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To Minister Mats Odell

In November 2007, the Government authorised Minister Mats
Odell to appoint a committee of inquiry to examine how and to
what effect the First-Fourth AP Funds and the Seventh AP Fund
had over the years dealt with the requirement, imposed in 2001,
whereby environmental and ethical considerations are to be taken
into account in all investment operations.

Minister Odell appointed Ulla-Carin Giertz, former head of the
asset management department at the Swedish Legal, Financial and
Administrative Services Agency, to chair the committee, and Pro-
fessor Hans De Geer and lawyer Bertil Villard to serve as members.
Economist Hans Bickstréom was appointed Committee Secretary.

The official title of this body is the Committee on the Ethical
and Environmental Responsibility of Swedish Pension Funds.

A group of experts was attached to the Committee, comprising
investment consultant Mirtha Josefsson, Director Kajsa Lindstdhl,
Head of Department Irene Wennemo (until 31 May 2008), econo-
mist Asa-Pia Jirliden Bergstrom (from 1 June 2008), and Senior
Adviser Lars Gavelin. Altogether, the Committee and the Expert
Group held seven meetings.

In addition, at the Committee’s request, researchers and con-
sultants have produced five studies examining a number of impor-
tant issues in closer detail. These are included with the report in the
form of annexes. The analyses and conclusions outlined in each of
these five texts are the authors’ own. How the material has been
used by the Committee is explained in the report.

The Committee has been in contact with numerous bodies and
individuals, and several meetings have been held with actors both at
home and abroad who in our view were in a position to supply
relevant information and interesting views. This naturally applies to
the AP funds themselves and to the Ethics Council jointly run by
the First-Fourth AP Funds, but also to other Swedish and inter-



national institutional investors, consultants and analysts. The
Committee has also taken part in a joint seminar with Norwegian
agencies, one of the reasons being that a similar assessment of the
Norwegian national pension fund is currently under way in
Norway.

The conclusions we have drawn and the recommendations that
the work has led to are described in this report, Ethics, Environ-
ment and Pensions (SOU 2008:107), which is hereby submitted to
the Government. This concludes the work of the Committee.

Stockholm, November 2008

Ulla-Carin Giertz Hans De Geer Bertil Villard

/Hans Bdckstrom
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Summary

The Swedish Government and Riksdag (parliament) have stated
that the National Pension Funds — the AP funds — are to admi-
nister allocations in such a way as to ensure the greatest possible
benefit to the pension system. The aim is a high rate of return in
the long term in relation to the investment risk. The funds are not
to be used for the achievement of industrial policy or economic
policy goals. The AP funds are, however, required to take
environmental and ethical considerations into account in their
investment activities without deviating from the overall objective
of a high rate of return. The task of the present committee has
been to evaluate both how the funds have lived up to their obli-
gations in this respect and the extent to which this has been
reflected in their corporate governance.

In our view, the AP funds have dealt commendably with this
task. However, their remit needs to be more closely defined and
their working methods improved. In future, the funds should work
more proactively and seek to integrate sustainability aspects into
the investment management process. To consolidate and strength-
en public trust, the funds’ governing boards should adopt, follow
up and communicate a set of basic values or principles for how the
funds should operate. Further resources need to be set aside for the
purpose of analysing and following up the funds’ own governance
practices. Finally, the AP funds’ governing boards should be
appointed on the basis of a professional nomination process.

In recent years, interest in what is usually referred to as
“sustainable” or “responsible” investment has increased signifi-
cantly among institutional investors both in Sweden and abroad.
Extensive international cooperation has ensued, not least within
the UN, where the AP funds have played an active role. A wide
range of terms and designations are used in this sphere. We have
chosen to confine ourselves principally to the term ESG (Environ-
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ment, Social, Governance), which is internationally established and
which in our view best encompasses both the role of the AP funds
and our own remit.

This area of activity is still developing rapidly. Nevertheless,
fairly extensive research has been conducted internationally on
ESG impact and it appears that the consideration of ESG factors is
more likely to boost than to reduce returns, although it is difficult
to draw any unequivocal conclusions in this respect. The various
funds have to some extent chosen different approaches and profiles
when working in this area, and have developed methods and
procedures both jointly and separately. The efforts of some of the
funds have attracted international attention. Returns on the AP
funds’ investments have not had any demonstrably adverse effects,
and administrative costs have been kept down. In a number of
cases, the activities of the AP funds — and of other investors — have
led to improvements in the companies owned by the funds and also
to closer consideration of environmental and ethical issues in these
companies.

While the AP funds have worked well in this sphere, there is
potential for further growth and improvement in some respects.
The committee would, however, like to begin by making clear that
the basic task of the funds — to help ensure good pension levels
through high financial yields, which in turn ensures the wellbeing
of pensioners both present and future — is in itself a fundamental
ethical objective.

The committee proposes the following:

1. The funds’ overall objective is to create security in the national
pension system. This is to be achieved by means of high rates of
return in the long term. Without deviating from this overall
objective, the funds are also required to consider environmental,
ethical and other sustainability aspects. This can be made clear
by incorporating the provisions regarding ESG considerations —
which have hitherto been present only in the preparatory
material — into the relevant law, i.e. the Public Pension Funds
Act (2000:192).

2. The problems that have beset the international financial markets
in the autumn of 2008 have made abundantly clear the

10
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important role played by trust and confidence in financial
activities. For the AP funds, too, public trust is crucial. Pensions
management is a complicated field of activity that most people
are unable to follow and assess in detail. Where understanding
fails, trust must take over, and trust is built on factors such as
knowledge and expertise, transparency and integrity. The funds
must proceed from this perception in their working methods,
organisation and communication.

3. The funds must define a set of principles or basic values on
which to base their activities, incorporating ESG aspects. This
will involve formulating clearly and coherently the key values
that are to inform the way they proceed in their investment
activities. For the AP funds — which act on behalf of all Swedish
citizens — these basic values must be communicable and must
have broad public support. A natural starting point for the
development of such values is the agent’s perspective reflected
in the Swedish Constitution's Instrument of Government —
aiming to promote the freedom and wellbeing of citizens so as
to enable them to act independently, and to support them in
this endeavour. This also includes ensuring a good environment
for present and future generations. The international conven-
tions that Sweden has signed represent a practical expression of
these basic values and may therefore be viewed as further
starting points for the funds’ work on developing a set of
fundamental principles. The funds should actively communicate
their basic values to the public and describe how these govern
their investment activities.

4. We take the view that ESG aspects represent both risks and
opportunities that can be confronted and exploited respectively
by integrating them into ongoing analytical and management
processes as far as possible, instead of treating them as a
separate issue. This presupposes for instance that the AP funds
explicitly require the companies concerned to provide relevant
information. The funds have formulated such requirements in
an exemplary manner in their ownership policies. The next step,
proceeding from the information acquired in this way, is to
develop strategies for future investments taking into account
ESG aspects. One such course might be to develop a strategy
for the fund portfolio’s total carbon emission count. Develop-
ing methods for analysing and applying ESG aspects in invest-

11
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ment activities and corporate governance is in many respects a
complicated endeavour that necessarily proceeds by stages.
What is important is to ensure that there is a clearly defined
target to work towards and that there are strategies for reaching
it. How quickly and by what precise means progress is to be
made in this direction must be up to the AP funds themselves to
decide, although they must be able to show why they have
chosen a particular course in this respect.

5. It should be the task of the governing boards to adopt a set of
fundamental values for fund activities and on the basis of these
principles to establish and follow up how the funds are to
operate.

6. The boards’ remit also covers the question of how their
members are recruited, how they work and how they are paid.
In future, the Government should appoint board members on
the basis of recommendations from a government-appointed,
professionally active and broad-based election committee. Boards
must be allowed to have fewer than the nine members currently
stipulated by law.

7. The provision requiring a given number of board members to be
nominated by trade unions and employers’ organisations (the
social partners) should be abolished.

8. External evaluations of the boards’ work should be undertaken
regularly, in line with standard practice in the business sector in
recent years, and should serve as a basis for the work of the
election committee.

9. Sufficient resources should be set aside for the purpose of
securing the requisite procurement skills and quality in work
with ESG issues. This applies to information gathering, analysis,
dialogue and follow-up.

10.Opportunities should be created for broadening cooperation and
interaction between the AP funds on ESG issues without this
conflicting with the independence of each individual fund, as
called for by central government. This applies for instance to
ESG dialogues with Swedish companies.

11.Ownership is the foundation on which the influence of the AP
funds rests. This should be exploited as effectively and deter-
minedly as possible. A well-developed ownership policy — which

12
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each of the First-Fourth AP Funds has formulated separately —
is essential in this respect. Ownership and investment policies
embracing ESG aspects should be considered for all types of
assets, not just listed shares, and must be followed up regularly.

12.The restriction imposed on the Seventh AP Fund’s right to vote
in respect of its shareholdings should be removed. Other regu-
latory constraints preventing the funds from playing an active
ownership role should be reviewed. The funds’ ownership role
should otherwise be defined in such a way as to strike a balance
between an investor perspective and a long-term ownership
perspective.

13.The principles governing board and management remuneration
and compensation are ownership issues with important trust-
related implications, for the funds themselves, for the compa-
nies concerned and for the business sector as a whole. The funds
must continue to actively encourage the development of a
remuneration system that is moderate and transparent and pro-
vides incentives for well-judged risk-taking. The way incentives
for the funds’ own employees are constructed will also have an
impact on how ESG aspects are dealt with and on the extent to
which public trust is maintained.

14.The funds’ ESG work should be evaluated regularly. The
Government’s annual evaluation process, therefore, should also
encompass these aspects of the funds” operations. This is con-
sistent with the idea that ESG analyses need to be integrated
into the work of the funds.

15.We propose that the Public Pension Funds Act (2000:192) be

revised on five counts:

- The preparatory text requiring the funds to take environ-
mental and ethical considerations into account is incorpo-
rated into the text of the law.

- An election committee is responsible for recruiting the
members of governing boards.

- The restrictions concerning the Seventh AP Fund’s voting
rights are removed.

- The number of board members is to be nine az the most.

- The provision requiring four board members to be proposed
by the social partners is abolished.

13






Background

1.1 Time for assessment

When the national pension scheme was reformed in 2000, the AP
funds were tasked with seeking a high rate of return on the money
deposited so as to help achieve healthy pension levels. In the pre-
paratory material on which the new law was based, it was also
stated that the funds were to take environmental and ethical
considerations into account in their investment policies, without
deviating from the overall objective of a high rate of return.' In
2005, the Riksdag’s Parliamentary Committee on Finance pointed
out that the AP funds’ experience of working with ethical and
environmental aspects needed to be evaluated.” As part of its
annual review of the AP funds’ operations the following year, the
Government announced that a public inquiry was to be set up to
carry out such an evaluation. It is also worth noting that in 2007
the Trade Union Confederation (LO) wrote to the Government
and the Riksdag urging them to establish a framework for the AP
funds’ ethical guidelines and corporate governance.

This led to the government remit that is the subject of the
present report.

1.2 Terms of reference

Under the government remit, the inquiry is to “evaluate the First-
Fourth AP Funds’ guidelines regarding the environmental and
ethical dimensions and the guidelines regarding corporate
governance”. Within this framework, it is also to describe how
capital investments based on such premises are undertaken by asset

" The Role of the National Pension Fund in the Reformed Pension System (Govt. Bill
1999/2000:46).
2 Report on the Activities of the AP Funds, 2003 (2004/2005:FiU 6).

15
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managers today, both in Sweden and abroad. In addition, the
Committee is to assess whether, and if so how, considerations of
this type have affected the AP funds’ principal objective, i.e.
financial yield, and also whether and how they have affected the
companies in which the funds have invested. The inquiry is
furthermore to discuss the requirement whereby the AP funds are
to proceed in their work in such a way as to promote public trust.
This partly concerns how they should exercise their role as owners,
and what prerequisites are needed for them to do so. Finally, the
inquiry is to propose changes in the funds’ guidelines should it find
such a course warranted, given the AP funds’ remit as prescribed
by law and expressed in the preparatory material, where the basic
objective is a high rate of return in the long term, and given that
the conditions for evaluating the funds’ activities do not
deteriorate.

In undertaking an assignment of this kind, different approaches
may be adopted and different aspects given priority. The Com-
mittee has focused principally on a number of general aspects
relating to “environmental and ethical consideration”. It has not,
however, felt the need to go through and evaluate individual cases,
enter into technical discussions on methodology, or to formulate
operational advice or guidance.

As regards corporate governance issues — which in the
Government’s instructions are mentioned in general terms, and
where remuneration issues are cited as examples in point — the
Committee felt it natural to focus on aspects that would seem to
have an explicit connection with the way companies handle the
requirement that they take environmental and ethical considera-
tions into account, or that specifically affect public trust in the AP
funds. The Committee has not, however, felt called upon to exa-
mine the corporate governance issue in all its many dimensions,
particularly since a broad analysis of this kind was recently provi-
ded in a report by the Commission on Business Confidence.’

Finally, it should be noted that the term “AP fund guidelines”
can be interpreted to mean either the guidelines established for the
funds by the Government and the Riksdag, or the guidelines
developed by the funds themselves for their work on the ethical
and environmental aspects of their investment activities. In our
view, both these dimensions are very definitely relevant, while at

* The Business Sector and Confidence (Ndringslivet och fortroendet, SOU 2004:47).
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the same each can be described as a condition of the other. Conse-
quently, we will be discussing both. The context will show which
aspect is being discussed in each particular case.

