as@ proposal of merger between
Scania and Volvo in 2004. Volvo was ordered by the EC to transfer to a separate
investment entity — created for the purpose — tieres it had acquired i8caniaand
which accounted for 25% @canias voting rights. Ownership of the new entity was
first distributed tovolvds own shareholders and, after a tough legal baiitlle Scanias
controlling shareholders, including thgallenbergfamily, the entity was taken over by
Scania M&A activities have increased in intensity withet surge in hostile takeover
bids. In many cases, these have put the incumlveediSh shareholders on the defensive,
as seen in the case of tiMallenbergs investment fundnvestorfight against a hostile
bid by German groupAN o take overScania and in 2006 — and as outlined below —
the South African insurance gro@d Mutualtaking over ofScandia

30. Interestingly during the years of profound adesin the 1980s and 1990s, the
Swedish corporate governance regime remained wvelatiuntouched. Although
ownership structures diversified to some extentetbsential rules governing the relations
between shareholders, the board, the managememtakdrs remained in place. Thanks
to the development of CEMs, the Swedish systemdcatibrd a rise of new investors,
foreign and institutional investors, in the shawmpital of companies: the historical
owners, family- and bank-owned holdings retainddative control of the boards despite
dilution of their economic ownership. In practicéwedish boards were exclusively
composed of non-executive directors representimgralting shareholders, of a minority
of worker representatives — as required by the @woapresentation Act, two to three
board level employee representatives dependindersize of the company — and the
CEO. The mode of governance was essentially relstiip based, relying on networks,
cross-ownership and multiple directorships. Ovetladl Swedish governance favoured
insiders and had few incentives — to say the ledst outsiders’ shareholder activism.

The Post-Enron era

31. Like in many other OECD countries, Swedish ooafe governance was put at a
test in the aftermath of the burst of the IT bubbl001 and the series of financial and
corporate governance scandals that followed. A-Rosbn debate on the validity of
corporate governance regime swept across the OBG®,Sweden was no exception.
Public confidence in corporate governance was sévéit in Sweden f by a series of
controversies and scandals affecting flagship caomega re-known industrialists and
financial leaders from the inner circles of corgerelites and controlling families. At the
EU level, the regulatory reaction to the crisisohfidence came with the adoption by the
European Council in 2003 of an Action Plan for Modeing Company Law and
Corporate Governance. With the increasing prestora foreign, but also domestic
shareholder activism, debates in Sweden were tetwden the need to reform on one
side, and the risks of importing governance sohgithat in effect would be alien to the
Swedish model, its ownership structure and brosestgrlatory environment.
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Scandals and controversies

32.  The most common form of mismanagement and stamad Sweden in the post-

Enron period was related to management and direetouneration packages. Blue chip
companies such aBricsson and Scandinavian Airline Systenbut also state-owned

pension funds brought attention to the pays-outdirectors or top managers in spite of
poor financial performance. Among the controversi®3 the third national pension

fund, paid Skr15m in bonuses to its 41 managenmaptayees in 2003, although its asset
under management had fallen by SKrl17.5bn in 2002n@r Lund, the then deputy

finance minister, qualified these bonuses as “cifgi. Two scandals in particular

concentrated public attention: the golden handshzdekage of ABB’s leader Percy

Barnevik in 2002, and the collapseSKandiain 2003:

Percy Barnevikin 2002, Percy Barnevik the then CEOAdean Brown Boverie
(ABB), the Swiss-based automation equipment comastepped down following
the disclosure of a pension and severance pacKagferb48m (circa €88m), which
had not been properly authorised, The story beclam®us in Sweden because
Barnevik was aVallenberginsider. In addition to his directorship ABB, he was
also chair of the family’s investment funidivestor and of AstraZeneca the
pharmaceutical group. Although Barnevik subseqyeamgbaid part of the package
to ABB, some SFr90m (circa €53m), his reputation wasyblidland he was forced
to resign from all of his mandates in the followimgp years.

Skandia:In the case of Skandia, the CEO Lars-Eric Petargganted SKr156m
(€16.6m) in bonus schemes and other in-kind besfitithout board approval in
2000. Following the disclosure of the schemes amal failure of an overly
aggressive overseas investment strat&gndias share price collapsed in 2003.
Petersson was fired in April 2003 and was senterncetivo years in prison in
2006°. The scandal also raised suspicion as to the msiility of the chair of the
board, Lars Ramaqvist, another well respected Swiedmslustrial leader, in
Skandia’s management and director remuneratiortipeac He was, however, not
prosecuted and settled an agreement with the nelelgted board oSkandia
including paying back over SKr2.2m to the compatmeieby violating insurance
law, as such a settlement should have been endoysthé AGM).

33. The case dbkandiais emblematic of the crisis of confidence not jostause of
the remuneration scandal in 2003, but also beaaiue shareholder battle that followed
in 2005-2006 to gain control over the group. Towatide end of 20050ld Mutual a
South African investment and financial servicesugrolaunched a hostile bid over
Skandia with the support of several foreign and Swedislestment funds, including US
mutual fundFidelity and Swedish hedge fundevian The bid was opposed by the

14 ABB was formed after the merger in 1988 between Swediea and Swiss Brown, Boverie & Co -
employing at the time 150,000 workers in around é@0ntries.

'3 such as free access to high priced downtown Stoklapartments in the heavily regulated Swedish
housing market.

18 End-2007 his (suspending) appeal was under camaside by the Supreme court.
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management of Skandia and by most Swedish institatiinvestors, includinglordea
bank, AP4 and AP2, the third largest shareholdke flerce battle for the control of the
board ended early 2006 with the successful takemy@id Mutual

34. In parallel with the increase in M&A activitiesd — as seen in the latter case of
Skandia— of hostile takeover bids, Swedish corporate gusgce practices have been
transformed with increasing shareholder activisPA@Ms. Shareholder activism relates
to various active shareholder strategies, rangingmf continuing ‘engagement’
throughout the year with the management of thegtothostile resolutions at the AGM.
Activism can pursue several objectives:

0] to enhance financial performance on short or logignt for example by
forcing strategic disinvestment of the company oy hugmenting
shareholders’ dividend proceeds,

(i) to enhance accountability of the board or of thengany management, for
example by forcing new composition of the boardchtisure of directors’
remuneration packages.

35.  These strategies became more frequent in A@GNsveden. In the fall of 2006, a
group of activist investment funds — led by the sgwedish funevian—acquired 5%

of the shareholder voting rights ¥blvo and pressed the company to increase dividends
to shareholders. The case\dlvowas widely reported in the media and commented by
political leaders as the country was in a pre-elattperiod. Running for re-election,
Prime MinisterGoran Perssorexpressed concern about the rise of activist tovesn

the Swedish corporate landscape. The role of thed& fundCeviancreated particular
unease in the political sphere because one ofats olients was a national pension fund,
AP1, which defended its investment in the fund. diseussion on shareholder activism
thus touched upon the regulation of corporate gaere and the organisation of the
AGM as well as the regulation of pension funds’@stment in alternative investment
vehicles such as hedge funds.

36. Pension funds’ investment in hedge funds becanidic concern not only
because of the aggressive shareholder activisnheflatter but also because of the
pension funds’ overall exposure to these highlgyriasset classes. A few months later in
September 2006 another AP fuid?7, came under public scrutiny for its exposure & th
collapse of the US hedge fudnaranth Advisors LL@vhich was specialised in natural
gas tradingAP7s exposure tAAmaranths losses was via a fund of funds managed by
Swiss-based hedge furitliropean Investment ManageménThe exact financial losses
for AP7 were not disclosed but added concern to Swedigioaties. In December 2006
the Swedish central bank alluded to the possibdityeinforcing regulation of pension
funds’ investment in hedge funds to protect therggts of pension beneficiaries.

" Ironically AP7 awarded an SRI mandateEtM in 2002 based on a negative screening systemairglu
companies in breach of UN Conventions.
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The regulatory reaction

37.  The crisis of confidence in the Swedish systieat followed these controversies
also questioned the capacity of the Swedish sgadinership system to cope with a
changing environment. Under normal circumstances sucrisis would have been dealt
with by social partner negotiation and by the emeicand financial groups in particular
— not by law. In 2004 however the Swedish goverrntiereatened to implement hard
law regulation in corporate governance in the fatea weak response by Swedish
business to the recent corporate scandals. Finamosster Gunnar Lundstated in
January 2004 that the response of the business woitynto the crisis of confidence
among the Swedish people had “so far been pathdtaiv reform would make it
obligatory for AGM to vote on board and top managaemremuneration and would
enhance the power of the auditors in monitoringaor remuneration. The government
also made it clear that the regulation of stockings and other securities transactions
needed to be tightened by hard law, as self-reigaléitad proven unsuccessful.