1.3 Greater focus on ethics and the environment

The fact that several years have passed since the AP funds were
given a partially new remit is in itself reason for evaluating the way
in which they have performed their task, and what the impact has
been. Issues such as human rights, environmental consideration
and corporate governance have all attracted much greater attention
in recent years, not least at international level. The closer focus on
issues like child labour, corruption and various forms of discrimi-
nation has affected perceptions and agendas. In the case of environ-
ment, the climate issue has come to play a key role on the political
front. Also, the past decade has featured a number of “corporate
scandals”, both in Sweden and elsewhere, in which senior company
managers have more or less arbitrarily promoted their own
interests at the expense of other stakeholders. This has focused
attention on corporate governance issues in general and on the
importance of being an active owner.

All these issues has sparked public reaction and led to steps
being taken by companies, international organisations, states and
non-government organisations (NGOs). In the business world, the
term Corporate Social Responsibility (CSR), has become a focus of
attention. It implies that companies should themselves take
responsibility — at their own initiative, and over and above what the
law requires of them - for the role they play and the impact they
have on society. This may for instance mean the company
concerned ensuring that its activities do not conflict with human
rights imperatives, or that working conditions are decent even in
manufacturng countries where labour legislation is weak or is not
respected. It may also mean ensuring that the company engages in
active efforts on behalf of the environment etc.* CSR is the most
widely used designation, although there are variations that also
reflect the main points in this approach.

* Nowadays, state-owned companies in Sweden are required to report on their efforts in
respect of ethics, environment and gender equality etc. It is worth noting that Sweden and
China recently concluded a unique agreement on CSR cooperation.
(serzwww.swedenabroad.com/Page__ 20803.aspx)

17
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The corresponding term in the investment sphere is Socially
Responsible Investment (SRI), which is the designation usually
applied. The key components here are usually designated “ESG”,
which stands for Environment, Social, Governance. Thus environ-
mental consideration, issues concerning human rights and labour
conditions, and corporate governance, are the three pillars on
which responsible investment behaviour is based.’

At multilateral level, these issues have been discussed and also
codified in a number of different contexts: in the UN and its
agency, the ILO, and in the OECD and the EU in connection with
international partnerships, but also in organisations such as the
ICC (International Chamber of Commerce) and the ISO.

In 1999, nine principles (later increased to ten) were put
forward in the UN by the secretary-general at the time, Kofi
Annan, based on a number of key conventions. Targeting
companies, this set of principles was entitled the Global Compact
(see fact box). The idea is for individual companies to commit
themselves to compliance with these principles by signing an agree-
ment with the UN and its secretary-general. The unique aspect of
this approach is that companies agree to comply with key UN
conventions that per se only target national governments.

> Sometimes, reference is made simply to “responsible” or “sustainable investments”. The
abundance of kindred terms and expressions could be said to illustrate the situation in a field
that is still seeking its proper form and structure, its demarcations and precise definitions,
but also reflects a degree of competition between different perceptions and interpretations.

18
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The Global Compact is a voluntary UN initiative designed to encourage
companies to abide by ten universally established principles in conducting
their activities. These ten principles are based on international conven-
tions in the fields of:

- human rights

- labour legislation
- environment

- corruption.

To join the Global Compact, companies are required to

- send a Letter of Commitment from the CEO - preferably endorsed by
the board — to the Secretary-General of the United Nations expressing
support for the Global Compact and its principles.

- incorporate these principles into their corporate strategy and seek to
make them an integral part of business strategy, day-to-day operations
and organisational culture.

- agree to publicly endorse and advocate the Global Impact and its
principles.

- integrate in its annual report (or in a similar public document, such as
a sustainability report) a description of the ways in which it supports
and implements the ten principles

More information about the Global Compact is available at
www.unglobalcompact.org.

Eighteen Swedish companies that have signed the Global Compact
agreement have joined the Swedish Ministry for Foreign Affairs in
establishing a special group, Global Responsibility (Globalt Ansvar). The
group is the result of a government initiative in 2003 aimed at encouraging
Swedish companies in their work on human rights, basic labour
conditions, the fight against corruption, and environmental improvement.
It proceeds in its activities from the international conventions and
business standards formulated in the OECD’s guidelines for multina-
tional companies and expressed in the ten principles of the UN’s Global
Compact.

Further information about Global Responsibility is available at
www.regeringen.se/sb/d/2657/a/14557.

In 2006, the six “Principles for Responsible Investment” (PRI) were
established, targeting investors.

19

Background



Background

SOU 2008:107

By May 2008, these had been signed by 362 financial companies,
including the AP funds. Together, these companies manage assets
worth over USD 14 trillion.® Less than six months later, in Octo-
ber 2008, the number of signatories had grown to 441. The PRI
framework also provides the signatories with a joint forum. For
instance, a joint, Internet-based “clearing-house” has been
established for discussions, exchanges of experience and the deve-
lopment of contacts.

Principles for Responsible Investment

1. We will incorporate ESG issues into investment analysis and decision-
making processes.

2. We will be active owners and incorporate ESG issues into our owner-
ship policies and practices.

3. We will seek appropriate disclosure on ESG issues by the entities in
which we invest.

4. We will promote acceptance and implementation of the Principles
within the investment industry.

5. We will work together to enhance our effectiveness in implementing
the Principles.

6. We will each report on our activities and progress towards imple-
menting the Principles.

In signing the Principles, we as investors publicly commit to adopt and
implement them, where consistent with our fiduciary responsibilities. We
also commit to evaluate the effectiveness and improve the content of the
Principles over time. We believe this will improve our ability to meet
commitments to beneficiaries as well as better align our investment acti-
vities with the broader interests of society.

We encourage other investors to adopt the Principles.

The emergence of investment networks and alliances

Responsible investing is an area in which both practical activity and
theoretical and methodological thinking have featured for some
years. Nevertheless, experience in this sphere is still relatively
limited, the information base is sometimes defective and the

¢ PRI Report on Progress 2008, UNEP Finance Initiative. The report notes that not only has
the number of signatories grown rapidly but implementation of the principles has also been
swift and successful.
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methodology is by no means “fully rounded”. As a result, there is a
considerable need for exchanges of information and experience
between investors. Also, there is often a distinct need for
cooperation between investors for the purpose of exerting
influence on the portfolio companies. This is not confined to the
ethical/environmental sphere alone — institutional investors are
typically minority part-owners, and they generally need to
cooperate in order to exercise ownership influence.

In light of this, it is not surprising that a number of more or less
formalised partnerships between large or small groups of investors
have developed in recent years. These often involve cooperation
between investors and portfolio companies, since the latter, too,
stand to gain from the development of uniform standards etc.

Besides the PRI, there are a number of international initiatives
in which one or more of the AP-funds participate. These include
the Carbon Disclosure Project (CDP), which is a joint project
designed to make companies more aware of the climate change
issue. Via this project, institutional investors can persuade comp-
anies to report more transparently on their strategies for dealing
with climate issues and to document indicators that can show what
improvements are being made. The purpose of the CDP is to
streamline the data collection process by getting a large number of
investors to collectively sign a joint set of questionnaires concer-
ning data on greenhouse gas emissions and the reportmg of them.
On 1 February 2007, a fifth round of questionnaires was sent out
to 2 400 companies by 280 institutional investors representing over
USD 41 billion. The responses are made freely available on a web-
site, and the response rate in recent years has been around 80-90
per cent.

Another international initiative supported by the AP-funds is
the Extractive Industries Transparency Initiative (EITI), which
targets oil companies in particular. Together with some 70 other
investors, the funds have formally expressed their support for the
EITI, which sends a message to both countries and companies with
extractive operations that owners expect them to account for their
incomes clearly and transparently. This is particularly important in
the case of countries that are rich in natural resources but have
weak governments. Clearer income reporting by host countries,
and clarification of how much companies are paying, makes for
greater transparency in society and helps improve conditions for
economic governance.

21
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1.4 Hidden agendas?
Our values and the values of others

Is it fair and reasonable to demand that companies in other
countries submit to Swedish or Western rules and values if they
wish to be accepted? What right, one might ask, does Sweden, the
US or any other country have to determine — and decree to the rest
of the world — what is right and proper? Shouldn’t this be viewed as
an arrogant or ethnocentric behaviour?

One way of dealing with the problem may be to base one’s
approach on the kinds of rules and conventions that are accepted
by a large group of countries, from all continents, preferably within
the UN framework. With rules in place that are globally endorsed,
the problem could be said to have been solved, at least nominally.
On the other hand, much of the philosophical and ideological basis
on which international conventions are built is rooted in Western
thought, in its broadest sense. Also, international conventions can
be perceived, interpreted and applied differently. If norms and rules
are only genuinely acknowledged and accepted in the rich, white,
Christian world, a latent problem of legitimacy may persist.

So it is important to remember that the application of global
principles at global level is a complex matter, although this does
not necessarily mean that value relativism is the only possible
approach. Societies, like individuals, can stand up for their own
values while at the same time acknowledging and respecting those
of others. There are, however, certain values and principles that
everyone in the global business community ought to have good
reason to embrace.”

Protectionism

A closely related problem is the risk that ethical and environmental
imperatives may in reality be used as an excuse for hindering
competition and free trade. The history of trade policy is full of
instances where foreign or non-desirable competitors’ allegedly

7 Thomas Donaldson and Thomas W. Dunfee have discussed the concept of “hypernorms”,
described as - - - principles so fundamental that they constitute norms by which all others are
to be judged. Hypernorms are discernible in a convergence of religious, political and
philosophical thought...(see also “When Ethics Travel: The promise and peril of global
business ethics” by Thomas Donaldson and Thomas W. Dunfee, California Management

Review, Summer 1999; 41).
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unsound or unjust business practices have been portrayed as
“unfair” competition that needs to be countered through political
action. It is important to distinguish between properly justified,
ethically based demands and demands that are simply self-interest
in disguise.

The interests of the state

The risk that ethnocentric and protectionist behaviour may ensue if
Swedish investors demand that other countries’ companies adapt to
Swedish/Western values has recently acquired a new dimension
with the development of what are termed Sovereign Wealth Funds.
These capital investors are partly or wholly state-owned, come
mainly from non-OECD countries, and on the strength of their
very considerable assets are increasingly raising their level of
ownership of large, strategic companies in the US and Europe.
While it may be natural and desirable for these capital assets to be
put to productive use and to help finance economic development,
fears have been expressed that the funds’ investment policies may
be governed not just by financial criteria but also by political
objectives.

This touches on the question of how the funds’ basic ethical
principles are to be formulated, and by whom, which will be
discussed in Chapter 5. Also at issue here is the extent to which the
funds are nominally and de facto independent, non-political
entities, and whether in light of the above, in the international
arena in particular, they could be thought to be operating under a
political agenda.

“Window Dressing”

» o«

Phrases such as “ethical standards”, “environmental awareness” and
“sustainability” used by companies when describing themselves and
their activities may simply be attributes that they have
incorporated into their marketing and brand-building activities for
opportunistic reasons. The principal aim, then, is to give the
impression that the company is ethically and environmentally
aware, rather than to make a serious effort to change and improve
the way it operates. In such cases, the result is a show of political
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correctness and “corporate bullshit”, not real development. It is
important, therefore, to formulate and communicate clearly
defined norms, terms and guidelines and to develop transparency
and auditability. Here, initiatives such as the GRI (Global
Reporting Initiative) may have an important role to play. Active
media are also crucial to the achievement of the kind of
transparency that is essential if serious efforts in this sphere are to
be distinguished from less serious ones.
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2 Global developments

The Committee’s assessment: Combined, the AP funds are
among of the six largest state-owned pension managers in the
world. A small but growing share of the capital held by the
European pensions industry, which in itself is growing, is
managed in a way that specifically takes sustainability aspects
into account. As yet, this line of activity is not fully developed.
Lessons learned and information about good practices are
disseminated via international networks, such as the one that
has developed around the UN’s Principles for Responsible
Investment. The fact that the AP funds are involved in such
networks is to be commended.

2.1 Growing global capital markets

Over the past 10-20 years, globalisation has made a marked
impression both on the real economy and on the financial
economy. It brings major economic benefits but also brings greater
risk. Institutional investors and others are under increasing
pressure to assess and address these risks in an appropriate manner
—and developments in the autumn of 2008 showed this to be easier
said than done. A fundamental problem for investors is that for
obvious reasons it is harder to monitor and assess developments in
a large number of companies in a large number of countries than
simply to monitor those operating in the domestic market. And
since “domestic companies” are increasingly active outside Sweden,
the information and assessment problems are growing in their case
as well. A rapidly multiplying array of often complex financial
instruments, which under normal circumstances may be highly effi-
cient, can under times of stress add to the transparency problems
and making the future situation even more difficult to assess.
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Collecting, collating and evaluating information on companies
all over the world is no easy matter, but where technical, legal and
financial matters are concerned there is nevertheless a fair amount
of factual information, documentation and statistics available. In
the case of ESG-related issues, however, the difficulties are usually
greater. Insofar as reasonably reliable data exist at all, the problem
has been the lack of measurement and valuation methods. In recent
years, however, some important initiatives have been taken, parti-
cularly perhaps the Global Reporting Initiative (GRI), which has
established an international platform for the reporting of such
data.! Nevertheless, there is much to be done before data and infor-
mation on environmental conditions and human rights compliance
etc reach the same level of reliability and comparability as tradi-
tional financial data. In other words, the AP funds are facing a con-
siderable challenge — as are other investors seeking to bring such
aspects into their objectives, both in terms of developing a suitable
approach and of finding practical, cost-efficient ways of dealing
with this issue.

On 1 January 2008, the First-Fourth AP Funds’ total assets
were almost SEK 900 billion.> So very considerable financial
resources are involved. This, however, is only a tiny share of the
global capital market. This market can be defined and demarcated
in a variety of ways, which means researchers tend to arrive at dif-
fering sums. According to the study commissioned for the purpose
of this report’, the total global capital market — in principle the sum
value of outstanding shares, bonds and other securities — was worth
USD 123.6 trillion* on 31 December 2007. Divided into two main
categories of shares and debt instruments respectively, 31 per cent
comprised the former and 63 per cent the latter. The study also
presents two alternatives estimates, from the management consult-
ing firm McKinsey and the New Zealand Superannuation Fund,
that put the total global portfolio at USD 167 and 74 trillion
respectively.

""The Enbanced Analytics Initiative is also worth a mention. This is a joint initiative for
research into “extra-financial” data (www.enhancedanalytics.com) . For further details of the
GRI, see hetp://www.globalreporting.org/ Home

? Report on AP fund activities up to 31 December 2007 (Govt. Comm. 2007/08:130).

> Mercer: “Capital Markets Size and Participants and Responsible Investing for Large
Institutional Investors”. (Annex 4 to the report).

* One trillion = 1 000 billion.
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At the end of 2006, the aggregate volume of “pension assets” —
representing both public and private pension holdings — was
estimated at USD 26 trillion dollars, i.e. just over 20 per cent of the
total assets portfolio, based on the first of the above total figures.
Of this, what are known as public pensions — i.e. the category to
which the AP funds belong — accounted for two-thirds, or USD 17
trillion. This ratio has been stable for some time.

As regards the relative sizes of the various institutions operating
in this market, US actors are easily greatest in number — 46 alto-
gether — and largest overall. Their total management volume is over
USD 3 trillion, compared with approximately USD 135 billion in
the case of the AP funds (including the Sixth and Seventh Funds).
In terms of investment management institutions operating in this
sphere, the First-Fourth AP Funds are among the 100 largest in the
world, at somewhere between 81st and 91st place on the list.
Counting assets as a whole, they are in eleventh place in relation to
their size.

Figure 2.1  The 100 largest institutional investors in the world, by national
origin

100 Largest Institutional Funds Aggregated by Country
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Going a step further and considering public pension managers, the
Japanese pension fund was by far the largest actor in December
2006, managing an estimated USD 937 billion dollars. It is worth
noting that the Norwegian pension fund® was the second largest,
with some USD 286 billion dollars at its disposal. Individually, the
AP funds are not among the ten largest public pension managers in
the world, but if they were to be counted as a single entity they
would rank sixth. Moreover, the report shows that Sweden is the
only country with more than one public pension fund.

2.2 Some structural development features
Increased institutional ownership

In recent decades, financial markets have experienced vigorous
growth and undergone a structural metamorphosis — what used to
be a mainly national, protected and strictly regulated market is now
international, competitive and controlled by market forces. Pro-
duct development has been rapid, as has the development of the
technology required to handle and distribute the services involved.
The increase in what is termed institutional ownership is one
reflection of this change process. In the US in 1970, around 20 per
cent of listed shares were owned by institutions. By 2005, the
figure was over 50 per cent. A corresponding process has taken
place in other developed countries, and Sweden is no exception. In
1950, approximately 75 per cent of the total stock exchange value
was owned by private individuals and 25 per cent by institutions. In
1985, the figures were reversed. Private ownership then continued
to decline towards the 15 per cent level. Since the turn of the
century, it has stabilised at around 13-14 per cent. This is partly
due to the internationalisation of the markets — foreign ownership
rose dramatically from 1990 onwards and was to a great extent
institutional in character. It is also due to changes in basic savings
patterns in society, such as increased saving in various types of unit
trust funds and mixed funds and by a move to insurance saving, all
of which has added to the institutionalisation of stock ownership.
This development has meant that the basic conditions for
managing companies has changed. The debate on corporate

> In essence, however, the Norwegian pension fund may, despite its name, be regarded as a
Sovereign Wealth Fund, since it is concerned with the funding of oil revenue.
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governance and corporate codes pursued in recent years has largely
been about the need for active ownership. At the same time, unlike
private individuals, institutions — such as an insurance company, a
unit trust or a pension fund — do not manage or risk their own
money but that of their customers and beneficiaries. Another
fundamental aspect is that institutions are seldom majority owners,
and are usually not interested in acquiring a controlling interest.

Active ownership is vital for both companies and for the
business sector as a whole. If companies are increasingly owned by
institutions, and these adopt a passive stance, there is a risk that
senior executives will command too strong a position and therefore
be less accountable, as illustrated by the "corporate scandals"
revealed in different parts of the world in recent years.

“Universal Owners”

Active ownership is also becoming increasingly important for other
reasons, especially for the large institutions. In contrast to small
investors, these institutions cannot simply adopt a “buy-and-sell”
approach in their operations, since their actions often have a direct
impact on equity prices. Given this situation, a wiser course for a
major actor may be to exploit its position as owner and seek to
influence the company concerned, and in doing so improve the
returns on its portfolio.

Another basic condition that distinguishes large institutions
from small investors is that due to the size of volumes, the former
find it difficult to apply a stockpicking strategy, i.e. to put together
a portfolio by handpicking a fairly limited number of individual
shares. Normally, an institutional investor is not inclined to
become a majority owner of a company. Since the sums involved
are very considerable, the money must necessarily be spread over a
large number of companies — thus the term “universal owners”.

Engaging in the active management of all these investments is
seldom considered an attractive proposition from a cost viewpoint.
Instead, the major institutional investors have chosen to focus
increasingly on index portfolios, i.e. a broad selection of securities
for, say, a country or a region. Also, larger or smaller shares of the
total holding are often managed externally, ie. they have been
outsourced to other fund managers.
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The rate of return obtained by an investor when “buying the
whole market” will be determined by macroeconomic rather than
company-specific developments. This also means — which is of con-
siderable relevance to the sustainability debate — that if a company
in the portfolio produces high returns but does so by operating in
an environmentally harmful manner, this could mean that the costs
are passed on to other companies in the portfolio, which then yield
less and give investors smaller returns. Expressed in terms of
economic theory, then, it could be said that a major institutional
owner with broad ownership interests is motivated to take into
account, or “internalise”, what are known as external effects in a
way that otherwise only the state would have reason to do.

The private equity market is growing

Another development that has significantly impacted on the capital
market as a whole in recent years is the growth of what is termed
the private equity market. Roughly speaking, the equity market can
be divided into two parts: the public part where shares are traded
on exchanges and on other organised market places, and the
unlisted, private part. The latter involves firstly the typical, small
family businesses, where the owners/entrepreneurs, their families
and others close to them provide the venture capital, secondly it
involves “venture capitalists” or venture capital companies seeking
possibilities to finance companies in order to exploit restructuring
and development opportunities. The key goal is to inject manage-
ment and market expertise, and to optimise the borrowing ratio
and the use of capital. Thus it may be considered expedient to
invest in relatively small companies on the verge of a broader
market breakthrough (“venture capital”). They can also engage in
so called buy-outs, i.e. to purchase companies and, if they are
listed, to de-list them. It is the latter type of activity in particular
that has attracted attention in recent years, and it is often this that
is actually meant when people use the term private equity.’

A number of different factors have driven the growth of the
private equity market. In recent years, legislators and supervisory
authorities have increasingly required public companies and
marketplaces to be open and informative. While greater
transparency is in itself a positive development, it not only entails

¢ In terms of volume, it is by far the dominant part. See for instance Annex 4.
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administrative costs but also means that fleet-footed action may
become more difficult, for instance when seeking to bring about
structural change.

An active and efficient private equity market is crucial to the
proper development of business and the economy as a whole, not
least in providing a catalyst for vital structural changes. Private
equity affords opportunities for what is termed alignment, i.e.
identical aims between owners, governing boards and senior
managers, which in certain situations can prove very valuable. At
the same time, however, “privatisation” of the equity market makes
it harder for investors and others to find out what companies are
doing and planning, for instance in relation to ethics and the
environment. It is interesting to note, however, that in response to
growing pressure from the general public and the media, the
industry — both in Sweden and elsewhere — is showing a greater
willingness to improve transparency vis-a-vis the outside world and
society, e.g. in respect of ESG issues. In the international market,
moreover, there are a number of private equity funds with an
explicit environmental or ethical profile.”

Since operating conditions differ, investors wishing to pursue a
sustainability policy have to use partially different methods. They
may for instance need to formulate demands and terms/conditions
at the right point in the process, which is usually the investment
point. Thereafter, they will have little opportunity to influence
developments.

2.3 The scale of “responsible” capital

Mercer’s report shows that in global terms, there has been a
distinct increase in the volume of assets managed in accordance
with explicit sustainability criteria of one kind or another. The two
national markets in which activity is greatest are the Netherlands
and the UK. Public shares are the asset category most frequently
spotlighted, although sustainability criteria are also being applied
more widely for other types of assets as well. As we have indicated,
this is an important development in the ESG sphere — in time,
consideration of ethical and environmental aspects may apply not
only to listed shares but also to such areas as property investment.
As regards private equity, in order to focus specifically on

7 See Koedijk-Ter Horst (Annex 5).
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sustainability aspects, the Dutch pension funds ABP and PGGM
have established a new company, Alpinvest, that has rapidly
become an important, large-scale investor in the market.

A report from FEurosif® shows that the volume of capital
managed on the basis of “SRI criteria” amounted to almost USD
2.7 trillion in December 2007. This includes both what is termed
“broad SRI”, which is easily the greatest proportion and which
largely reflects the activity of institutional investors, and “core
SRI”, which largely represents different types of ethical funds etc
that mainly target private individuals.

Figure 2.2  Responsible investments in Europe, 2002-2007
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As the figure shows, growth has been rapid. It should be noted,
however, that the Nordic countries are included in the data for
2007, which was not the case in 2005. In comparisons between the
same countries in 2005 and 2007, however, growth is still very

8 “European SRI Study 2008”.
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significant: 102 per cent in the space of two years. As a share of
total fund assets, Eurosif estimates that this represents almost
18 per cent, in terms of the thirteen countries under review
combined.” In the “broad SRI” category, the largest markets are in
the UK, the Netherlands and Belgium. This category includes both
outright exclusion strategies, engagement/dialogue and integration
(of financial factors and ESG factors). Some actors use a
combination of these approaches.

As we have observed, precise and fully comparable data are
difficult to obtain as regards both the magnitude of investments
incorporating sustainability factors, and trends in this respect. The
main features, however, are fairly clear. On the one hand, it is still
true that only a limited share of the investment volumes in the
world and in Europe are managed in such a way that sustainability
aspects are explicitly taken into account. On the other hand, the
rate of increase is significant, both in absolute and in relative
numbers, whether in terms of actors or of the sums involved.

In Sweden’s case, Swesif has compiled data for the Swedish
market, partly as supporting material for the European study
mentioned above. Based on interviews with 73 companies/orga-
nisations, it has found that the sum of investments involving some
kind of SRI approach was just over SEK 2 400 billion in December
2007, of which the overwhelming bulk (93 per cent) came from
institutional investors. Over 60 per cent of the amount invested
concerned listed shares, of which just under a half were Swedish. It
is worth noting that a great majority of the funds interviewed said
they had experienced a growing customer demand for investments
based on sustainability criteria.

2.4 Swedish and international comparisons

As we have seen, the AP funds are far from being the only
asset/pension fund managers to have begun working systematically
with ethical and environmental aspects in recent years. In fact,
trade analysts say that to a great extent it is the institutional
investors who have driven growth in recent years.”® It should be
remembered, however, that all operate in more or less different

? Austria, Belgium, Denmark, Finland, France, Germany, Italy, the Netherlands, Norway,
Spain, Sweden, Switzerland and the UK.
19Gee Annex 4.
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ways and under different conditions. While comparisons are always
interesting and often relevant, they must always be approached
with a degree of caution. Sweden, for instance, as we have obser-
ved, is the only country with four public pension funds, while the
public pension funds established in other parts of the world are
dissimilar in many respects. Besides differing in size, they operate
under differing degrees of political influence and different invest-
ment rules etc.!" It should also be borne in mind that many
countries do not have public pension funds of the same type as the
Swedish AP funds. This of course reflects the fact that different
countries have chosen to construct and organise their pension
schemes in different ways.

Sweden

The institutions that are closest to the AP funds, in terms both of
the amount of capital at their disposal and of the type of tasks they
perform, are the occupational pension funds Alecta and AMF. One
point on which they differ appreciably is in their investment
approach. Unlike the AP funds, they do not concern themselves
with index management to any great extent. Recently, both Alecta
and AMF have begun working more actively with ESG issues as
part of their investment policy. Their approach and attitude is very
similar to that of the AP funds: that good returns are explicitly the
overriding objective, and that investments in activities which
conflict with fundamental ethical and environmental demands may
endanger both long-term yields and the institution’s own legiti-
macy as an investor. The funds draw on international conventions
as a basis for their ethical and environmental considerations. They
argue that since a very large percentage of the population are
stakeholders in the fund, the values expressed in their ethics and
environment policy must be broadly endorsed in society.'” They
differ from the AP funds primarily in that it was only in the last 1-
2 years that they began working on these aspects.