38.  The regulatory reaction to the scandals andTtHed financial crisis consisted in
two parallel initiatives. First the government cdatpd a long time needed revision of
the Companies Act of 1975, which ended in a new @aies Act in May 2005 (with
effective implementation in January 2006). In addit the government supported the
creation in 2002 of a Commission on “Business Qiefce” mandated to draft a national
code on corporate governance for listed companigsee Commission included
representatives of key business and financial @¢aesties: accountancy profession,
investment funds, banking, insurance and sharehalsociations, the Stockholm Stock
Exchange and the Swedish employer federation. gt @raft was circulated for public
consultation in April 2004, leading to a final viers taking effect in early 2005.

39.  The discussions in Sweden took place in a leo&liropean move towards
reinforcing shareholder rights and board disclosprmoted by the European
Commission DG Internal Market, the regulatory di@ts of which were not all
necessarily in favour of the Swedish system. In2@® EU council adopted an “Action
Plan on Modernising Corporate Law and Enhancingp@ate Governance” setting a
roadmap for the adoption of new Directives and Revendations on shareholder rights
and board transparency. The Action Plan did ovdialhe Swedish system with the
exception of controlling enhancing mechanisms. WHhile Action Plan did not consider
group pyramid structure needed additional EU-welgutation, it marked a clear bias in
favour of establishing one-share-one-vote princigbeoss jurisdictions to establish a
“real shareholder democracy in the EU”. The Actilan stopped short of proposing
legislation on one-share-one-vote, and insteaddetbe an EU-wide impact assessment
study on proportionality of rights. However, theppadid cause concern in Sweden when
EC Internal Market Commissioner Charlie Mc Greewcldred in an FT interview in
October 2005 that he wanted to get the one-shazerote principle accepted across the
25 member states. Leif Pagrotsky, then Swedishsinguninister, replied that “small EU
countries must not be overridden by big ones” icidlag the appropriate corporate
governance regime. The report commissioned by thevgs released in June 2007 and

20/49



proved to be un-conclusive about the virtues of -slm@re-one-vote principle in
enhancing corporate governance and performance.

40. The defensive position of Sweden on corporateeignance in the post-Enron
period is further exemplified by the negotiatiomstt led to the review of the OECD
Principles of Corporate Governance in 2003-2004likermost OECD member states
Sweden did not produce written comments on theessiee OECD Secretariat draft
proposals of revision between June 2003 and Fepr2@d4 (and that led to a final
version in May 2004). However, and as shown in arfhein the meetings of the expert
group in charge of the revision process, Swedispresentatives made several
interventions to defend the system of differentiating rights as well as the rights of
controlling shareholders in corporate governance/ (bpposition to minority
shareholders).

41. Beside corporate governance, the Social Derhteaders engaged discussion on
the regulation of national pension funds’ investingn hedge funds in the wake of
controversial AGM activism by foreign — but also &lish — investment funds. Towards
the end of 2006, in the middle of the electoral paign, the Swedish Prime Minister
Goran Persson expressed concern at the expliait & strategies of these funds and
argued that Swedish institutional investors andféilis in particular should take a more
long-term approach to their investments in equiiyis debate on the short termism of
hedge funds shareholder activism came in lateeretbctoral campaign and disappeared
from the regulatory reform agenda following thetorg of the conservative block.

The 2005 Companies Act

42. Like most European countries, Sweden’s corporgbvernance regulatory
framework consists of a mix of hard and soft lawve8en’s fundamental law on
corporate governance — the Companies Act 2005 -ieappo all limited liability
companies established in Sweden (circa 300 00MerQicts have effects on corporate
governance such as the 1987 Stock Market Compawciesn addition to hard law, listed
companies (i.e. excluding private equity companas)required to comply (or to explain
non-compliance) with the national code on corpogateernance and with OMX listing
requirements.

43. Like the previous Act of 1975, the Companies 2@05 establishes a very clear
hierarchy of powers between the AGM, the Board #mel management. The AGM
appoints the Board, which in turn appoints a mamggiirector. It confirms the crucial
role played by the AGM of shareholders in the Afed governance of the corporation:
unlike other jurisdictions that aprima facieconsidered as more pro-shareholder, by law
Swedish AGM resolutions are binding on the board an management. An important
feature of the new law is to allowing proxy votirRyevious legislation imposed physical
participation in the AGM meeting or alternatively éngage a lengthy administrative
procedure with the attorney to be represented byhan party. The Act also enhances the
powers and responsibilities of the auditor. Undee new regime, the auditor is
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nominated by the AGM — and not by the board as utsual practice across the OECD —
for a maximum of four years. The auditor is thugdily accountable to shareholders, not
to directors. The responsibilities of the auditariandate cover not only the accounting
and more broadly the financial integrity of therfirbut also its corporate governance: the
auditor is required to review the firm’s managemamd board organisation. In addition,

the duties of the auditor vis-a-vis the companyearkanced to include protection of the
interests of stakeholders other than shareholaeisiding employees and creditors.

44, Remuneration of shareholders is also striegfyutated in Sweden. Dividends are
decided by the AGM but cannot exceed the value h& tompany’s remaining
unrestricted equity. They can only be granted @nldasis of profits that are built up or
expected; any other forms of distribution are pbdkd (such ‘interim dividends’). The
size of the dividends and other forms of transtershareholders must also be justifiable
relatively to the size of the company, its actastiand the risks involved, and should obey
to a general rule of prudence. The main changehef Companies Act regarding
shareholder remuneration is to allow share-buy bpobgrammes — which were
forbidden under the precedent regime — on condittoywever, of approval by the
supervisory authority — the Companies registratifiite. The new Act leaves untouched
the right to differentiate voting rights but putsnaaximum ratio of 1:10. For major
decisions however such as change in capital stesta qualified majority of votes and
capital is required. It sets into law rights forastholders to vote in AGM via proxy
voting mechanisms and the use of internet. Therdgtiires notice of the shareholdings
crossing one way or the other 10%, 20%, 33%, 50%666 of the total number of votes
in the company/’.

45, Regarding board organisation the Act specifestructure is by law a one-tier
system with at least three members under publiedisegimes and two members under
private regime (under a separate Act, the Boardesgmtation Act Board composition
also includes rights to employee representatiom pstéow). Importantly in a cross-OECD
perspective, the Act establishes the separatioBE®D and chair functions. Like other
civil law jurisdictions the Act specifies that diters have a fiduciary duty to act in good
faith and in the best interests of the company @oidto act in the best interest of its
shareholders exclusively. The Act gives the Boattkresive rights over the CEO and
executive management. By law the CEO has an oldig&d comply with all the relevant
instructions by both the board and the AGM. Notyahhkt, the board explicitly holds the
right to interfere in day-to-day management issues.

46. On director remuneration, the board has thepebemce to fix board and senior
management remuneration. An early parliamentarft graposed that the AGM should
set the remuneration of senior managers; it mettreng opposition by Swedish
institutional investors, including AP funds, on thgeounds that such a change would
“shift responsibility from the board and the CECQilte AGM, thereby blurring the line of
responsibility between the various parts of the pany and restricting the ability of
shareholders to hold the board and the chief ekexth account” (AP4 Annual report

18 Stock exchange listing requirements are more ddingnrequiring notice of crossing of ever fifth
percentile (5%, 10%, 15%, etc.).
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2005). Share-based remuneration of top managemmehtemployee share ownership
programmes are regulated by the 1987 Stock Marketganies Act which was revised
in 2006.

National code and stock exchange listing requirent&n

47. The Swedish code’s main requirements relatéhé board composition and
evaluation — enhancing its transparency and acabiity — and its accountability to the
AGM. Unlike the Companies Act, it is silent on tbenership structure: it does not
address unequal voting rights, or the differencéwben controlling and minority
shareholders.