Ethical funds of various kinds have long been operating in the
Swedish savings market. These primarily target private individuals

! See for instance “Governance and Investment of Public Pension Reserve Funds in Selected
OECD Countries” by Juan Yermo (OECD Working Papers on Insurance and Private
Pensions No.15, 2008).

2Thus this is the same philosophy as that which the AP funds are guided by. (See
Chapter 4).
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and non-profit organisations. Funds such as Robur and Banco offer
a variety of investment arrangements for different customer
groups, each with a separate profile, and also produce customised
solutions for organisations and others. Thus while their remits and
their activities differ considerably from those of the AP funds,
there are nevertheless similarities in the way they identify, analyse
and utilise various types of “sustainability information”. They
work, for instance, with screening, both when searching out comp-
anies that do not meet requirements in environmental and ethical
terms and when identifying companies that are industry leaders in
terms of environmental endeavour, human rights and social
responsibility.” They also work actively with ESG issues as part of
their corporate governance activities.

Non-Swedish actors

An important actor — and one that has an explicit sustainability
profile — is the Norwegian Pension Fund Utland (previously known
as the oil fund). Strictly speaking, despite its name, this is not a
pension fund - its revenue is derived from oil extraction and in
contrast to the AP funds has nothing whatsoever to do with work
income, labour market participation or the like. It has invested
considerable resources in ESG activity, both in its analyses and in
its corporate governance, and the fact that it is one of the world’s
largest institutional investors has of course strengthened its impact.

Since December 2004, the fund has been working with ethical
guidelines laid down by the Ministry of Finance. It has adopted a
three-pronged strategy comprising (i) active corporate governance
based on the UN’s Global Compact, the OECD guidelines for
multinational companies and the OECD guidelines for corporate
governance, (ii) negative filtering of companies that either them-
selves or via entities under their control produce arms which when
used normally are in breach of fundamental humanitarian prin-
ciples, and (i) the option of excluding companies by their
behaviour would represent an unacceptable risk in that the investor
might be complicit in “particularly serious breaches of basic ethical
standards”, e.g. gross or systematic violations of human rights,
serious damage to the environment, or severe corruption. In

" This is typically referred to as “negative” or “positive” screening, or “best-in-class”. See
Chapter 3.
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August 2008, there were 27 companies on the blacklist. Since the
fund does not invest locally in Norway, corporate governance is
only practised in the case of foreign companies.

The Norwegian fund is not managed and organised in the same
way as the AP funds. It is the Ministry of Finance that formulates
the investment guidelines and excludes companies on the recom-
mendation of an independent Ethics Committee. Corporate
governance and the fund management work is the remit of the
Norwegian central bank, Norges Bank. The Norwegian government
has decided that the ethical guidelines will be evaluated in 2008 and
that the outcome will be presented to the Storting (Norwegian
parliament) in the spring of 2009.

Two pension funds that are frequently identified as leaders in
the sustainability field are the Dutch ABP and PGGM. The ABP
principally manages the pensions of Dutch civil servants, while the
PGGM mainly targets health care service employees. Together,
these two are responsible for managing about 40 per cent of all
Dutch pension insurance capital. PPGM also sells services to other,
smaller funds. In management terms, they adopt slightly different
approaches. The ABP strategy is more stockpicking-oriented, while
PGGM places the emphasis on index funds. Both funds, however,
make active efforts in connection with ESG-related issues, working
on both exclusion and corporate governance. They have their own
resources for issues of this type (6-8 people), but also use consul-
tants. Recently, they established a joint company — Alpinvest —
through which to channel investments in private equity with an
ESG profile."*

There are also a number of private or more independent funds
that in managing assets on behalf of their customers — such as
pension foundations — maintain an explicit sustainability profile.
Two trend-setting examples are the British companies Hermes and
F&C. Hermes is a subsidiary of British Telecom’s pension fund
and manages both its pension money and that of a dozen other
major institutional customers. F&C has produced a wide range of
ethical fund concepts, targeting both the “retail” market and the
institutional market. Both companies invest quite significant inter-
nal resources — about 20 people each — in their work on ESG issues.
One reason for this is that the quality of the data available for sale
on the market is said to be sometimes poor. Also, as fund managers

“For a more detailed account, see “Today is Tomorrow”, ABP Responsible Investment
Report 2007, and Pensioenfonds Zorg & Weltzijn, Annual Report 2007.
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they feel better placed to seek out information than independent
analysts. As part of their management duties they are particularly
concerned with pursuing dialogues on ESG issues. In the spring of
2008, for instance, Hermes engaged in active dialogues with over
200 companies.
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3 The Toolkit

Over time, a number of methods and approaches have been
developed that investors can use, either individually or in
combination. The development of working methods in this sphere
represents a learning process, which does not mean, however, that
the most recently developed method or any specific method is
“best” and should therefore be used by everyone in every situation.
Together, the various methods represent a steadily expanding
toolkit, and investors can use and apply whichever tool they feel is
most appropriate for dealing with a given situation.

3.1 "Screening”

A common method for dealing practically with ethical and environ-
mental factors in investment contexts is screening. This can be
undertaken either by the investors themselves or, as is more often
the case, by independent consultants. Briefly, it involves systema-
tically searching through large amounts of information to find
companies that manufacture products — such as liquor or arms — or
use production or business methods — such as child labour or
corrupt practices — that investors want nothing to do with. The
search is based on information from companies, public agencies,
the media, voluntary organisations and others that is constantly
compiled, structured and updated. The AP funds for their part seek
out companies that have violated or been accused of violating the
international conventions to which Sweden is a party (conventions
on such subjects as corruption, child labour, certain types of arms,
discrimination, certain types of environmentally hazardous activity
etc). The companies identified via this kind of filter can then be
looked into further, and subsequently be targeted for lobbying/dia-
logue or for exclusion by the investor.
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3.2 Excluding and including

Subjecting financial investments to ethical or other demands
besides a high rate of return is nothing new. As early as the 1920s,
the first ethical funds were set up by the American temperance
movement. No investments were to be made in companies
involved in the liquor or tobacco trade. A few decades later, similar
demands were imposed, but this time focusing on companies that
traded with the apartheid regime in South Africa or that manu-
factured arms used in the Vietnam War. In the 1980s and 1990s, the
environment issue and environmental consideration began to come
to the fore.

The principal line of approach in all these efforts was to finan-
cially boycott companies that manufactured or supplied products
of a certain type, that used certain kinds of production methods or
that operated in a certain country.

It is hardly surprising that the “negative selection” model was the
first to be established and is still the most popular of all, especially
among ethical funds, church communities, non-profit organisa-
tions etc. It is easily understood, transparent and, for many people,
instinctively appealing. A natural reaction when faced with a
company that is deemed to be producing harmful products or
engaging in production methods you dislike is to not buy its
products, to not own its shares and in general to have as little as
possible to do with it. Blacklisting by an ethical fund or some other
investment fund sends a clear — and public — message to the
company concerned, and with luck can mobilise public opinion and
initiate a process of change in the company. It can also have
repercussions in the industry as a whole or in the market in which
the company operates.

There are, however, certain problems and limitations involved.
Actors who sell or refrain from buying shares firstly deprive
themselves of the opportunity to exert influence on the company
either individually or together with others — in practice, it is more
like washing one’s hands of the problem than trying to improve
matters.' Secondly, it is not always easy to know where the line is
to be drawn. How, for instance, are you to treat a company that
only engages to a limited extent, or indirectly, in the kind of

! The negative selection approach adopted by most Swedish ethical funds is the subject of a
critical study entitled The Ethics of Investing. Making Money or Making a Difference? by
Joakim Sandberg, Department of Philosophy, Géteborg University.
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production you dislike? Or a bank that extends credits to
undesirable companies, or to these companies’ suppliers? Investors
wishing to keep their reputations totally unblemished may have to
drastically reduce their range of options.

In parallel with the use of negative selection, increasing interest
has been focused in recent years on ways of finding companies that
stand out positively in one way or another, in terms of desirable
values. These may be companies that actively encourage the deve-
lopment of gender equality, or that produce interesting environ-
mental technology or the like. In recent years, a number of
different methods and approaches have developed. One such is the
method known as “best-in-class”. It involves going through various
risks and problem areas industry by industry and then trying to
systematically determine which companies manage ESG-factors
best. This is then used as a starting point when building up the
portfolio. Without exception, it seems, investors applying the
positive selection principle expect this method to yield additional
returns.” Alternatively, the opposite approach can be used.
Investors can move into “bad” companies where they perceive a
potential and opportunities for improving ethical and environ-
mental standards, which in turn creates the potential for higher
returns — in other words, basically the same approach as is often
adopted by venture capitalists.

3.3 Establishing dialogue and exercising influence

Responsible investment can also be encouraged by other means
besides simply excluding or including companies in portfolios.
Owners of companies are usually said to have two principal
courses of action open to them — “voice” or “exit”.’ Those who
quite simply sell their shares if they are dissatistied are applying the
exit principle, i.e. voting with their feet. “Voice” implies active
ownership — you vote for instance at the annual meeting or put
forward your views in bilateral dialogues (the forum in which
ethical and environmental issues are often raised) and seek to

? One example is Generation Investment Management, a company whose founders included
former US vice president Al Gore. Its explicit business idea is that investing in a modest
selection of companies with high environmental and ethical profiles will bring high returns.

* Economist Albert Hirschman, who coined the terms, also spoke of a third alternative that
is highly relevant in this context, namely “loyalty”, i.e. not taking any action at all,remaining
loyal to the status quo. In other words, remaining passive.
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persuade the company to alter course if you feel that something is
wrong. Which route you take in a given case depends firstly on
whether you see your holding as a purely financial investment or
view it as a long-term commitment. Secondly, it is a question of
whether you believe you genuinely have a chance of exercising an
influence and what costs may be associated with such a course.
Large sharcholders, for instance, would probably find it more
worthwhile to act at annual meetings than small shareholders.

This is also reflected in the way responsible investment is
tackled. Ownership can be used as a platform for improving
corporate activity in terms of ethics and/or the environment, and
also perhaps, indirectly and in time, as a way of boosting your own
rate of return as an owner. This approach is usually called “enga-
gement” or “dialogue”, and in recent years it has become
increasingly popular among investors wishing to invest
“sustainably” or “responsibly”. Where environmental and ethical
issues are involved, such dialogues are often conducted with the
portfolio managers concerned, and the annual meeting is used as an
alternative should the dialogue not prove fruitful. Generally,
dialogues are considered more cost-efficient and less combative
than annual meetings as forums for exercising influence. Since
dialogues with companies necessitate a degree of confidentiality,
engaging with them individually in private may prove more
effective than discussing the issues in a public forum, as long as the
exchanges are felt to be sufficiently constructive. This is the
approach that Swedish (and other) investors seem to prefer when
interacting with portfolio managers on ESG issues. Occasionally,
though, Swedish investors have used the annual meeting to raise
environmental and ethical issues in a more general way - for
instance in connection with a change at the top — so as to show that
they consider them important.

In the US, for instance, in contrast to Sweden, it is fairly com-
mon for environmental and ethical issues to be raised at annual
meetings, at least in the case of large companies. There, investors
frequently bring pressure to bear on the company by means of
“shareholder resolutions”, which force the matter to a vote.

In discussing ethical and environmental issues with portfolio
managers, investors are able both to engage individual companies
on individual issues — by asking for instance why Company A lacks
a long-term plan for reducing carbon emissions in its production —
and to influence norms and standards relating to corporate
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responsibility in a more general way, at industry level. Investors
were active participants in the change process that caused com-
panies to begin extending their CSR responsibilities so as to
embrace their suppliers as well (supply chain liability), a develop-
ment that was not self-evident in the early 1990s.

Often, however, “exit” or exclusion is the only remaining alter-
native if a dialogue process appears doomed to failure. So this
remains the last resort-option for the First-Fourth AP Funds.

3.4 Integration

Another aspect of responsible investment concerns the extent to
which, and how, the outcome of traditional financial analyses and
the assessment of ESG factors are brought together. In practice,
investors who mainly apply the negative selection/exclusion prin-
ciple have a blacklist of companies, industries or countries in which
investment is prohibited and are then free to invest in whatever
other company they choose, based on traditional financial criteria.
Thus no integration is involved. ESG analyses and financial ana-
lyses are two separate processes.

The advent of positive selection principles and dialogues has
highlighted the need to analyse what are termed the extra-financial
aspects more closely and to merge this part of the analysis with the
financial part. Thus interest in the integration of financial and non-
financial analysis has increased, as has the motivation for moving in
this direction. The trend towards greater integration also reflects
the way perceptions of sustainability aspects in investment
activities have changed and developed. From once having been seen
as an annoyance or a burdensome task undertaken to keep the
media at bay or to establish a moral or ideological position on a
given issue, the inclusion of these aspects is now seen as a chance
to secure business, to limit risks and to improve yields.

3.5 Traditional corporate governance

Being shareholders, the AP funds are able to directly influence
companies, unlike environmental organisations and others seeking
to exercise influence. Usually, owners practise corporate
governance by taking part in annual meetings, at which they put
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forward and vote for (or against) proposals concerning the various
ownership issues on the agenda, such as the election of boards and
auditors, dividend payments and other capital issues, and changes
in articles of association etc. This could be described as the core
element in corporate governance. As we have seen, investors
wishing to address sustainability issues have not found that action
at annual meetings or in election committees is the best course, for
a number of reasons. This may be partly because dialogue, which
involves meeting on a one-to-one basis, tends to be regarded as a
more effective way of persuading companies to consider
environmental and ethical issues. Alternatively, it may reflect a
tendency to view these issues as being outside the range of subjects
traditionally dealt with at annual meetings or in corporate
governance. As these issues become increasingly important for the
companies and for their image/value, there is reason to believe that
this will also be the case as regards the tools they use. Over time,
for instance, sustainable auditing is likely to become a self-evident,
integral part of regular ongoing corporate governance and thereby
have a natural place when owners come to evaluate a company’s
activities and elect the board.

3.6 Responsible investments and investment styles

In the field of financial portfolio management, investors have
developed a number of approaches for selecting investment objects
and putting together portfolios. These are commonly referred to as
investment styles.

Choice of style is dependent on a number of factors: whether
the investor is large or small, whether it is a private or a public
institution, whether it has many customers, few customers or no
customers, whether it maintains a high or a low risk profile,
whether it has access to expertise of its own, and so on. To
determine whether explicit consideration of sustainability aspects
when investing is compatible, so to speak, with the investment
styles currently established in the market, the Committee has
ordered a special study.*

In theory, there are countless ways of managing a portfolio. A
number of common approaches are described in the following.

* “Forvaltning av aktieportfdljer” (Managing Portfolios), by Erik Sjoberg. Annex 2 to the
report.

44



SOU 2008:107

Traditional, basic, non-systematic investment management

Managing a portfolio by selecting a small number of shares without
giving much thought to what the comparative index looks like or
what kinds of systematic risks may develop could be described as
“traditional, basic, non-systematic management”. This style of
management is particularly common in the case of small com-
panies, where many investors are deeply suspicious of the market
indexes available.

This approach is highly suitable for weighing in SRI criteria. A
well-known example is Generation Investment Management, which
takes the view that compliance with SRI criteria boosts returns.

Traditional basic analysis combined with a degree of risk control

The first departure from the above approach came when funds
began to keep track of index levels on an ongoing basis, i.e.
monitoring how each company was performing in the index. This
information was subsequently worked into internal portfolio
systems, which meant that funds were constantly aware of whether
they were overrated or underrated in comparison with the index.
This approach has gained ground among numerous funds,
including most of the major Swedish ones, as a result of which
portfolio managers have become keenly aware of what the index
looks like at any given time, and adjust their positions accordingly.
This has led to a decidedly index-like style of management.

A relatively unsystematic approach such as this, however, is also
suitable for applying SRI criteria. One good example in Sweden is
Robur, which operates relatively close to the index and which has
internal SRI analysts on its regular staff.

Traditional analysis of systematic factors (“top down”)

Traditional analyses of systematic factors can take different forms.
One approach is to build analyses on a traditional macroanalysis of
economic cycles, interest rates and prices, and on the basis of this
to choose different weights for different markets or sectors.
Another alternative is what is termed thematic investment, which
involves identifying global themes that may impact on different
sectors. An example in point might be “rising commodity prices”.
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The focus in this approach is on macrotrends or thematic trends,
so little effort is put into analysing individual companies.

Normally, managers adopting this approach have little interest
in individual companies except as representatives of a specific
sector or market. This means it is sometimes difficult to bring SRI
criteria into the equation, especially if the manager works with pure
index instruments. Probably, however, those applying this method
will be able to blacklist a limited number of companies.

Systematic portfolio management based on traditional analysis

Nowadays, a growing number of the leading international invest-
ment funds are combining traditional basic analysis of companies
with an extremely systematic and quantitatively based portfolio
construction.

The task of the analysts is to continuously rate the performance
of the companies under review by awarding grades. These grades
are then passed on to the portfolio constructors, who are often
engineers well versed in the ins and outs of risk and optimisation
systems. The grades are fed into these systems.

Funds adopting this approach in their work include Fidelity
Institutional, Citigroup and JP Morgan Chase. If SRI criteria are to
be taken into consideration using this type of approach, there are
primarily two courses of action to choose between: (i) blacklisting,
which is simple and cheap to apply, or (i) weighing SRI criteria
into the share analyst’s grade, which probably — in what are often
very large analytical organisations — is both expensive and
extremely demanding in scope.

Quantitative management focusing on stock selection

Managing active global and regional portfolios using a quantitative,
computer-based approach has become increasingly popular in
recent years. One of the advantages of this approach is the possibi-
lity to examine many more companies than a traditional, basic
analysis organisation has time for. One is also forced to work
systematically in your analyses. Many of the managers working in
this way have regularly obtained yields above the index level.
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The quantitative factors employed in such contexts vary
considerably. Some are associated with basic corporate data such as
profit growth, substance and so on. Others may be more in the
nature of technical analysis and have to do with momentum - i.e. a
share that has begun to move continuing in the same direction.
Indicators based on what is termed behavioural finance can also be
used as quantitative alpha signals.

The largest actors in the field of quantitative management are
also the largest in the index management field, i.e. Barclays Global
Investors (BGI), State Street Global Advisers (SSGA)and Gold-
man Sachs. Among Swedish actors, quantitative methods are used
in the management of both SEB’s and Skandia’s global funds.

SRI criteria can be applied in a fully integrated way. SSGA,
which for instance manages a European portfolio quantitatively, is
a case in point. Besides the usual financial, quantitative alpha
signals, it adds in an SRI rating from the consultants Innovest. SRI
criteria thereby become a fully integrated alpha factor when port-
folio decisions are made.

Passive management - index management

Passive management means that the manager only tries to emulate
the index, not to surpass it. The investment fund industry is fairly
unique in that it represents a highly cost-efficient way of achieving
precisely the average rate of return industry-wide. Often, it yields
slightly higher returns, after costs.

In the US, index funds have secured a relatively large share of
the market, while in Sweden they have only a very limited share.
Among large capital owners (such as the AP funds and life
insurance companies), however, indexing is a fairly common prac-
tice.

When engaging in index management, choice of index is
obviously crucial. MSCI World Developed Markets, for instance,
which is the global index in general use, covers about 1 500 of the
40 000 fund management companies currently operating around
the world. In terms of market value, however, it has only about
70 per cent of the total global sum, based on the index.
Consequently, indexing against this widely used index leads to
severe underexposure vis-a-vis smaller companies, especially in
growth markets.
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Where SRI criteria are concerned, it is usually fairly simple to
implement an outright blacklisting approach, whereas a “best-in-
class” approach is virtually impossible, due to the fact that it is
basically incompatible with an index approach.

Passive management - plus “enhanced indexing”

Over the past 5-7 years, indexing customers have become increa-
singly interested in trying to derive a certain amount of added value
by a limited, controlled deviation from the index. Enhanced index-
ing could be regarded as quantitative management with a lower rate
of deviation from the index. A typical aim here is to seek to surpass
the index by one per cent with an active risk of the same size, one
per cent. In this type of management — as in regular quantitative
management — SRI criteria could be implemented.

As we have seen, there is an almost infinite variety of app-
roaches to use when managing portfolios. Some conclusions are as
follows:

e A traditional, basic, non-systematic management approach is
eminently suitable for SRI criteria

e A traditional, basic approach with a degree of risk control is also
suitable for SRI criteria

e A top-down approach is less suitable for SRI criteria, since the
focus is not on company analysis

e Systematic management based on fundamental analysis is less
suitable since the injection of SRI criteria would probably be
both expensive and demanding

e Quantitatively based management is eminently suitable for SRI
criteria

e Index-based management presents difficulties, especially with a
“best-in-class” SRI strategy

e An enhanced indexing strategy could implement SRI criteria in
the same way as quantitative management.

48



4 The AP-Funds and sustainability

The Committee’s assessment: There are similarities in the way
the various funds tackle sustainability issues, but also
differences. The attitude of senior management has been crucial
in determining the extent to which the funds have focused
attention on ethics and the environment. The Ethics Council
has made a valuable contribution in that activity vis-a-vis foreign
portfolio companies has increased while at the same time
environmental and ethical issues have acquired greater internal
legitimacy in the funds. The lack of internal resources for
dealing with ESG issues, however, may prove a problem, as may
the funds’ dependency on consultants.

It is difficult to draw any firm conclusions as to how
consideration of environmental and ethical factors may affect
returns or affect the portfolio companies’ work in this area.
There is, however, more to suggest that it would impact positi-
vely on returns than negatively. An ESG-oriented management
approach, therefore, cannot be said to conflict with the overall
objective of a high rate of return. The AP funds’ work on ESG
issues does affect the behaviour of the portfolio companies, but
to a limited extent. However, the funds, along with other
institutional investors, are helping to move developments
forward.

4.1 The function and role of the AP funds in the
pension system

The First-Fourth AP Funds

The Swedish pension system is usually described as a three-tiered
pyramid. At the base is the national pension, which in turn is
divided into two, with the greater part in the form of income
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pension and the lesser part in the form of premium pension.' The
middle section comprises occupational pension and the top section
pension savings.

Private pension savings

Occupational pension

National pension Income pension Premium pension

The AP funds are active in the bottom third, where the First-
Fourth AP Funds (and also the smaller Sixth AP Fund) deal with
income pensions and the Seventh AP Fund deals with premium
pensions, primarily on behalf of those who have not chosen
another, private manager under the PPM (Premium Pension
Authority) scheme.

Every month, the country’s employers contribute 18.5 per cent
of their employees’ pensionable income to the system. Of this, 16
per cent goes to the First-Fourth AP Funds, in four equal shares,
and 2.5 per cent to the premium pension. In money terms, this
amounted to SEK 190 billion and SEK 28 billion respectively in
2007. Thus the amount paid in on behalf of each individual — and
which decides how much pension that person will ultimately
receive — depends on his/her income.

Where the greater part is concerned, i.e. income pension, the
money is not left lying in an account — under the Swedish system,
incoming contributions finance current pension payments. This is
usually referred to as a “Pay As You Go” — system. Thus today’s
labour force pays for today’s pensions.

! In addition, for individuals who have had either no income or very little, there is a public
guarantee pension financed out of tax revenue.
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The money paid in is translated into pension rights, represen-
ting a claim on a future pension. The size of the pension sub-
sequently received depends partly on the size of the contribution
paid in on the person’s behalf and partly on an annual adjustment
of the sum, based on general wage growth. Thus a basic principle of
the system is that pensions and wages grow at the same pace over
time.

If the number of gainfully employed declines, due for instance
to a lengthy recession or for demographic reasons, problems may
arise: the system’s expenditure may outstrip revenue and pensions
and wages will no longer be able to keep pace. In the long run, of
course, this is untenable, which may force the triggering of an
automatic balancing process, rather flippantly referred to as “the
brake”. This involves reducing the upward adjustment of pensions
and pension rights to whatever extent is needed to redress the
balance between assets and debts.

One of the principal tasks of the First-Fourth AP Funds is to
channel the regular flow of contributions to the social insurance
offices for distribution among the country’s pensioners. The funds’
other main task — which is the most important of all —is to act as a
financial buffer in the system. This buffer — totalling almost SEK
900 billion — is designed to parry the fluctuations in the balance
between incoming contributions and pension payments. ? In 2007,
pension payments totalled SEK 187 billion, i.e. slightly less than
the contributions paid in. In other words, the buffer grew
somewhat in 2007, interest on capital not included. When large
cohorts retire, however, the buffer will have to be used. Within a
year or two, or perhaps a little later, current payments in the
system are going to exceed incoming contributions when the large
post-war generations begin drawing their pensions.

The principal task of the First-Fourth AP Funds (and of the
Sixth AP Fund) is to manage this financial buffer so as to ensure as
high a rate of return as possible and thereby ensure both stability in
the pension system and good pensions. The returns achieved to
date have meant that no automatic balancing has been needed,
although such a move was placed on the agenda on a number of
occasions.’

2This corresponds to just under 13 per cent of the system’s overall assets (SEK 7 014
billion) on 1 January 2008. During the first half year of 2008, the four major buffer funds’
total managed assets fell to SEK 806 billion, chiefly because of the international stock-
market slump.

* Govt. Comm. 2007/08:130, p 228.
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To ensure good returns, the money is invested in a range of
different assets. These investments must comply with certain rules
laid down by the Riksdag (Swedish parliament), as follows:

Summary of the First-Fourth AP Funds’ investment rules

Type av instrument

Permitted investments

General

All instruments in the capital market. Shares
and receivables must be admitted to trading in
a regulated market.

Unlisted securities

A maximum five per cent of the fund capital
may be invested in shares or receivables in
venture capital companies that are not traded
in a regulated market. Unlisted shares
(property shares excepted) may only be owned
indirectly, via a fund or a venture capital
company.

Interest-bearing instruments

At least 30 per cent of the fund capital must
be invested in low-risk, interest-bearing
securities

Derivatives

Are to be used primarily to enhance
management efficiency or reduce risks. May
not have commodities as an underlying asset.

Credits

Bank borrowing and lending on the call loan
market. Direct loans to self-owned property
companies. Repos and securities borrowing
primarily as a means of enhancing
management efficiency.

Borrowing

Short-term borrowing to cover temporary
needs. Option to borrow from the National Debt
Office when funds empty.

Foreign currency

A maximum 40 per cent of the capital may be
exposed to currency risk.

Major exposures

A maximum 10 per cent of the fund capital
may be exposed to a given enterprise or group
of companies that are internally linked.