48.  The Code’s push for increased board accouittatulshareholders is exemplified
by its requirement that the chair of the board jpeomted by the AGM (the Companies
Act leaves that responsibility to the board itsefimilarly, under the code the AGM is to
decide on directors’ remuneration and on all ottwst funding associated with Board
and committee functioning, while the Act leaves ueeration issues to board decisions.
The central instrument for shareholder empowermeder the code is the appointment
by the AGM of a Nomination committee. Such comneisteappeared in Swedish
companies in the early 1990s and since had becddespread. As a body of the AGM
the nomination committee has considerable oversigbponsibilities. Members are
appointed by the AGM a majority of which are noba member of the board or part of
the management of the company. The responsibiliieshe nomination committee
include making recommendations for the chair of A@&M, for members of the board
and its chair, and for the aggregate and individliedctors’ remuneration. The Code
specifies that directors should not be grantedeshalated incentive schemes. These
requirements add up to those of the OMX stock exgbavhich impose public disclosure
of individual director remunerations. Overall, tletatively strict framework for director
remuneration may explain why levels of remuneraionSweden are among the lowest
in Europe. According to a recent study Swedishatiins get an average €1,900 per board
meeting attendance, compared to €6,400 in Switzéla

49. The code prescribes that a majority of directbe independent from the
company’s management and that only one executneetdr (which by law must be the
CEO) be a member of the board. The code’s defmitd independence is focused
exclusively on direct and indirect material intései® the company’s operations that may
threaten a director's independence of judgementlois not cover relationships with
shareholders, and in particular controlling shalédrs, although it suggests that at least
two directors need to be independent from sharehslds well. The code also requires
the board to conduct periodic evaluation of its ogavernance and functioning. The
committee should also review the evaluation byabard of its own work.

50. Like other national codes, the Swedish codaireg the establishment of an audit
committee and a remuneration committee. The audithncittee’s mandate and

9 Heidrick & Struggles 2007
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composition follows more or less mainstream inteomal governance standards: a
majority should be independent of the company amios management, and at least one
member should be independent of controlling shddelns. The CEO, or any other
executive director, may not be part of the comnaitfEhe mandate of the remuneration
committee differs from other national codes assitonly concerned with executive
management remuneration, the board’s remuneradiing under the responsibility of
the AGM’s nomination committee.

51. In sum the code is in line with the Swedishregreneurial model. In addition to
the Act's requirement of separation of CEO and rcHianctions, the Code restricts
executive management board representation to tlee pesence of the CEO. It also
facilitates controlling shareholder domination dietboard because of its restrictive
definition of independence. In practice Swedishsare in an overwhelming majority
composed of controlling shareholder representatias®ng whom the chair is selected,
in addition to two to three employee representatithke CEO and a minority of truly
‘outsiders’.

52. Compliance with the code was already high a wyér its implementation in
2006, notably on transparency issues and 100%l disedd companies had proceeded
with internal board evaluation, a figure that isliwabove European standards. The
proportion of board having an audit committee foem 8% in 1999 to 93% in 2006. All
listed companies have separate remuneration anéchatom committe€s. On the other
hand the code has had little effect on board dityebgcause of the interlocking structure
of the Swedish corporate landscape and the presehceontrolling shareholder
representatives on board. Gender diversity is rlegkass very high by all standards: with
21% of female directors, Swedish boards rank sedoriLropé”. Six companies have
four or more female directors including Electrolid&M and Teliasonera.

Labour issues and challenges

53.  The two parallel labour strategies on corpogateernance, workers as employees
and workers as investors, are both valid in thedstecontext. Worker participation in
the company is supported by substantial regulatioluding the Co-determination Act —
and the role of union representatives — and thedeaployee representation Act. In
fact Sweden, alongside Germany and Austria, ramang the OECD countries that have
the most extensive and most closely labour-conde@mployee board representation
regime. The other approach, namely workers’ capitaltegies, is also well served in the
Swedish context. Despite being predominantly fieaghty pay-as-you-go flows, the
pension system includes a large proportion of prating including even within the first
tier AP funds. The pension system is also firmlgdzhon tripartite governance regimes,
which mean that union representatives are presetitei governing bodies of the most
important and powerful pension-related institutions

2 Heidrick & Struggles 2007
2L after Norway where 40% female composition is colspy by law.
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From a labour point of view, the comprehensiver@fsthe Swedish system is further
supported by an overall political environment thets facilitated corporate social
responsibility (CSR) standards and initiatives dasa intergovernmental norms and
conventions.

Representation in the Board

54. Unlike similar continental European systemsyk&p participation in corporate
governance in Sweden is limited to board-level espntation does not extend to
company-level works councils, exception being maafethe recently established
European Works Councils (EWCs). The Swedish systens presupposes a close
relationship between local unions, the prevailirajlective agreement and the board
representatives, without the intermediary levet thaoffered by works councils in other
comparable European jurisdictions..

55 The Board Representation Act of 1987 regulatemrdslevel employee
representatioil. Workers of companies established in Sweden ermgogt least 25
workers have the right to be represented by twaduoepresentatives and one ‘alternate’
(an additional representatives attending and ppatiig in board discussions meeting
without voting rights). Representation is brought three representatives and three
alternates for companies with a workforce of asie®00 workers employed in Sweden.
In the case of group companies and MNESs, theseigwoog apply to the entire group’s
operations in Sweden; the board representatiomefparent company is nominated on
behalf of the entire workforce of the group, inchglsubsidiaries, in Sweden. The Act
specifies that the total number of employee remrtasi@es may not exceed half of the
total number of directors.

56. The appointment process is made in close agsmtiwith unions: employee
representatives are appointed by the unions that bantracted a collective agreement
with the company. In case a local union coverseastl 4/5 of the total workforce (in
Sweden) it appoints all representatives. Othenajgeointment is made pro rata by the
two largest unions present in the company or tleeigrcompany. The other conditions
imposed by the Act are that the representativesalegied employees of the company or
of one of its subsidiaries and that the duratiorthef appointment by unions does not
exceed four years. Otherwise unions have discratyonpowers over all other
appointment modalities. In fact, they have the mdtie right to decide if board
representation is appropriate or not. Accordingat8000 survey, in one third of the
cases, the representatives are chosen at the yplaeating of the workshop union. Other
nomination processes include appointment by therisiboard, direct election by
unionised workers and selection by ad hoc company or group wide councils or

22 The Act came into effect in 1998 in replacementaofransitory Board representation of joint stock
Companies and Cooperative Societies EmployeesltAstworth noting that this regulation is an extep

in Sweden where labour issues are otherwise usugdbyl by social partnership negotiations in cdilex
bargaining and sector wide agreements.

% Levinson 2001
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committee. The Act also prescribes public funding lfoard employee representatives
training and education programmes. These publ@nfied programmes are essential to
the well-functioning of board representation. Thvegre dramatically cut down by the
new Conservative government that came to powed@v 2

57. The Act specifies that the duties and respdiigb of board employee

representatives are no different than those of rotheectors as regulated by the
Companies Act 2005. There is however one major miame the Act exempts worker

directors from board decision-making on issues tieddite to collective bargaining,

industrial action or any other workplace issues.rk&p directors have in principle the
same duties than other directors to act in the inéstest of the company, their right to
weigh in on some social aspects of the companymigeld by law. The argument put
forward for this restriction to worker directorgsponsibilities is that the local union “has
a material interest” in labour issues “that mayftionwith the interests of the company”.
In addition, under the Act the appointing union ¢@nheld liable, including financially,

for breach of directors’ duties of its represenii

58.  According to the survey cited above, a clegjontg of CEOs and Board chairs
view employee representation positively. The maiwaatages cited in the survey are
that employee representatives contribute to “atpesclimate” in the board discussions,
facilitate making “tough decisions” and decisionsatt are “deep rooted among
employees”. The main negative attribute, whichas supported by a minority of CEOs
and Board chairs, is the risk of information leaRs. the unions’ side, the issue of board
secrecy — i.e. the fact that the employee reprateatcannot report back to their unions
on all board meeting discussions — seems to beage#ipted and has become an internal
problem between the board representatives and timams only in a few cases. For
unions, the main barriers to effective represemmadire that “decisions are taken outside
the board” — i.e.ex anteagreement between the CEO and controlling shatehol
representatives on the board meeting agenda — hendatk of preparation ahead of
meetings.

59. Employee representation has had a positiveentie on gender balance in the
past years. In the precedent 2000 survey the feraiteof union representatives was the
double of the national average. Gender balancenpocate boards is in fact a key policy
position of Swedish unioA$ Looking at board meetings employee represemstact
cautiously and are generally passive; in aboutdfadbmpanies surveyed, representatives
support decisions without thorough discussions,omy 6 out of a 411 surveyed
companies did representatives submit recommendati@uggestions. Exception to this
is when the board addresses employment and wordongitions on which employee
representatives are said to be particularly vocalthough under the Act, and as
developed above, they may not necessarily haveidaaiights on those issues.

60. Looking at board structure and organisationstippation of employee
representatives in board sub-committees seems tmdrginal. Among the 30 largest
capitalisations no board level employee represeetatits on audit or remuneration

2410 2006
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committees — with the exception of Ericsson whéytsit on both the audit and the
remuneration committees. This absence may be eguldby the Code’s definition of

independent directors which explicitly excludes &ygpe representatives. More

generally, there appears to be insufficient aréitah between the provisions of the Code
and those of the Board representation Act. The aolé responsibilities of employee

representatives appear nowhere in the Code apamtdrfactual acknowledgment of their
existence in the preamble (explaining “in a few dg3rthe existence of the Board

representation Act). Not only that, the Code altates that it does not “deal with

relations with customers, employees or the genmiblic” because “these matters have
not been considered part of corporate governari¢es. exclusion of employees from the
definition of corporate governance and from theecaself is particularly astonishing in

the Swedish context of widespread board level epg@laepresentation. Regarding other
forms of worker participation, workers councils aechployee share ownership plans,
these are relatively marginal. The only regulatmm works council that applies in

Sweden is the EU-level 1994 Directive: approxima8f) Swedish MNEs are covered by
the directive, so are circa 240 foreign MNEs opegain Sweden. Employee Share
Ownership Plans do exist as well but appear tottates a relatively marginal source of

capital with exceptions such 8$1B

Table 4 Board-level employee representation indipe25 largest capitalisation

OMXS 30 index Swedish companies only] weight Nb of directors | Of which BLERtT | EWC
Ericsson 14,46 13 3 y
Nordea Bank 9,65 15 0 n
H&M 8,91 9 2 y
SEB 5,09 12 2 y
Atlas Copco 5,04 9 2 y
Volvo 4,83 11 3 y
SHB 4,65 13 2% y
Swedbank 4,52 9 2 -
Sandvik 4,16 10 2 y
Investor 2,7 10 0 -
SCA 2,49 11 3 y
Scania 2,49 11 2 y
Skanska 1,89 12 3 y
ASSA ABLOY 1,82 10 2 y
SKF 1,81 8 2 y
Boliden 1,8 11 3 y
Electrolux 1,45 10 3 y
TeliaSonera 1,43 11 3 y
Tele2 1,43 7 0 -
Securitas 1,3 13 3 y
Swedish Match 1,26 11 3 y
Alfa-Laval 1,22 12 4 n
Eniro 0,58 11 3 -
Stora Enso 0,27 10 0 dissolved or merged
Autoliv Inc. SDB 0,24 12 0 -

Tt Board level employee representatives; * repregimes of the fund managing the employee share shipeplan
(Oktogonen Foundation);.
Source: OMX, ETUI & company websites.
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High governmental profile on CSR

61. Sweden has had a comparatively high profilecamporate social responsibility
(CSR) ever since the emergence of the conceptanle®0s and its recognition as a
policy field on its own. In particular the governmiéhas promoted an offensive agenda
on CSR in key global fora including the ILO, the UNe OECD and even at the WTO —
a forum that has proven to be difficult to penetriatrr proponents of CSR and of linkages
between ILO and WT®. In 2002 Prime Minister Géran Persson launck&dbalt
Ansvar the Swedish Partnership for Global Responsib#itya permanent forum of
dialogue between the Swedish Government and sigrmingipanie® on the
implementation of key CSR initiatives, includingettOECD Guidelines and the UN
Global Compact. The Partnership has a permanemétdeaat that carries information on
networking activities on standards, practices aedopmance results. At the OECD,
Sweden has defended an ambitious understandiing @rnganisation’s CSR flagship, the
OECD Guidelines for Multinational Enterprises. itsplementation of the Guidelines,
including a quadripartite Swedish National ContRcint and considerable efforts to
promote awareness and education around the Guedelis praised by observers. When
Sweden chaired the OECD Ministerial meeting in N85, Thomas Ostros, the then
Minister of Industry and Trade, made a strong predavour of CSR and the OECD
Guidelines in particuldf. The Swedish government also actively supportero@SR
initiatives, such as the UN Global Compact, for ethit is a key funder, as well as the
Global Reporting Initiative (GRI), the global bemcark on corporate social and
environmental reporting. In 2007 the government camced that all state-owned
enterprises would publish from now on annual suostality reports in accordance with
the GRI Reporting Guidelines.

% At the WTO Meeting in Hong Kong in December 208 Swedish Minister of Industry and Trade said:
“For Sweden Corporate Social Responsibility is dlemtablishing a floor for human decency in bussnes
The starting point should be internationally neggil and universally accepted norms, such as the IL
Core Standards.”

% Current membershigCA, Lofbergs Lila, the Body Shop, Folksam, H&M, OMTT Flygt, Vattenfall,
KPA, Sweco, Banco, V&S Group, Lernia, Apoteketaskay, SJ, SweroamhdAkademiska Hus

%" In a letter to the Editor published in the FT oMay 2005, Mr Ostros wrote'Sir, The debate on
corporate social responsibility, insightfully higdhted in your recent report and editorial on howiGese
suppliers try to cover up irregularities such acessive working hours, underpayment and sub-stahdar
health and safety arrangements, raises some corioeancountry like Sweden. My country is small and
highly dependent on open markets and free trades fids made Sweden an international country. The
main road to economic growth and prosperity in snoé globalisation goes through free and open trade
combined with a strong engagement for CSR. We séemaalink between responsible business behaviour
and the acceptance of a just and fair globalisattbat benefits all. CSR is not about protectionismt,
about establishing a floor for human decency initess. By aligning business practices with universa
norms and principles, such as UN Global Compact tiiedOrganisation for Economic Co-operation and
Development Guidelines for Multinational Enterpgsave can create responsible growth. The Swedish
government believes that intense work on CSR isresequisite for the acceptance of continued
globalisation. [...]. Sweden is chairing this weeld€CD ministerial meeting “Enabling Globalisation”.

In conjunction with the ministerial, an open foruwill take place. [...] | will ask fellow OECD
governments to step up inter-governmental co-opmraind dialogue. We need to be clear on how we can
create an enabling environment for responsible hess practices”
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62. The activism of the government in promoting C&RI its global standards
worldwide and at home has had some impact on Stwedigporations’ handling of CSR.
Half of the 20 largest stock capitalisations praelstistainability reporting that are in
accordance with the GRE(icsson, H&M, Atlas Copco, Volvo, Swedbank, SG&anska,
SKF, Electrolux & TeliaSonejaSweden also ranks well in the number of Inteomea
Framework Agreements (IFAs) signed between ind&iduaultinational enterprises and
global unions covering the sectors under whichismrompanies operate. Out of the 56
IFAs signed and implemented as of early 2007, 6eweith Swedish MNEsIKea,
Skanska, SKF, H&M, SCA, Securjtasanking Sweden as the third country by the
number of IFAs, after Germany (16) and France (10).

Table 5: Commitment of the largest non-financiglitalisations to key CSR initiatives

Initiatives include the Swedish Partnership, theldal Reporting Initiative and the UN Global Compact
The OECD Guidelines for Multinationals are not stdel because their applicability is universal andsd
not require ex-ante agreement or commitment by emyp

Non-financial companies (ranked by weight in the ONKS Has an IFA with GRI UNGC
index)
Ericsson -
H&M UNI
Atlas Copco -
Volvo
Sandvik -
SCA ICEM X
Scania -

Skanska BWI X X
ASSA ABLOY -
SKF IMF X X
Boliden -

Electrolux - X X
TeliaSonera - X
tele2 -
Securitas UNI
Swedish Match -
Alfa-Laval
Eniro
Stora Enso

X
X

XX X]|X

X

Other companies -
IKEA BWI
Source: UNGC website, GRI database, Hellmann &8t€007

63. Swedish financial institutions have also ingdsin and been committed to CSR
initiatives and standards. As developed in theofelhg section on workers’ capital, the
Swedish pension and insurance industries havewetlothe move toward explicit
recognition of social and environmental concerngh@ir investment policies, such as the
two Swedish banksSEB and Swedbankwhich have signed on the Global Compact.
Among private pension funds and insurance compafielksam pension fund has a
distinguished commitment as it is a Global Comgmaghatory, a GRI reporter (i.e. its
sustainability reporting is in accordance with @iel framework) and is a member of the
Globalt AnsvarPartnership.
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64. Corporate commitment to CSR has however no¢ gathout some controversies
regarding the effective implementation of (highlybficised) ethical commitments. In
2006, construction comparfykanskawhich was one of the most CSR active Swedish
companies was caught in the public eye for its Ivemment in a huge gas pipeline
construction corruption scandal in Argentina. loatlly Skanskahad been a key initiator
of a global engineering & construction industry coitment in 2002 to a “zero
tolerance” policy on bribery and corruptf8n Similarly, in early 2007 Swedish
prosecutors launched an investigation into bribatlegations atSaab regarding
negotiations in 2001 of the sale of fighter jetsthhe Czech military. Given the overall
international exposure of Swedish companies, it begrgued, however, that these cases
are comparatively rare.