Swedish shares

The market value of a fund’s holdings in
Swedish companies may not exceed two per
cent of the total market value.

Number of votes

A maximum 10 per cent in individual listed
companies, self-owned property companies
excepted. A maximum 30 per cent in unlisted
companies.

External management assignments

At least 10 per cent of the investment capital
must be managed externally.
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The Seventh AP Fund

The Seventh AP Fund does not manage “buffer money”. In prin-
ciple, premium pensions are a traditional, individualised form of
(funded) savings, primarily for citizens who have not chosen pri-
vate fund managers in the PPM system. The aim, however —
achieving a high rate of return on the money invested — is the same
as for the buffer funds. On 1 January 2008, total capital invested in
the Premium Savings Fund was just over SEK 87 billion. The
Seventh AP Fund also administers another fund, the Premium
Choice Fund, which can be chosen by customers in the same way
as other funds in the PPM system. Invested capital in the Premium
Choice Fund was SEK 2.6 billion. Of all capital invested in the
PPM system, the Seventh AP Fund’s two funds accounted for
almost 30 per cent at the end of 2006.

As we have seen, there are five funds in all, each managing a part
of the buffer in the income pension system. In principle, this task
could be performed by one or possibly two of the funds, which
would probably reduce overall management costs. For various
reasons, however, the Government and the Riksdag have chosen to
spread the task among a greater number.* When there are several
funds, and their investment outcomes and costs can be compared,
this forces management to be efficient. Secondly, where there are a
number of funds working and investing in different ways, this
spreads the risk in the system to some extent.” Thirdly, dividing the
task between several funds makes it less likely that an unwanted
concentration of financial power will develop.

Which assets?

The First, Second, Third and Fourth AP Funds, then, have iden-
tical tasks, and all manage mixed, widely dispersed, global port-
folios of shares, interest-bearing instruments and other assets. In
terms of the types of assets, shares dominate, while in terms of
market volume, foreign holdings are larger than Swedish holdings.

* Managing unlisted shares in a separate fund is common practice in the private market, and
may therefore be appropriate here as well.

> In a study commissioned as a basis for the Government’s evaluation of the AP funds’ acti-
vities up to 31 December 2007, it was argued that in practice the degree of risk diversifica-
tion was too little, due largely to the general investment rules being too retrictive. The
author felt, therefore, that the investment rules should be significantly liberalised. (Govt.
Comm. 2007/08:130, Annex 8).
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Different funds focus on different types of assets — which in
fact is the point, the aim being to achieve a degree of risk diversi-
fication. It is worth remembering, however, that the differences are
not very great. The proportion of shares varies between app-
roximately 59 and 65 per cent.® The composition of the portfolios,
however, is highly varied. Management approaches are also fairly
dissimilar.

Figure 4.1  Assets of the First-Fourth AP Funds, by type (31 December
2007)

Others

Swedish shares

Foreign bonds

Swedish bonds Foreign shares

Source: Government communication 2007/08:130.

Table 4.1 Rate of return on buffer funds, after costs, 2003-2007

(per cent)
2003 2004 2005 2006 2007
Nominal rate of return 16.4 10.9 17.4 10.7 4.2
Real rate of return 14.9 10.6 16.4 9 0.7

The buffer funds are the First-Fourth AP Funds, the Sixth AP Fund and the two “phaseout funds”.
Source: Government Communication 2007/08:130.

The Seventh AP Fund does not invest in the same way as the
buffer funds, since its remit is different and it operates under
different investment rules. In practice, this means that its portfolio

¢ Govt. Comm. 2007/08:130, p 230.
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is totally dominated by shares. In comparing returns, other funds
in the PPM system are a more natural alternative than the buffer

funds.

Diagram 4.2 The Seventh AP Fund’s normal portfolio (Premium Savings
Fund), 31 December 2007

Bonds

Private equity, Swedish shares

hedgefunds

Foreign shares

Source: Government Communication 2007/08:130.

Table 4.2 The Seventh AP Fund’s rate of return (Premium Savings Fund), after
costs, 31 December 2007 (per cent)

2003 2004 2005 2006 2007

Premium Savings Fund 18.7 10.1 25.1 10.5 4.7
PPM index 16.2 8.8 32.4 13.0 5.8
Difference 2.5 1.3 -71.3 -2.5 -1.1

NB The PPM index gives the average rate of return for all funds in the premium pension system.
Source: Annual report of the Seventh AP Fund, 2007.

4.2 Organisation and governance

Each buffer fund is managed by a nine-strong board, each member
of which is appointed by the Government. Of these nine, four are
appointed on the recommendation of the social partners — two by
the trade unions and two by the employers. On principle, however,
the employers do not formally nominate any members. Instead,
they offer the Government informal guidance as to who they
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consider suitable candidates. The posts of chair and deputy chair
are reserved for representatives not affiliated with any organisation.
The board appoints the CEO. The same procedure is used in the
case of the Seventh AP Fund, except that none of its members are
nominated by the social partners.

Besides appointing board members (and auditors), the
Government has no formal means of influencing the day-to-day
activities of the funds. It does, however, evaluate the funds’
operations and results, and brings them before the Riksdag. The
Government is also required to formally sanction the funds’
income statement and balance sheets.

One of the tasks of the board is to plot the fund’s strategic
course. A key part of this strategy is the choice of what is called the
reference portfolio (or normal portfolio). In determining which
reference portfolio to use, the board takes advantage of asset and
liability (ALM) analyses, which study the correlation between a
fund’s commitments and various portfolio structures. Another
aspect to be determined by the board is which guidelines to apply
when the strategy is implemented. The law requires each of the
First-Fourth AP Funds to adopt a business plan each year
containing guidelines both for their investment activities and for
the way they exercise their vote in individual companies, and also
containing a risk management plan. The risk management plan
must describe the principal risks associated with the investment
operations and how these are dealt with. In addition, internal
instructions must be available for the management of these risks.
The board must also follow up the risk management plan and the
instructions on a regular basis.

In addition, the board decides questions concerning the admi-
nistrative structure for the implementation of the strategy. A
further part of the board’s remit is to establish the objectives and
tasks of senior management in terms of asset distribution between
categories and markets, to decide what proportion of the fund’s
assets are to be outsourced or managed internally, and to determine
the extent to which assets are managed actively or passively. While
retaining overall responsibility, the board largely delegates actual
implementation to senior management. Based on the board’s
guidelines, senior management then decides how the day-to-day
work is to be carried out.

Internally, the funds are organised slightly differently, but they
are similar in their overall structure, partly comprising a number of
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units that invest and manage holdings and partly comprising busi-
ness support units. In 2007, the First-Fourth AP Funds employed
188 people and internal costs totalled SEK 570 million. The
Seventh AP Fund had 17 employees and internal costs of SEK 113
million. All fund management offices are situated in Stockholm,
except for those of the Second and Sixth AP funds, which operate
from Gothenburg.

4.3 Security, returns and other goals

The Swedish National Pensions Fund Act states that the AP funds
“.... are to manage their fund capital so as to ensure maximum benefit
for the insurance of income-related retirement pensions. The funds’
investments are to maintain a low level of risk. The fund capital is to
be invested, at whatever level of risk is chosen, in such a way that a
high rate of return is achieved in the long term”.

While the law itself says nothing about ethical or environmental
considerations, these aspects are raised in the preparatory
documents, in the government bill and in the report of the
Parliamentary Committee on Finance dealing with this subject.”

The government bill states for instance that the AP funds must
“in the long term maximise the return in relation to the investment
risk” and that “the total level of investment risk must be low”. The bill
further states that “Given their role as managers of public pension
funds, the (AP) funds must act in such a way as to promote public
trust. Ethics and environment are to be taken into consideration in
investment activities without deviating from the overall objective of a
high rate of return”. There is nothing in the text to show what
considering ethics and environment actually means specifically, or
what it might mean.

The Parliamentary Committee on Finance states in its report
that the AP funds “..should take environment and ethics into con-
sideration”... “without however deviating from the overall objective of
maximum return”. Responding to motions from the Left Party and
the Greens calling for more specific guidelines on how the objec-
tives concerning ethics and environment were to be interpreted and
applied, the committee stated that “responsibility for carving out the
funds’ profiles should lie primarily with the individual fund boards”.

72000:192 Swedish National Pension Funds Act (AP Funds), Govt. Bill 1999/2000 The AP
Funds in the Reformed Pension System, FiU 1999/2000:19.
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It also added that this “does not prevent the Government, in its
annual evaluation of progress...from clearly defining its views on how
the ethics and environment objectives should be formulated and
realised”.

Responding to the Government’s evaluation of the funds’
activities up to 2003, the committee returned to the question in a
report®, noting that it “..assumed that in future evaluations the
Government would...also evaluate the impact of the funds’ ethics and
environment guidelines”. The Government discussed the issue in a
later evaluation study’ in which it declared that an evaluation such
as the one called for by the parliamentary committee would be
undertaken by a public inquiry.

Based on what has hitherto been a fairly limited discussion of
the matter, it is clear that the Government and the Riksdag have
explicitly defined a high rate of return as being the fundamental
operative objective for the AP funds. They are not expected to
forgo potential returns for the purpose of realising ethical,
environmental or any other goals. Nor are they expected to weigh
these goals against one another. The phrase “without deviating
from” cannot be interpreted in any other way. In fact, this is what
the funds themselves have taken it to mean. Thus ethical principles
and environmental aspects are to be taken into consideration as
part of the objective of a high rate of return, not as an alternative to
it.

It is also worth noting the considerable extent to which the
fund boards are given responsibility for formulating policy and
strategy in general. The bill states for instance that:

the pension system is autonomous and is to maintain a high level of
independence vis-a-vis the Government. The boards of directors are to
be fully responsible for investment activities. Activities should only be
regulated by law. The Government should not be given the opportu-
nity, whether through instructions, appropriation directions or the
allocation of funding, to control the funds, over and above what
follows from the right to appoint boards. It goes on to state that “The
amount of invested capital and the nature of the activity also imposes a
heavy burden of financial responsibility on the fund boards....the
arrangement whereby the board has full and sole responsibility for the
activity should be retained..."®

8 Report on the Activities of the AP funds, 2003, 2004/05:FiU 6.
? Govt. Comm. 2005/2006:210.
19 Govt. Bill 1999/2000:46, pl21f
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Consequently, much is required of the board members. The bill
states that “all members are to be appointed on the basis of their
personal skill in promoting fund management”. This is qualified in
the case of four of the nine board members, however, since they
are nominated by the social partners.

4.4 How the AP funds engage with ESG issues

The AP funds were instructed to take ethics and the environment
into consideration in their investment policies when the new
pension system and the new fund structure were introduced in
2000. The Seventh AP Fund began working with policy on the
basis of this new remit, and developed what has come to be known
as the convention basis (see below). Each of the First-Fourth AP
Funds has since come to work on this basis as well. Today, in
working on their international portfolios, the First-Fourth AP
Funds have established a form of cooperation via the Ethics
Council. When working with Swedish companies on sustainability
issues, however, the funds act individually, since they are required
by the Government and Riksdag to be independent and also, in a
sense, to compete with one another.

Different methods and procedures

Naturally, there are clear similarities in the way the funds deal with
sustainability issues, but there also dissimilarities in their work
approaches and in their ambitions in certain areas. To some extent,
these differences are due to the fact that they had - and still have —
slightly different profiles in their allocation of assets of various
types. In the case of the Seventh AP Fund, the situation is different
in that, unlike the others, it is a buffer fund with mandatory
membership, and that due to the way its rules are formulated it has
no voting rights in respect of its Swedish shares. In addition, it is
fair to say that not all the fund boards and senior managers have
shown the same interest in sustainability issues, nor the same level
of commitment. This of course has affected what has been done
and what has not been done. It would seem, however, that there
has been some convergence in this respect over time, fuelled by a
rising level of ambition.
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The following chart gives a rough idea of how the funds are
working today and what instruments they are using:

SWEDEN AP1 AP2 AP3 APA AP7

Own ESG analysis Limited Yes Limited No Limited

Purchased Yes, 1 Yes,2 Yes, 1 Yes, 1 Yes,2

screening/analysis,

no of consultants

Dialogue with Yes Yes Yes Yes Yes

enterprises (usually
ent’s
initiativ

ESG follow-up No Yes, in new No

unlisted ents agreements

Vote at AGMs (no. 47 52 (07) 42 67 No

of times 2008)

Public ownership Yes Yes Yes Yes

policy

Public reporting of | Yes Yes Yes No

ESG action

Policy on Yes Yes Yes Yes Yes

remuneration

“Lobbying” on Yes Yes Yes Yes Yes

shareholding

issues

EXTERNAL

Own screening No No No No No

Purchased Yes Yes Yes Yes Yes

screening

Dialogue with Yes (via Yes (via the | Yes (via the EC) Yes (via the EC) | Yes

enterprises the EC*) EC)

Exclusion of Yes Yes Yes Yes Yes

enterprises

Votin, Foreign Yes, to a Yes Yes Yes, to a Itd ext No

enterprises Itd ext

ESG follow-up, No Yes, i new agreement Yes (in ags) No

unlisted ents

ESG follow-up, No Yes Yes, to some extent Yes (in ags) No

external managers

“Lobbying” on Yes, via Yes Yes Yes, via ER No

shareholdng issues | ER and

PRI

INTERNAL

Policy/programme Under Yes Yes, to some extent Under No

for integrated discussion development

management

Participation in PRI, CDP PRI, ICGN, PRI, CDP, PRI, ICGN, CDP PRI,

international GIGN, CDP, | amnesty CbP

networks informal Business Group, informal

networks networks
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Basic values and conflicting objectives

Where basic principles are concerned, none of the funds has
developed an “individual” set of values defining its investment
activities and embracing ESG issues. On the contrary, the funds
have been unanimous in viewing themselves as part of the Swedish
state, and therefore regard the “ethics of the state” as theirs, too.
This has been operationalised in the form of the convention basis,
which means that all consideration of the funds® financial
commitments from a sustainability viewpoint is to be based on the
international conventions to which Sweden is a party.