Workers’ capital

65. Many trade unions have either by law or throwgilective agreements a
responsibility in ensuring stewardship of the ina&nt of workers’ retirement and other
long term savings — workers’ capital — in financialsetS. In the case of Sweden and
despite the pay-as-you-go nature of its pensioteBsysworkers capital is an increasingly
important aspect of corporate governance undecuhent regulation. Using a simplified
and World Bank-inspired three-pillar model ((i) waisal, (ii) occupational, and (iii)
individualised), the system is mainly structuredwsnd the first two pillars:

In addition to a means-tested basic guaranteedigrenthe first universal pillar
consists in a compulsory notional (wage-indexed)-gs&you-go scheme in which
differences between inflows (contributions) andflouts (payments of pension
benefits) are managed by several state-owned Huiffels: the AP funds.

Under the second occupational pillar, dependinghensector (public/private),the
professional status (blue/white collars) and uniaffiliation workers can
supplement their AP pension rights with additiotié® insurance or pension
benefits. Two supplementary regimes co-exist ingteate sectorCollectumfor
salaried employees (white-collars) aRdra for non-salaried employees (blue-
collars) which administer ITP and Avtalspension SAB pension plans
respectively. In the public sector the main pensmans are the municipal
employees KAP/KL and the government employees’ plAn03. The schemes are
either defined benefit (DB) or defined contributiidC) plans, depending on the
governing collective agreement. Over 80% of workeras it happens the rate of
unionisation in Sweden — are covered by such suppiary schemes.

% The initiative was within the framework of the Hmeering & Construction Task Force, a group
affiliated with the World Economic Forum.

# Generally workers’ capital refers to the financisets (debt, equity, other asset classes) tkat ar
accumulated in collectively-funded retirement schenas they exist in countries where pre-funded
occupational pension schemes represent a substaatiaof the total pension retirement of workdtsan

also include non-retirement collectively negotiatdployee-savings and insurance schemes, as well as
reserve funds and buffer funds operating in payeasgo retirement schemes. More information on
www.workerscapital.org
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66. The general AP regime is regulated by the Sstebiational Pension Funds Act
of 2000. Pension contributions constitute 18.5%ndividual wage earnings (with lower
and upper limits) of which 16% are versed intogkeeral wage-indexed pension system
(the Income pension) and 2.5% are invested in alppre-funded scheme, the Premium
pension.

67. Under the Income pension scheme the surplisgsate currently accumulated
due to the population demography are managed lgy diblic pension reserve funds:
AP1, AP2, AP3, AP4 and AP6. AP funds 1 through ¥eha classic investment mandate
allowing them to invest in the whole investmentwvwense (listed equity, bonds, real
estate, alternative funds). AP6 is specialised livape equity and venture capital
investments. Under the Premium Pension schementheidual workers can choose to
invest his/her contribution either in a private estment funds (over 500 are registered)
or in the default government-backed AP7. 30% ofk&os do not choose and have their
2.5% contribution versed in the default fund the 7XP Contributions vary under
supplementary schemes, such Gallectum and Fora, and can reach 12% of wage
earnings but are typically between 2 and 5%. Thempansion funds under the schemes
CollectumandFora areAlectaandAMF Pensiorrespectively.

68. The total value of assets under management WwgdiSh pension-related
institutions is estimated to be over €240bn. At tinee of the reform of the pension
system in 2000 each AP funds was given SKrl134bml.B&h at current prices) in
diversified portfolio including equities, fixed iome securities, cash and real estate
properties. Asset under management by these fuedsoav well above SKr200bn each
(€20bn). Today the AP funds collectivelfyjecta and AMF Pensionrank among the
largest pension funds in Eurdpe

Table 6: Asset management structure of the natipaation system in 2005

Pension plan Rate Governing institution / Key managing | AUM * / / Swedish
regime institutions (€ Bn) equity | equity
Income pension 16% Wage-indexed pay-as- | AP1 20 11,8 2,5
you-go, balance between| AP2 20,4 12,7 4,4
inflows/outflows managed AP3 20,5 11,5 3,1
by AP buffer funds AP4 19,3 12,1 3,9
AP6T 1.6 n/a n/a
Premium pension | 2.5% Pre-funded DC AP7 6,2 51 1,1
Supplementary Upto | Sector specific, Pre- AMF 28,7 13,5 6,7
regimes 12% funded DC, DB or life Alecta 42.4 16,1 7,3
insurance. Other large pension funds includes: Lansférsakringg
Electrolux, SKF. Insurance and pension providers:
Folksam, Skandia Liv, Swedbank, SEB Trygg Liv, etc

* other than the AP funds, estimates are for thltportfolio under management, and not the AUM tloé¢

corresponding pension scheme; T AP6’s investmemidate is limited to unlisted securities (privateligg buy-outs
and venture capital).

% The Premium pension’s individual choice system thesn criticised for its inefficiency, the numbér o
investment funds to choose from (over 500), thecitpaf the fees taken by the fund managers and the
lack of awareness and education that is needeslifdr sophisticated investment decisions.

L respectively 3, 7" and 18' by AUM, according to IPE.

31/49



69. Most of the Swedish pension system’ asset naanagt is governed either by
state-owned institutions under the Income Pensnaiica by social partnership agreement
— Alecta, AMF Pensigretc. Under the Income pension the boards of wireof AP1-4
and AP7 consist of nine members appointed by thed®&h government of which two
are nominated on proposal of trade unions and twopmposal of the employers’
federation. AP6, the private equity and ventureitehgtate-owned investment, has no
such requirement. Regarding the supplementary sehighVIF and Alecta are jointly
owned and governed by employers and urffons; addition several private and
cooperative groups have a share of asset managemém supplementary schemes,
including SEB (private bank)SwedbankKcooperative bank)Skandia(private insurance
company), Folksam and Lansférsakringar (respectively mutual and cooperative
insurance groups).

70. Regulation of pension fund investment has bsmrsiderably eased following

Sweden’s accession to the EU and compliance wighBE Directive 2003/41. Once

tightened by strict quantitative rules Swedish pEm#unds are today subject to relatively
light regulation (see annex). There is no restitany more on pension fund holdings in
equity as a proportion of their total portfolio. Wever AP funds have more stringent
portfolio composition requiremeritancluding:

Minimum 30% in fixed-income securities (i.e. bonds)

Maximum 2% equity ownership in a single listed camy or 10% of its voting

rights, and maximum 10% total exposure (equity aletht) to a single listed
company or group company;

Maximum 5% in unlisted securities (private equitgnture capital, infrastructure)
and ownership must be via holdings in a privateitgqtund (i.e. no direct

ownership allowed);

Maximum 40% of assets exposed to currency risk;

Minimum 10% of total portfolio managed by outsidseat managers.

71. Recent public debates have centred on furtheakening AP’s investment

regulation. In particular, the appetite for privaguity investments (see section below)
have led some AP managers, such as AP3, to ask liggher ceiling on private equity

ownership above the current 5% or for infrastruetiunds to be excluded from the
current restriction level.

The corporate governance and CSR policies of the fARds

72. AP funds have integrated corporate governanug @SR issues in their
investment policies to an extent that surpasses ¢banterparts in the social partnership
sector, Alecta and AMF Pension and the private and mutual sectors. The regulated
restriction that applies to AP funds on their egthbldings in a single company as

32 Lo for AMF, and PTK (coalition of private sectonians) for Alecta.
33 Mercer 2006

32/49



indicated above (max 2% share ownership and 10%g/oights) in essence prohibits
any AP fund to become a significant shareholder itisted company. Despite this
important restriction though AP funds are relatvattive in the corporate governance of
listed companies in Sweden. All AP funds have aifigpecorporate governance policy
which content is in line with the Swedish Code.

73. Key issues in 2005-2006 have been directorsureration for which APs tend to
favour very careful assessment — to say the leadtany share-based component. For
exampleAP1 and AP2 voted against the proposal of director share-basedineration
package at the 2006 AGM &wedish Matchin November 200@8\P1 went as far as to
explicitly call for all board members to be remuated in fixed fees and to ban all forms
of share-based incentive schemes. ABd the board of directors “should not have the
same incentive program as the CEO (and the régbeahanagement)”. AP funds are also
present in the AGM-appointed nomination committegsich give them privileged
oversight over the board’s organisation and fumatig. AP1-4 funds have each up to 25
representations in the nomination committees ofdtstecompanies — and hence need to
have specific resources to meet up to these speeifiponsibilities. Among Sweden’s
largest capitalisations, AP funds were presenthim iomination committees dtlas
Copco, Volvo, SHB, SCA, Electrolux, Securitas, $shedatch, Alfa-LavalandSkandia
(until its takeover byOld Mutua). However they were absent from the committeenef t
largest capitalisation in Swedegkricsson, despite accounting for the largest equity
holding by AP funds who cumulatively owned over%.4f the capital end-2005, but
less than 3% of the voting rights (as most AP-glingls are in B-shares that have 10
times less voting rights than A-shares).

74. Similarly, AP Funds have comparatively very\acCSR-related policies. Unlike
the general regulation on occupational pension dutide regulating Act of AP funds
specifies that “environmental and social considenatshall be taken into account in [AP
funds’] investment activities without impinging dhe overall goal of a high return on
capital” and that AP funds should report annually their integration of such
considerations in their investment policy. The gaheegulation on occupational pension
requires Swedish occupational pension funds to igybtlisclose any integration of
social, environmental or ethical criteria in therastment policy. The national pension
Act further allows the exclusion of individual coarpes from AP funds’ portfolio based
on those social and environmental criteria. Unssimgly the CSR investment strategies
of AP funds consist for a good part of ethical “eaggment” activitiesAP2 AP3andAP4
have engagement policies, the benchmarks of whrehim the UN Human rights
conventions, the ILO core labour standards, the DE&uidelines for Multinational
enterprises, as well as the OECD convention aganiséry and corruption and in some
cases the Global reporting Initiative. For examplE,l management staff was actively
involved with foreign companies over alleged bresclof international conventions.
According toAPXs annual reports, the following cases were daattessfully in 2005-
2006:

Nomura Holding a Japanese financial services group, concerrasgscof gender
discrimination;
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Coca-Cola over its respect of human rights in its Colomlogerations;

Marriott Hotel, concerning reports of sexual exploitation of mgim Costa Rica;
BASE for unlawful use of pesticides in the US;

Oil companieKerr-McGeeandPioneer Natural Resourcéor their involvement in
the military occupation of West Sahara by Morocco;

Occidental Petroleumnfor its alleged involvement in massacre of cank in
Colombia;

Repsal regarding the construction of a pipeline in Earad

75. AP funds’ dialogue process usually includessiimnent as a last resort option —
and public disclosure of such divestment For exampl 2006AP2 divested its stake in
Wal-Matrt after three years of unsuccessful efforts to chaihg company’s anti-union
policy. AP7, the default fund of the Premium Pension, is i@ Swedish champion of
negative screening and ethical exclusion. Its ahraports include an annual list of over
a dozen of foreign companies that are excluded fitsmequity portfolio for alleged
breach of international conventions (see annexg latest and most visible sign of the
involvement of the Swedish financial sector in C8&s the creation early 2007 a joint
“ethical council” uniting the four AP funds. The wwil’'s mandate is to review the
socially responsible investment (SRI) holdings ok tfour AP funds in foreign
companies, Swedish equity being excluded. The wewigll consist in a systematic
screening of the funds’ equity portfolios with regjido compliance with CSR-related
international norms and conventions. The scopeimptications of this initiative should
not be under-estimated given the foreign equityosype of the four AP funds — totalling
€33bn — and the number of invested foreign comgani@ound 3500 globally.

The challenge of private equity

76. Historically the concept of corporate goverrehas been built on the assumption
that stock exchange listing is the ultimate staiggo@d governance. According to theory
stock listing provides for the best perspectivescofporate growth and wealth and
requires the most sophisticated mechanisms of atability and reporting, given the
number of corporate constituents. By contrast tediscompany status was at best
considered as a necessary — but hopefully — bnifrmediary phase before ‘going
public’. At worst, it was tolerated as a defaulttiop for countries — and mainly
developing ones — lacking robust capital marketastfucture and regulation. This
conventional wisdom has been challenged in receatsyby the transformation of the
private equity industry from a relatively marginalestment class (start-up, seeds, risk
capital investment, venture capital etc.) to a ilrledalternative to stock exchange listing
for companies of all size and sector (buy-out). Tihderlying economic model of private
equity makes extensive use of leveraged transa@mh of un-regulated investment
vehicles®. The growing share of private equity buy-out irtwesnts across OECD

34 A private equity firm create a separate fund far purpose of buying out target companies (acdpiisit
of the totality of shares) thus leading to deligtiii the company was publicly traded prior to the
acquisition. The specific characteristic of privatquity buy-out compared to traditional industrial
consolidation is the short term horizon of the sation: private equity firms have the explicitention of
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economies has been controversial among the labouemment notably with regard to the
social impact and the un-regulated corporate garea regime of private equi

77. The boom in the private equity business has Ipegticularly acute in Sweden
which has one of the highest levels of private ggumvestment as a share of GDP (see
figure below) of which two thirds consist of ‘buyHd operations (by opposition to early
start-up and seeds risk capital investment). Thenttg has had a long history in
developing private equity investments reflectingoangoing concern about the excessive
concentration of the Swedish economy and the needipport and develop SMEs. The
first venture capital fund-6retagskapitalwas established in 1973 as a public-private
partnership. Today Swedish venture capital maidychannelled by the Swedish
Business Development AgendyWTEK) and the National Industrial Development Fund
(Industrifondem. In addition to public and private partnershipaious corporate and
income tax incentives have been introduced to npak@te equity ownership attractive
and/or to facilitate investors’ exit strategiescluding access to stock listing. Several
trade exchanges were created following the de-atigul of stock listing in 1993 and
were specialised in SME and venture capital.

Figure 2: Private equity investment in Sweden inrdarnational comparison
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source: Private Equity - City Business Series, October 2006, International Financial Services, London

selling the entity after a 3 to 5 year period aftrecturing. The share of the cash input in thelfisrusually
marginal (as little as 20% of total cost of acdios) and is complemented by debt contracted at
mainstream banks. The investment vehicle set @ty out the acquisition operation is designediado
the concept that the vast bulk of the purchase snavik come from debt, the servicing and repaymeit
which is financed by future earnings of the taig@hpany.

% As noted in a Global Union statement on privateitygin March 2007: “Current national corporate
governance frameworks focus on publicly traded camgs and are not suitable to address the challenge
of private equity’s short-term ownership regime twdeal with hedge fund participants’ “hyper-aisia”.

The responsibility and powers of the boards ofaoes to preserve long-term interests of compaméesis

to be reinforced.
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78. Another major source of private equity fundiagpeared with the pension
reforms in the 1990s. As discussed in the prevsmetion, quantitative restrictions on
pension funds’ investment policies have been camnalily weakened in the past decade
to facilitate listed and un-listed equity ownerst®6 was set up in 1996 with a specific
mandate to support private equity and venture aapivestment and funds in Sweden.
End-2005AP6 had around €1,5bn worth investment in venturetabpnd private equity
investments of which approximately €250-300m waereested in buy-out funds. The
other AP funds have also increased the share af itheestment in private equity in
recent years. According to estimates drawn fronuahreports (see table 7 belowP3
and AP7 have the largest exposure in terms of share of toa¢éal portfolio. The
investment policy varies: some AP funds have commated their stake in a handful of
private equity funds, others have dispersed tineestments in large pool of funds. Other
than AP funds, information on pension funds’ investt in private equity is less known
— private equity does not necessarily appear alkss ©f asset on its own in annual
reports. By contrast, thevallenbergfamily plays a crucial role in the private equity
landscape via its holding compaiywestorand its wholly-owned private equity firm
EQT. Early 2007,Investor announced that it would double its investmentgiivate
equity over the next five years from currently 18B&re of its total portfolio to 25%.

Table 7: Private equity investment of major pensiad investment funds in 2006

The figures below are estimates drawn from 2006ahreports. They should be treated carefully asape equity is
not always presented as a separate class of as$b&sreports and/or scope and definition may vdnyestments in
PE” are the effective amount of money that has lemsferred to the PE funds. The figures shoulchbkiplied by 3
or more to evaluate the size of the commitmentsenuagr several years.

As of dec-06 | % of total AUM Investment in PE buy- | Investment policy
in private equity | out funds (in €m)

AP1 <20 Marginal InnKap

AP2 0.9% 203 Concentrated (incl. EQT, Carlyle, CWordic
Capital, TPG)

AP3 3% 685 Diluted in over 50 funds

AP4 0.6% 140 Highly concentrated (2/3 in EQT anddBman
Sachs PE)

APG6 100% 242* Concentrated

AP7 4% 171 Concentrated

Alecta n/a 204 n. a.

AMF n. a. n. a. n. a.