The funds, like other institutional investors, argue that while
responsible investment as an approach has grown rapidly and is
accelerating, it is still at an early stage of dynamic development. In
their view, by international standards the Swedish funds are well to
the fore in tackling these issues. This view, however, is not fully
shared by the international actors with whom the Committee has
been in contact. Some have felt that the AP funds maintain a lower
profile and play a more anonymous part than they are capable of. It
is primarily the Seventh AP Fund and the Second AP Fund that
have established external profiles — the Seventh AP Fund as
something of a “first mover” in this sphere and the Second AP
Fund as an active participant in both international cooperation
efforts and the international discourse.
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The convention basis

In their work with environmental and ethical aspects of invest-
ment, whether this involves exclusion/negative selection or
dialogue with companies, the AP funds proceed from and are
guided by the international conventions that Sweden has signed
and that are relevant in this connection. There are approxi-
mately 140 international conventions to which Sweden is a
party. Some of the more important ones are:

e Child labour (ILO Convention 138, Recommendation 146,
182 and the UN Convention on the Rights of the Child)

e Forced labour (ILO 29 and 105)
Health and safety (ILO 155 and Recommendation 164)
Freedom of assembly and the right to organise (ILO 87, 98
and 135)

e Discrimination on the grounds of gender, race, age or

religion (ILO 100 and 111, and the UN’s Universal

Declaration of Human Rights)

Working hours (ILO 1, 14 and 106)

Convention on Long-range Transboundary Air Pollution

The Montreal Protocol 8 (8)

The UN Climate Convention

The Helsinki Convention

The OSPAR Convention

The Convention on Biological Diversity

Conventions on the use of certain weapons

The OECD Convention against Bribery and Corruption

The UN Anti-Bribery Convention

The UN's Universal Declaration of Human Rights.

On the whole, it is the attitude of senior management that has
determined how and to what extent the AP funds have dealt with
ethical and environmental issues. In our opinion, the boards have
shown an interest and kept abreast of developments, but except in
the case of certain committed individual members, we have the
firm impression that it is not they who have carried the issue
forward. On the other hand, the managers have yet to assimilate
these aspects into their regular analyses and investment decisions.
Moves are, however, being made in this direction, and some funds

62



SOU 2008:107 The AP-Funds and sustainability

seem to have progressed further than others. Another common
feature is that very few resources have been set aside internally for
work on ESG issues — such activity is confined more or less to a
part-time task for a handful of people in each fund. In practice, all
the investigative and analytical work — with the exception of the
Second AP Fund, which specifically devotes analytical resources to
this task — is largely in the hands of a single consultancy firm that
all the funds use.

Methods and tools

As we have seen from the above, the funds use a number of instru-
ments, or tools, in their efforts to implement a responsible invest-
ment policy. All the buffer funds, i.e. the First-Fourth AP Funds,
play an active ownership role at annual meetings and on election
committees. They have developed and documented ownership
policies and published owners’ reports. We have noted, for
instance, that in recent years, based on their ownership roles, they
have frequently been proactive in seeking to bring remuneration
issues onto the agenda, together with other investors."

The amount of corporate governance work undertaken in the
various company bodies, however, varies quite considerably. It
depends in part on how many companies (especially Swedish ones)
the fund has a shareholding in, how large that holding is and to
what extent the fund is active in managing it.

As we have seen, there are basic similarities and basic dissi-
milarities in the methods and procedures of the four buffer funds
on the one hand and the Seventh AP Fund on the other, due in part
to differences in their regulatory frameworks. As already noted,
they are the same in that all base their endeavours on what is
known as the convention basis. They differ in that the First-Fourth
AP Funds engage in — and have placed greater emphasis on —
dialogues with companies that they consider problematic in some
respect, based on the conventions, while the Seventh AP Fund
applies an exclusion strategy. It should be pointed out, however,
that neither of these approaches is totally coherent. There are, for
instance, elements of dialogue in the Seventh AP Fund’s communi-

"' The Seventh AP Fund has also developed an ownership policy that deals with such issues
as compensation, despite the fact that it has no voting rights at annual meetings. Its
representatives are, however, allowed to attend and to express their views, which they have
made a point of doing.

63



The AP-Funds and sustainability SOU 2008:107

cation with blacklisted companies or companies threatened with
exclusion, where these are told what they need to do to avoid being
excluded or to be restored to the Seventh AP Fund's “universe”.
The First-Fourth AP Funds, for their part, use exclusion as a last
resort in cases where dialogue is deemed fruitless.

The funds take an active part in the PRI and other international
investment networks. In specific cases, they seek to build alliances
with other investors.

Their strategies vary somewhat as regards the dissemination of
external information, depending partly on what procedures they
have chosen in this respect. For an investor like the Fourth AP
Fund, for instance, which devotes considerable resources to elec-
tion committee work, acting via the media is not a natural part of
its strategy. For the Seventh AP Fund, which under current
regulations is not permitted to participate in election committees,
opinion-making efforts are a more natural course.

All funds report their activities as part of their corporate
governance reports and/or their annual reports. The First-Fourth
AP Funds also include the reports provided by the Ethics Council
to foreign companies. As regards the question of how “offensive”
the funds are supposed to be in their external information, this
largely depends on their strategies and approaches, which differ.
One of the principal strategies could be described as “silent diplo-
macy” and is represented most markedly by the Third AP Fund
and the Fourth AP Fund. The aim here is to engage in discussions
with the company concerned, based on mutual trust, in order to
bring about improvements. The other main strategy may be
labelled “name and shame”. This is used principally by the Seventh
AP Fund, the idea being to force the company to improve its
behaviour by threatening to publicly blacklist it or exclude it. It is
difficult to say which course is best. The funds do, however, stand
to gain by trying out different approaches and strategies. As time
passes, this will help them arrive at firm conclusions as to what is
the most appropriate course of action in a given situation.

4.5 The Ethics Council

In 2006, the First-Fourth AP Funds decided to coordinate their
procurement of ethics consultancy services. Initially, the purpose
was to make the procurement process more efficient and save

64



SOU 2008:107 The AP-Funds and sustainability

costs. During the process, however, the realisation grew that more
far-reaching cooperation would be useful. The funds also conclu-
ded that such cooperation would not conflict with their parliamen-
tary remit, according to which they are to compete internally.
Here, it should be noted that the Ethics Council only concerns
itself with the funds’ foreign holdings — ethics and environment
issues relating to Swedish companies are dealt with exclusively by
the funds themselves on an individual basis. Here, too, however, all
are served by the same consultant as works for the Ethics Council.

The committee is comprised of one representative from each
fund and each member is entitled to a deputy. The chair alternates
between funds. The Ethics Council has no administrative resources
of its own and does not engage in any analytical work. The indivi-
dual members, however, work actively, and each is responsible for
pursuing certain specific dialogues. Background documentation is
produced by the consultant (GES) brought in for the purpose, and
the consultant also has a secretariat function for dialogues and for
other kinds of communication with companies.

The analytical work is in three stages. The first step involves
systematically gathering intelligence about a large number of
companies — some 3 500 in all. Sources include the media, stake-
holder organisations and UN agencies. The overwhelming bulk of
companies monitored or “screened” in this way are listed com-
panies. Unlisted companies are, almost by definition, much harder
to monitor, at least using a method such as this. To the extent that
the AP funds invest in foreign private equity companies, they
impose ethics and environment demands on them as well, but it is
more difficult to obtain information from them and to influence
them.

The second stage involves selecting about a hundred companies
for a more in-depth scrutiny, based on reported claims that they
could be violating international conventions. In the third stage, 20—
25 companies are identified as having definite, well-documented
problems. The Ethics Council then chooses 10-15 with which to
engage in active corporate governance work and dialogue. The list
is reviewed once every six months. To ensure that the information
is of the required standard, industry experts are brought in when
needed. However, no previously allocated resources are available
for this. Instead, the funds have to finance input of this kind each
time it is required.
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The selection process is based on an assessment of how serious
the reported incidents are, rather than on the size of the holding.
Another factor is the question of whether it is felt the incident is a
one-off occurrence or a result of more systematic behaviour.

In early 2007, the Ethics Council chose to focus attention on
twelve companies. Later, a further two were added to the dialogue.
In a number of cases, the Ethics Council collaborated with other
investors, both Swedish and foreign, in order to increase the
pressure on the companies targeted.
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Three corporate dialogues undertaken by the Ethics Council:
BHP Billiton Plc — union activity

Occurrence: The company has been linked to violations of the right to
sign a collective agreement in Australia, which is in breach of the ILO
Right to Organise and Collective Bargaining Convention.

Goal: To persuade BHP Billiton to alter its recruitment procedures so
that instead of requiring people to sign an individual agreement as a
precondition of employment it allows them to sign a collective
agreement.

Comment: Under Australian law, companies are allowed to sign
individual contracts with employees. The law has been criticised by the
ILO for years as allegedly being in breach of the organisation’s core
conventions. The change of government in 2007 boosted expectations
that labour law in Australia would be amended so as to reflect
international rights.

Bridgestone Corporation — the Convention on the Rights of the Child

Occurrence: The company has been linked to the use of child labour at
its rubber plantation in Liberia.

Goal: To persuade Bridgestone Corporation to take concrete steps to
prevent the use of child labour and to implement a review mechanism
to ensure compliance. As a precautionary measure, the company
should adopt a policy against child labour for its entire operation.

Chevron Corporation — human rights

Occurrence: The company has been linked to human rights violations
in Nigeria in breach of the UN’s fundamental principles on the use of
force and weapons by officials of crime-fighting agencies.

Goal: Chevron has adopted a framework programme, known as the
Voluntary Principles on Security and Human Rights, to protect and
uphold human rights in connection with the work of its security staff.
The aim is for the company to report how it is implementing its policy
in practical terms in order to ensure compliance.

Comment: The funds holding Chevron stock at the time of the
shareholders” meeting voted in favour of a resolution tabled by US
shareholders urging the company to produce a clearer and more robust
human rights policy. The resolution gained almost 27 per cent of the
votes at the meeting, which sent a very strong message from the
owners that the company needs to address the issue.

Source: Annual Report of the Ethics Council, 2007.
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In April 2008, the Ethics Council published its first annual report,
concerning its activities in 2007."* In it, the Council published the
names of the companies with which it was conducting active
dialogues and described the goals it wished to achieve in each case.
No details of the dialogues were given, however, since the success
of such exchanges is said to rest on them being conducted in
confidence. As long as the Ethics Council feels there is a real
chance that it will be able to influence the company, it keeps up the
dialogue. Should no process of change evolve, the committee can
advise the AP fund concerned to dispose of its holding in the
company. However, each fund decides for itself if it wishes to do
$O or not.

Some conclusions

In the Committee’s view, the appointment of an Ethics Council
was a good move. Mobilising resources in this way has led to the
establishment of a more systematic process that lends weight to the
funds’ dealings with the various companies. It also makes them
more interesting as partners in the eyes of other international
investors. The creation of the Ethics Council also appears to have
given efforts on behalf of sustainability more weight and greater
legitimacy within the funds themselves.

At the same time, the fact that the funds lack analysis and
administrative resources of their own means it is sometimes
difficult to assess and assure the quality of the material they receive
from their (lone) consultant.

We note that the assessments in the Ethics Council’s report
have the appearance of being (and perhaps are) those of the
consultant rather than those of the committee. This certainly does
not mean that these analyses are necessarily poor or wrong, but the
fact that the Ethics Council and the individual funds lack the
resources to independently adopt well-founded positions on the
material they receive, on the basis of their own analyses and values,
does constitute a problem. The problem is further aggravated by
the fact that these consultants have only modest analytical
resources themselves. It is also worth considering whether placing
one’s trust in documentation and assessments from one consultant
alone is adequate or acceptable. In matters as complex as these

12 Ethics Council: Annual Report 2007.
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frequently are, a second opinion is surely extremely valuable.
Although there are only a limited number of consultants dealing
with this type of work in Sweden, there are several elsewhere.
Another general problem is that to a certain extent, as we have
implied, you have to look for your information where information
is possible to get, which means that, in practice, you will look at
listed companies. But, after all, they represent a fairly limited share
of the companies that could be described as potential investment
targets.”” Moreover, listed companies can reasonably be assumed to
maintain a higher ethical and environmental standard precisely
because of their public nature. Also, companies in developed,
democratic countries tend to have a better supply of “screenable”
information at their disposal than those in less developed countries
and/or in countries under authoritarian rule. So to state matters a
little baldly, perhaps, you can keep a fairly good check on listed
companies in developed countries, where presumably the fewest
problems are to be found, but much less of a check on unlisted
companies and companies in developing countries where pre-
sumably the greatest problems are to be found.
A possible solution might be to invest only in companies that can
be kept under full surveillance — but this is likely to reduce your
range of investment opportunities considerably, which would
conflict with the overall objective of a high rate of return. On the
other hand, investing in companies that either cannot or do not
wish to provide any substantial information on ESG aspects is
equally unacceptable, to say the least. In the long term, this can be
partially solved by better analytical methodology, more efficient
information gathering and tougher reporting requirements. But as
an outsider you are unlikely to acquire anything like a full
understanding of the situation. Decisions on whether to invest or
not must therefore be reached under uncertainty, to a greater or
lesser degree, where ESG factors (too) are concerned. It is also a
matter of balanced risk-taking — a constant trade-off between risks
and opportunities. Here, the boards have overall responsibility for
deciding what the funds’ general strategy should be.

" Under present investment rules, however, the funds’ “universe” is largely restricted to
listed companies.
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4.6 The effects so far
Impact on returns?

All the AP funds agree that the role of responsible investor can be
combined with the overall objective of a high return on invest-
ments. Especially since they operate in the long term, the funds see
no conflict between the two. On the contrary, they tend to
emphasise the value-raising and risk-reducing effects of such an
approach, and the prospect of good yields, which they feel out-
weigh any adverse effects that might be generated should the
investment universe shrink.

At the same time, they stress that this is not something they can
“prove” — at least not yet. There is no unequivocal statistical evi-
dence in favour of one outcome or the other. It is of course
difficult to measure and evaluate this fairly, particularly since the
time frame in practice is quite short and the number of companies
that have been excluded or engaged in ESG dialogues is not very
large. In 2004, however, the Seventh AP Fund attempted to
quantify the effects, based on the yields reported by the companies
they had excluded relative to those of the companies in the
portfolio. This comparison showed that, up till then, the impact on
returns had been largely negligible, while the risk level had
increased slightly."*

Internationally, quite a few academic studies and other studies
have been conducted where the aim has been to assess and analyse
how the application of ESG or sustainability factors in investment
policies has impacted on returns.

In one of the studies commissioned by the present inquiry, the
author has gone through a variety of investigations and reports that
sought to assess impact in this area by one means or another."

The study notes that most of the research into this type of
impact is based on studies of securities funds rather than
institutional investors such as pension funds. According to the
authors, one of the reasons is that it is generally more difficult to
obtain data from institutional investors of this kind. Another
factor that makes assessments and comparisons more difficult is
that while many securities funds have long been developing ethical

'* “Evaluating Ethics Policy”, Board presentation, 2004-08-30. Seventh AP Fund.
5 “Doing well While doing Good”, by Kees Koedijk and Jenke Ter Horst (Annex 5 to the
report).
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profiles, interest and activity among institutional investors has only
grown substantially in recent years. The AP funds are one example
among many. Conclusions regarding the impact on securities funds
are not readily applicable to institutional investors, one of the
reasons being that the latter normally give precedence to the high-
yield objective, which, as we have seen, is not necessarily the case
where ethical funds are concerned. Nevertheless, comparisons are
of course of some interest in this connection, as long as they are
approached cautiously.

Regarding actual impact on returns, a number of studies are
cited, based on different markets and time periods. One study
describes a comparison between a large number (320) of conven-
tional funds and a relatively large number (32) of “SRI funds” in
the US. Its main conclusion was that ethical funds that had long
been on the market yielded higher returns than conventional funds,
while the reverse applied for more established funds with an ethical
profile."® In neither case, however, were the differences statistically
significant. Another study compared funds in the US, the UK and
Germany during the 1990s. It found that the British SRI funds
performed slightly better than conventional funds, while the
American ones performed slightly worse. In the German case, no
difference was evident. A third study compared trends in 17
different countries, in all of which the claim was that ethical funds
yielded smaller returns. The difference, however, was statistically
significant in only two of these countries — of which Sweden was
one.

The study concludes that it is generally difficult to prove the
existence of any significant difference in returns between securities
funds with an ethical profile and those without.

Another way of approaching this question is to examine how
share prices for companies addressing ESG issues develop, based
on the hypothesis that the stock market disregards or at least
underprices this type of information. Investors who better
understand the value of this — relative to the rest of the market —
and invest accordingly should be able to obtain higher yields as a
result. The question, then, is whether this type of erroneous pri-
cing is actually present or not.

Reference is made to two studies that focus on how analysts in
the market perceive ESG information and share evaluations. A

' For reference to the original reports/articles, see Annex 5
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study undertaken in 2007 concluded that most analysts felt ESG
issues had a favourable impact, especially over time, but that this
was not fully reflected in share prices. Another study found that
even in cases where companies provided information on ethics- and
environment-related matters, none of the analysts were particularly
interested in exploiting it.

The report also describes a study that employed what are ter-
med eco-efficiency ratings' which were related to company value
as expressed by Tobin’s Q." For the period under review — 1995-
2003 - the results showed that a portfolio of companies with the
highest rating yielded distinctly higher returns than a portfolio of
companies with the lowest rating. This may be a sign that the
market underprices this type of information. Another study has
examined what impact environmental scandals of various kinds
have had on the companies involved, based on 142 such scandals
during the period 2003-2006. The conclusion here is that this has
had a significantly adverse effect — but only on European
companies, not on American ones.

Researchers have also looked at the situation regarding corpo-
rate governance — the G factor in ESG — and how this affects share
prices and yields. A study of the situation in the US found that an
investment strategy under which companies were selected on the
basis of whether or not they were deemed well-governed yielded
distinctly better results. A similar study on European soil arrived at
similar conclusions, although the picture varied from place to place
around Europe. On the basis of this and other studies, the author
of the report concludes that a portfolio based on a positive
selection of companies reflecting ESG aspects can yield a better
financial outcome."”

A further aspect concerning yield effects is the question of
whether a dialogue approach by investors is more fruitful than a
“traditional” exclusion strategy. Here, the main conclusion is that
for the time being this must be considered an open question,
although there are a number of empirically based arguments sug-
gesting that “activism” may have a favourable effect on share
prices.

17 Eco-efficiency aims to measure how value is created with the least possible environmental
impact. This type of data has been developed by British-American analysts Innovest.

¥ Tobin’s Q is the ratio between the combined value of all the companies on the stock
market and their replacement cost. A high Tobin Q ratio should act as an incentive to
greater investment, and vice versa.

' Annex 5, p 12.
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The picture drawn in the overview ordered by the Committee is
rounded out by a general study undertaken by Mercer™. It syste-
matically went through thirty different studies — both academic and
others — using different methodology during different periods and
in different countries. Three of these showed a negative outcome in
respect of ESG factors and yield, fourteen were found to send a
neutral message, and thirteen generated a favourable assessment.
Two of the general conclusions reached in the report, on the basis
of the various studies, are that there is no simple linkage between
ESG activity and financial outcome, and that working with ESG
must be viewed as part of a wider endeavour. A further conclusion
is that consideration of ESG aspects is not an investment style per
se (which according to the author many believe) but instead
something that can be integrated into almost all investment sty-
les.”’ However, it is argued, a basic dilemma in this connection is
the short-sightedness that tends to characterise the investment
culture.

If we attempt to summarise this somewhat disparate picture of
the situation, we can begin by noting that generally speaking it is
difficult to quantify the impact of ESG consideration on invest-
ment policy in any precise way. Secondly, to date there are no clear
indications of either negative or positive effects in the case of the
AP funds. And thirdly, that international studies point more often
to positive than to negative effects. Given the above, it could at
least be claimed that there is no evidence that “sustainable”
financial investing would be systematically worse from a yield
viewpoint than “conventional” investment.

General impact on company behaviour

As we have noted before, it is clear that in recent years companies
in general have focused more closely on ethics and environment
issues as part of their CSR (Corporate Social Responsibility) work.
Probably, pressure from various investors has had an impact in this
respect, but the extent to which this development may be speci-
fically attributed to the efforts of investors as a group — or even to
individual investors — as opposed to the media, churches, trade

2 “Demystifing Responsible Investment Performance”. The report was compiled by Mercer
in collaboration with the UNEP Finance Initiative.
21 Cf Erik Sjoberg’s study (Annex 2).
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union or non-governmental organisations etc is impossible to say
with any degree of certainty. However, a certain amount of
anecdotal evidence is available in connection with a number of
cases where individual or groups of investors have clearly
influenced proceedings. Where the AP funds are concerned, for
instance, the Ethics Council reports a number of instances where
contact with companies has led to improvements.”” The Seventh
AP Fund, which does not participate in the work of the Ethics
Council since it is not legally authorised to be an active owner,
claims that many companies are very anxious not to be on its
blacklist, since this is considered extremely harmful to the brand.

How Swedish companies have been affected by the AP fund
dialogues

Each of the First-Fourth AP Funds conducts its dialogue with
Swedish companies individually. They engage in talks with the
companies about the risks and business opportunities its opera-
tions involve, and follow these discussions up over time. In some
cases, they may follow up negative developments reported in the
media, such as the use of child labour or other problems, but the
day-to-day work of pursuing company dialogues is proactive rather
than reactive.

On the question of how the AP funds influence the CSR and
sustainability efforts of the Swedish portfolio companies, it is clear
that the funds play an important role in that they lend these issues
greater legitimacy within the company. According to a study
commissioned by the inquiry, several companies testify that it
makes a difference when important actors such as the AP funds ask
questions and assess the way CSR is treated. The interest shown by
owners is confirmation that these issues need to be on company
agendas, and showing an active interest can help to ensure that they
are discussed to a greater extent by the management group and the
board of directors.”

Frequently, discussion of these issues with the portfolio
companies takes place at bilateral meetings at which the AP funds
follow up what the companies have written in their sustainability

2 See the 2008 report of the Ethics Council.
2 “The influence of the AP funds on the ethical and environmental activities of the portfolio
companies”, by Emma Sjéstrém (Annex 5).
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reports. Usually, the AP funds ask about the company’s objectives
regarding ethics and the environment, what they are doing to
achieve these objectives, whether the companies have analysed the
risks associated with the integration of ESG factors, what systems
they use for dealing with such risks, and how codes of conduct are
implemented and followed up etc.

The study shows that the AP funds’ direct influence on the
Swedish portfolio companies as regards their CSR and
sustainability activities is mainly in the field of information
provision — many companies are still beginners at producing
sustainability reports, and the AP funds and other investors are
actively encouraging greater transparency on such issues. Clear and
careful reporting is essential if the owners are to carry out a proper
analysis of the companies, and is also an important tool in the
companies’ own follow-up, as well as a vital component in
constructive sustainability work. When companies are forced to
address target scenarios and risk assessments in various spheres,
this can make the issues more visible to them and encourage them
to deal with ESG concerns proactively.

The study also shows that the AP funds have only a marginal
direct influence on the portfolio companies’ sustainability efforts,
i.e. the work that is subsequently reported. In other words, the AP
funds are not seen to be taking a proactive role in persuading
companies to focus more on certain issues (such as reducing their
carbon emissions more than they had originally planned) or to
engage with issues not previously addressed (a company in the
textile industry, for instance, could follow up water consumption
in its production process if it has not previously done so).
Ultimately, however, the pressure exerted by the AP funds on the
companies regarding their provision of information on these issues
may lead to such results. A company might, for instance, begin
reconsidering the goals it has established for its activities in relation
to ethics and the environment and so begin developing a strategy
for the achievement of these goals.

A general conclusion is that the AP funds’ dialogues with the
portfolio companies on environmental and ethical issues do make a
difference: they encourage the companies to expand and improve
their external reporting in this sphere, which in turn has a
favourable impact on the actual work undertaken and gives the
issues greater prominence within the companies.
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One of the conclusions of the study is that managers should
focus on environmental and ethical issues to a greater extent than
at present, although such a development is already under way
within the funds. Besides helping to make the issues an integral
part of the companies’ strategic and commercial activities, this
would help managers gain a better understanding of the issues.

On the question of how dialogues with companies should be
conducted, one recent development is that in one or two cases
companies have chosen to gather together a number of owners and
hold joint meetings. This could be a cost-efficient alternative both
for the companies themselves and for the funds, as well as for other
participating investors. Probably, it would also help reduce the risk
of insider situations arising when the funds meet with companies
on a one-to-one basis. It should be noted, however, that there is
currently no evidence whatsoever that the funds have been placed
in an insider situation as a result of the dialogues they have
initiated.

In other words, in the Committee’s view, the AP funds would
do well to work together on ESG issues vis-a-vis Swedish compa-
nies. This would probably enhance the impact on the companies
while at the same time being cost-efficient both for the funds and
for the portfolio companies themselves. The Committee believes
that it is possible to pursue such a course without coming into
conflict with the official government stipulation that the various
funds are to work independently.

Summing-up

Two fundamental questions that arise when evaluating the AP
funds’ investment guidelines on ethics and the environment are,
firstly, whether and in what way these issues have affected the
funds’ prime objectives, i.e. high returns, and secondly, whether
the companies’ efforts to assimilate environmental and ethical
factors has had an impact in that the companies have been
persuaded to attach greater importance to sustainability issues and
to the task of remedying shortcomings that the AP funds have
drawn attention to.

Where effects on yields are concerned, there is no clear evidence
that these are present. One reason is that the companies that have
been excluded, or which the funds have chosen not to participate
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in, or have engaged in dialogues with on environmental and ethical
and environmental aspects, are still so few in number that the
overall impact is necessarily only marginal. Elsewhere, too,
determining both which yield effects stem from some form of
ethics/environment policy on the part of the AP funds and which
are attributable to other factors presents considerable problem