Investor 13% 1624 Of which €952m in EQT (pure buyarivate)

Industrivarden 0% 0

Source: annual reports 2006

79. TheWallenbergs appetite for private equity buy-out became aliguissue in
2006 whennvestorandEQT led a successful buy-out offer on medical techgwlgroup
Gambroleading to the largest public-to-private transatin the history of Sweden. The
buy-out transformed into an unusual open conframatetween th&Vallenbergand the
other shareholders over the valuation of the compliralso shed light on new corporate
governance issues when the motives ofitelenbergwere unveiled. As the transaction
was coming to a successful end in June 2006, aespukn forEQT explained why
private equity regime was superior to stock listifgtock listing corporate governance
rules are becoming a burden. The decision makiaggss is much quicker in a privately
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owned company than in a listed company. We can nuda@sions in a non-public
environment, meaning we don’t have to explain ewémgle step to the marketplacg”

80.  Across the OECD economies, the recent developwoifeprivate equity buy-out
transactions has been accompanied by high profdsex of private equity-led
restructuring processes. These cases point tohement — but not necessarily systematic
— risk of short-termism under private equity regirire Sweden, the management of the
frozen food companyrindus during its ownership bYEQT between 2000 and 2006
appears to be one those cases of short-termisncalgeis emblematic insofar it involves
a Swedish, not a foreign, private equity firm. lrayyi2007, the International Union of
Food, Agricultural, Hotel, Restaurant, Catering, baoco and Allied Workers’
Associations (IUFY published a report by two board level employeaasgntatives of
Findus on théEQT. Beside asset striping, the report exposes failofegovernance that
are characteristics of private equity including thek of communication between board
employee representatives and the managers appdgtE@QT. One of the board level
employee representatives explains: “We could saerttoney was being siphoned off to
the UK [subsidiary]. [The managers appointed B@T] told us it was invested in
production facilities there.” Although they had te@al access to information, board
representatives had difficulty to deal with the erdmt complexity of private equity
regime: “People seem to believe that we employpeesentatives are economists, but we
aren’t. We've been to a few courses, but theredat gou can hide from us if you're a
sharp financial controller.” Like in other counsjethe case of Findus suggests that
private equity poses new challenges to board reptaBves — and to trade union
representation at large.

%«On Europe: Wisdom of listing in question”, FT.caite; Jun 09, 2006”
37 “swedish Union Reps Describe 6 Years of AssepBing at Findus under EQT”, IUF Private Equity
Buyout, May 6 2007www.iufdocuments.org/buyoutwatch/2007/05/swedisltioninreps _describe_6.html
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Concluding remarks

81. In an international labour perspective, the @sfe corporate governance system
appears remarkably well in setting the right retpria environment for corporate

accountability and transparency. In particular, 8wedish system rates favourably on
some of the key policy areas identified in the 2@wbal Union Discussion Paper

“Workers’ Voice in Corporate Governance” as outtine annex 1.

82. Historically the Swedish corporate governanegime has been exceptionally

stable despite two decades of large scale libatadis reforms. The successive waves of
de-regulation jolted the Swedish model but in the, dad little impact on the structure of

corporate powers. The rise of foreign investors aodhestic pension funds in the

ownership structure of Swedish companies did ravtsiate into enhanced voting rights
and effective corporate control. The Swedish tomganies have remained firmly in the

hands of a few family-related holdings:

With circa €20bn invested in domestic listed e@sitthe two investment holdings
Investor and Industrivarden hold together decisive voting power in the AGM
and/or are represented on the board of directoi8 aff the largest Swedish groups
whose total market value approximates €144bn.

By contrast, the state-owned AP funds, and theab@artnership pension funds
AMF and Alecta hold collectively €30bn in Swedish listed equitidsit have
comparatively poor voting influence in the govemirbodies of Swedish
multinationals.

83.  What makes this very unequal distribution odrsholder power possible is the
widespread use of differentiated voting rightavestors and Industrivarden have
disproportionate holdings in A-shares which havetiftes more voting rights than B-
shares. On the other hand, pension funds and forieigestors’ equity holdings are
usually in B-shares. The Swedish paradox — extreomeentration of corporate power
co-existing with a long tradition of social welfamad equality — is still very much alive.

84. Other than the heavy concentration of votingvgro— or perhapsecause
corporate control is so concentrated — the Swethsporate governance regime appears
to be well advanced in terms of board accountgbitibrporate and investor transparency
and representation of workers. The main strengtthefsystem lies in the mechanisms
that preserve the independence and power of thel loo@r the top management as seen
in the regulated accountability rules that bind bioard to the AGM and the CEO to the
Board. Compared to other OECD one-tier systemStiedish regime has the great merit
of legally imposing the separation between the tions of chair of the board and of
CEO and have the latter be forced by law to comytia all relevant resolutions by the
board or the AGM. The legislation on shareholdenueeration also tends to prevent
short termist behaviour: there are regulatory r&gins on the amount of dividends that
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may be versed to shareholders and share-buy bagkagonmes — which were prohibited
before 2005 — require administrative approval.

85. In a cross-OECD comparison, Swedish workersvarg well represented in
corporate governance. Workers are indeed reprasémteorporate governance-related
issues via:
information and co-determination statutory rights;
statutory rights to representation on the boardirgctors of companies;
trade union appointments on the board of the stateed AP pension funds; and
trade union co-management with employers of sexm@lipational pension funds,
including the largest twcAMF PensiorandAlecta.

86.  This multi-entry presence in corporate goveceais supported by an enabling
political and social environment in which trade ams constitute a strong social force —
for instance Sweden has one of the highest uniombeeship rates in the world (over
75%). It materialises, among others, in a high ifgradf Sweden on the international
scene with regard to promoting CSR-related initeedi and standards. Governmental
activism on CSR is relayed to some extent by Swvedisiltinational enterprises and
institutional investors. Sweden ranks very welltexms of number of international
framework agreements contracted by multinationalerpnises with Global Union
Federations. Similarly, the state-owned AP fundgehzery advanced CSR investment
policies. AP funds are also well equipped in in&tigng corporate governance in their
investment policies; however it should be re-itedathat the system of differentiated
voting rights generally plays against them.

87.  There are few minor downsides to the Swedisdehaiven the high level of
trade union density in the country, and the deptld diversity of institutions and
regulations to promote workers’ interests in cogbpergovernance. Among them is the
lack of acknowledgement of workers in the offictidcourse on corporate governance.
Even if workers do have a voice in the boards tleiedication that more needs to be
done to ensure recognition of that voice by alkipar not least by business groups. The
Swedish code of corporate governance exemplifies tontradiction. While board
employee representation is a “factual fact” in Seredhe new code is in a state of denial
of reality and go as far as to state that it “dones deal with relations with employees”
and that employees are not to be “considered padrporate governance”. Another area
that might need further investigation is the extenivhich private equity investment will
impact the Swedish system in the future. WhileCHICD countries were affected by the
boom in private equity investments between 200362@Weden has by far the highest
share of private equity in percentage of GDP.
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Annex

Annex 1: Key issues of the 2005 Global Unions refporthe Swedish context

The 2005 Global Unions discussion paper “Workersice in Corporate Governance — A
Trade Union Perspective” proposes a four-pillamfesvork for labour oriented corporate
governance reform:

. Pillar 1: reinforcing worker representation;

. Pillar 2: encouraging responsible shareholders;

. Pillar 3: strengthening the accountability of tlwahd of directors;

. Pillar 4: ensuring compliance through an enforceabgulatory framework

The following table lists some of the key policgugs identified under the pillars and
their application within the Swedish context.

Pillar 1: Reinforcing worker representation

2005 report Swedish regime
“Workers have a right to be « The right to board level employee representatiaqqueranteed by
represented in company law.
decision-making, by law or by | « Works councils legislation does not exist; howeter
collective agreement.” transposition of the European directive on Worksi@ils (applying

to Swedish MNESs only).appears to be well impleménte

“Board-level employee » The Swedish code excludes employee representdtorasts
representatives qualify as definition of independent director (it does nottitiguish between
independent directors.” management and workers in determining the kinelattionships

with the company that may affect independence adément).

* As a result, no employee representatives sit oit aathmittees.
“Board-level employee » Swedish law sets a framework for trade union supjodooard
representatives should have level employee representation (including educapi@grammes).
access to resource, education andAs a general rule, local trade unions are closalglived in the

support to fulfil their nomination process for board employee represestativ
responsibilities. Trade unions

have a key role to play here,
especially in providing logistical
support and training.”
“Board-level employee  Surveys indicate that board level employee reptatigas are not
representatives must respect thespecifically at risk of breaching their duties.

fiduciary duty that often arises | « By law they have the same duties and responsiilitian those
from membership of the board.’ that apply to shareholder nominated directors, Wi notable
exceptions: (i) they cannot vote or take part ioisiens relating to
employment in the company, (ii) the nominating &ashion can be
held financially liable for breach of their boardti@s.
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Pillar 2: Encouraging responsible shareholders

2005 report

Swedish regime

“Boards should ensure
continuous dialogue with worke|
representatives and long term
shareholders”

 Surveys indicate that the relationship betweendtarel

r employee representatives, other directors and @ &re overall
constructive and satisfactory.
 Long term controlling groups such kwestorandIndustrivarden
are well represented in the boards of the largasipanies.
 Pension funds and AP funds are not, but have actiygorate
governance policies and are represented in AGMdioamination
committees.

“The regulatory environment
should ensure that shareholder,
investment policies are designe
in accordance with the public
purpose of invested
corporations.”

» Shareholder remuneration appears to be sufficieagylated to

s'avoid financial short termism: the law sets projool limits to the

dsize of dividends and administrative approval guieed for certain
types of share buy-back programmes — which werkilpited until
2006.
« The broader regulatory and political environmemss to favour
financial and corporate governance transparency.Swedish
government is among the most active OECD governsriarthe
field of CSR and SRI.

“Workers’ pension funds,
because of their particular
liabilities and size must be
granted effective control rights.’

« AP funds and occupational pension funds’ holdingsraainly in
B-shares; these investors do not benefit formekierage effect of
differentiated voting rights system. A-shares aggnty held by
family and bank-based investment holdings sudmasstorand
Industrivarden

» AP-funds are however represented in some AGM-appadiboard
nomination committees.

“Regulation should facilitate the
collective organisation of
employee shareowners in a wa|
that ensures independence fror
executive management. Above
certain amount of share capital
this should result in independer
representation on the board of

* Employee share ownership programmes (ESOP) existdnot
constitute a key source of employee savings orard@sm for

y board representation.

Ne SHBbank is an exception: its ESOP ranks among tlye&ir
ashareholders of the group, and has two represeesatin the board

(who substitute to the two statutory board emplappeesentatives)
t

directors.”
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Pillar 3: Strengt

hening the accountability of the lard of directors

2005 report

Swedish regime

“Binding regulations should
make sure that the board — not
the management —isin a
position to discuss, approve an
supervise the implementation o
the corporation’s strategy in an
open and unrestricted way.”

» Corporate law establishes a clear hierarchy of psard
responsibilities between the AGM, the board andnt@agement.
The board has extensive rights over top manageamehtan even
dintervene in day-to-day management issues.
f« By law the CEO has an obligation to comply witherelnt
resolutions by the board or the AGM

“In one-tier systems, a majority
of the board must consist of no
executive directors. The Chair ¢
the board must be fully
independent from the executive
directors.”

» The Code prescribes a majority of non-executivealors. In
Npractice, only the CEO sits on the board.
fe By law CEO and chair functions must be separated

“Directors’ remuneration policy
(covering all remuneration and
other compensation componen
must be disclosed in details and
consistent with the remuneratio
policy for its employees.”

» The Code and stock exchange listing require disctosf
individual director remunerations. In practicengparency on
Silirector remuneration is high.
1« According to the Code, directors should not be gén
Nmanagement share-based remuneration schemes.

Pillar 4: Ensuring compliance through an enforceabt regulatory framework.

2005 report

Swedish regime

“Laws and regulations affecting
the fiduciary duties of trustees
should be reformed to enable
explicit integration of non-
financial criteria in the
investment policies.”

« Legislation on the national AP Funds specifies thavironmental
and social considerations shall be taken into agdoAP funds’]
investment activities without impinging on the caéégoal of a high
return on capital”

» Occupational pension regulation requires disclostinghether
environmental, social or governance issues argrated in the
investment policy of the fund.
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Annex 2: Sweden’s positions during the review oet®ECD Principles

According to notes taken by the TUAC Secretarisa Swedish delegates held the
following positions during the meetings of the neggton team in charge of the review of
the OECD Principles of corporate governance in 2003

At a meeting in June 2003 Sweden expressed:

opposition to new text in the Principles that wooddl for the board of directors to
have exclusive responsibility for ensuring “a fotmand transparent board
nomination process”. Sweden argued that the nommabmmittee in Sweden is
appointed by the AGM and not by the board.

concern with regard to a proposal to enhance tHeitlen of “independent
directors” to cover relationship with shareholde®weden said such wide
definition would be detrimental and would be “imfoog a specific Anglo-
American problem” (position shared by other contaéEuropean delegates).

At a meeting in November 2003 Sweden opposed thHwing addition (text
underlined):

“The legal and regulatory framework should proteghority shareholders from
abusive and unfair actions by controlling sharebdespecially when important
asymmetries exist between voting and ownershiptsigh{position shared by
Finland).

“Disclosure should be made of any material interésat members of the board,
managers and controlling shareholdgn®uld be required to disclose any material
interests may have in transactions or matters ttirexffecting the corporation
including transactions involving affiliated compesi’ (position shared by Italy,
Switzerland and Japan).
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Annex 3: Pension fund investment regulation in Swexdin an international comparison

Sweden Canada Australia | Ned. | UK us
Equity No limit if quoted, 10% max if No limit Restriction on employer related
unquoted.
Real Estate | No limit for real estate, 10% maxX 15% or 25% No limit No employer- Restriction on employer related
Bonds for unquoted bonds & unquoted | on real estate related loans
Loans loans
Private No limit (Max 5% for AP funds, No limit Restrictions on investment
Investment | no direct ownership in PE vehicles not subject to ERISA.
funds companies allowed)
Foreign No limit (a part from currency No limit Restriction on employer related
assets exposure provision)
Investment | 5% max in shares, bonds and 10% (5% for Diversification principle
in single loans issued by a single companyproperty).
issuer or real estate; 10% max in a
single investment fund; 5% max
in a single real estate investment.
Self- 5% max in a sponsoring 10%. 5% to 10% 5% No self dealing, or transastio
investment / | undertaking; with parties in interest
Conflicts of
interest
Other Some limits to currency exposur Max 30% o None Ownership of plan assets must
quantitative voting shares be under the jurisdiction of US
rules of one courts; Investment vehicles with

company

<25% benefit plan investors
not subject to ERISA.




Annex 4: AP7’ exclusion list, changes from the 20052006

Companies excluded in Reported case
both 2005 and 2006

Amerad Hess Corruption cases in Equatorial Guinea.

Bayer Continued sales of environmental toxins wettiging countries in breach of FAO
declaration

BHP Billiton* Anti-union action in Australia.

Chevron Texaco* Human rights violations at Cheviigeria Ltd in Nigeria as well as environmental
crimes in the Amazon.

Exxon Mobil* Corruption in Equatorial Guinea.

L-3 Com* Breach of human rights conventions at apiens in Iraq.

Marathon Oil* Corruption in Equatorial Guinea.

Occidental Petroleum Human rights violations ind@abia.

Repsol Environmental crimes by the jointly ownedpany OCP in Ecuador.

Singapore Technologies Breach of the conventiomipgriandmines.

Total* Human rights violations by using forced lalbavhen operating in Myanmar (Burma).

Wal Mart*t Discrimination against women in Guateeak well as reported cases of anti-union
action and labour legislation violations, as wslichild labour at Wal Mart in the United
States.

Entries in the 2006 Reported case

exclusion list

Alliant Techsystem Developing landmines.

Anvil Mining Involvment in the massacre of civiliaiin Congo.
AWB Corruption crimes in connection with the oilHfood programme in Iraq.
Bilfinger Berger Anti-union activity in Poland.

General Dynamics Developing landmines.

Group 4 Securicor Breach of labour legislation BAJ

Halliburton* Corruption cases in Nigeria and Iraq.

ING Anti-union activity in Chile.

Textron Developing landmines.

Thales* Corruption cases in South Africa.

Toyota* Anti-union activity at subsidiary in the iRppines.
Yahoo!* Actions curbing freedom of expression initzh

Exits from the 2005 list  Reported case

BASF Violations against UN environmental regulagon the United States.

Caci Int’l Human rights violations during operatfoim Irag.

Cathay Pacific Labour rights violations.

Coca Cola Labour legislation violations as weltegsorted cases of discrimination at Coca-Cola in
the United States, Central and Latin America.

Dupont Damages to people and crops caused by adhe cbmpany’s products (environmental
toxin).

Encana Environmental crimes by the jointly ownechpany OCP in Ecuador.

Hyundai Motors and Anti-union action as well as substandard workingditions in South Korea.
Kia Motors

Marriott Sexual exploitation of children on compamgmises in Costa Rica.

Sanyo Discrimination against women at their plantliexico.

SAS lllegal restrictive agreements and practices.

Titan Human rights violations during operationsrau.

Uniliver Dumping toxic waste with serious conseqesby the subsidiary Hindustan Lever in
India.

Pepsi Cola Labour legislation violations at openadiin Guatemala.

UNOCAL Human rights violations by using forced lalbavhen operating in Myanmar (Burma).

* companies targeted by AP1’s ethical engagemettities
T company banned by AP2
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