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[Cabinet Committee on Economic Policy’s Stand]

Competitive Rewarding Based on Production of Shareholder Value
in State-Owned Companies and the State’s Associated Companies

Ensuring that a company has a proficient, committed management that operates in
compliance with the shareholders’ interest and that the company can both recruit and
retain in its service professionals that it needs for successful activity is one of the key
elements of ownership steering. Therefore the shareholders, for their part, must
provide the company with the possibilities to compete for management professionals
and other key persons under competitive terms.

Other important elements for the owner are composition of the board of directors,
proficiency of the board members and ensuring their commitment. Therefore the
owners must see to it that the boards of directors are formed on the basis of the
members’ know-how and expertise and that the emoluments correlate with the
chairman’s and members’ commitment and time spent in their duties.

The fact that the success of companies does not rest solely on the management or
board of directors, or is attributable to them only, is a point not to be ignored in
ownership steering. A highly skilled and motivated staff is one of the cornerstones of
successful business activity, so that a fair opportunity for the company’s good returns
must be guaranteed for the entire staff.

Regardless of whether the State is a sole owner, majority shareholder or an important
minority shareholder, it has a special interest to ensure that rewarding of not only the
management, key staff and board members, but also the staff as a whole, contributes
to securing and improving the operating conditions and competitiveness of companies.
However, it is also essential for a major shareholder that the rewarding is based on
results that have benefited the owner(s) as well. Thus the Cabinet Committee on
Economic Policy adopts the following guidelines on

- the salaries and rewarding of the executive management and other key persons of
the State-owned companies,

- rewarding of the staff of the State-owned companies, and
- rewarding of the members of the administrative bodies of the State-owned

companies.

The outlines are applicable in the ownership steering of all State-owned companies
that operate on market terms, as well as when defining the policy of the owner. The
same outlines are to be followed in the State’s associated companies, too, as far as
possible.

In companies tending to the State’s special duties, the rewarding criteria must be
drafted on a company-by-company basis with due consideration to the company’s
special duty and its success in carrying it out.

In this stand, the Cabinet Committee on Economic Policy requires that rewarding is as
transparent as possible.
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1. The rewarding of the management and key persons is based on profitability and a
rise in the shareholder value

It is of prime importance for the interests of the State as an owner and for the
credibility of the State’s ownership policy that rewarding of the top executives and key
persons of State-owned companies and the State’s associated companies
corresponds, as a general rule, to the competitors’ practices. This is the prerequisite
for the companies’ ability to compete in recruitment of business management and
expertise resources that are as competent as possible.

It is essential for the owners that the company’s success and a rise in the shareholder
value are among the key rewarding criteria. Rewarding of the management, board of
directors and staff is based on the presumption that only success that is better than
average performance can be a criterion for paying bonuses and earning incentives.
When assessing the company’s performance, such a reference group must be used
that in an impartial way brings up the company’s success in relation to its competitors.
In evaluations of the company’s profitability, the shareholder value produced by the
company, which is assessed e.g. by EVA calculations, must be taken into account,
besides the result, dividend payment and other key indicators.

The implementation of these bases requires that:

1.1. The salaries and emoluments of top management and key persons shall be
dealt with as a larger whole composed of diversified rewarding in which the
central elements are basic salary, fringe benefits, result-based bonus
schemes, shareholding and incentive schemes and other individual terms in
the employment contract, such as the age of retirement and amount of
pension.

1.2. The rewarding shall be based, in a fair and obvious way, on the company’s
success and contribution to a rise in the shareholder value. The basic salary
level shall be sized so as to be reasonable to ensure that all bonuses and
rewarding schemes are result-based.

1.3. When using result-based bonuses, application of rewarding schemes bound to
shareholding shall be taken into account, so that overlapping schemes do not
bring unreasonable benefits to the same persons. Result-based monetary
emolument shall be fixed so that it is no more than 40% of the annual salary,
unless there are special grounds for higher rates, for example, due to the
company’s strategy or targets or competition in its line of business.

1.4. When using rewarding bound to shareholding, it is essential that it leads to
commitment through owning of shares and thereby to the top management’s
and key staff’s interests that coincide with those of the owners. The incentives
and bonuses shall be proportioned to the total compensation in such a way
that matters related to the company size, line of business and risk level as well
as the management’s duties, special competence and the contemporary
shareholding of the group that is the target of the rewarding are taken into
account.

1.5. Terms that would allow retirement under 60 years of age shall not be accepted
in the employment contracts of managing directors and other top executives. In
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addition, the 60 years’ age limit shall be reviewed in the light of the objectives
of raising the general retirement age and their achievement.

1.6. As for the salary from the term of notice and the severance pay of managing
directors and other top executives, solutions that follow the general practice or
that are similar to this practice should be aimed at (then the maximum
compensation should be the salary of 6 months + 6 months).

2. Encouragement and commitment of the management and key persons are
implemented primarily by shareholding and only exceptionally by options

The rewarding basis is that the emolument level of the State-owned companies and
the State’s associated companies shall be competitive to allow competition with other
companies for competent management and expert resources under comparable
terms.

The State’s shareholdings are considerable and either long-term or permanent by
nature. The owner’s interest does not focus primarily on the rate development during a
certain period of time, but on sustained and continuous raising of the shareholder
value. Therefore the management’s and key persons’ commitment by shareholding is
usually an alternative that meets the owners’ interests better than share-based
incentives.

To ensure the competitiveness of rewarding, it shall be possible to use incentives, but
the State as an owner is ready to accept only such incentive schemes for which there
are justifications closely related to the expectations concerning the company and the
development of its operations and that at the same time result in sufficient
commitment by shareholding. Furthermore, when setting up incentive schemes, the
long time horizon of the State’s holdings must be kept in mind. Seeking a short-term
rise in the share price and possibilities of unpredicted returns on options, which are
typical of certain incentive schemes, shall therefore be excluded. While planning
schemes, such alternatives shall also be assessed that do not dilute the holdings of
the old owners and whose costs are explicitly to be beared by the company and not by
its owners. In any case, the dilution effect shall be kept reasonable.

The State as an owner does not approve the use of the conventional schematic option
models because of their haphazardness and short-sightedness as well as the missing
commitment by shareholding. The starting point also otherwise is that the incentive
schemes do not exist per se. Thus the State as an owner has adopted a reserved
attitude towards share-based incentives that are not connected with direct
shareholding. International examples and the wide-ranging discussion show that
options do not always lead to such commitment or ensure such behaviour of the
company’s management that would promote the owners’ interest and produce a rise in
the long-term shareholder value.

When developing incentive schemes in State-owned companies and the State’s
associated companies, improvement of the incentives’ explicitness, commitment
capacity and sustainability is still one of the central objectives. Every incentive scheme
to be introduced shall (i) be in compliance with the State’s owner role, (ii) direct to
long-term commitment and to raising the shareholder value, and (iii) have reasonable
terms and be predictable to prevent unreasonable bonuses.
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In development of incentives, attention shall be paid especially to the relation between
the eligible person’s input and the amount of the bonus. The recipient of the bonus
shall be capable of influencing the amount of the bonuses with his or her own input.
However, in the case of share-based rewarding schemes this is possible only for the
strategic management and a limited number of key persons. In addition, attention shall
be paid to the need for incentives based on shareholding to have a committing effect,
and they shall not be used due to the rewarding level only. Thus it is justified to aim to
optimise the size of the target group eligible for incentives based on shareholding.

In view of incentives for the management and key persons, realisation of these bases
requires that

2.1. Incentive schemes are used only if their use can be justified with special
reasons related to the company or the development of its operations. Share-
based bonus schemes leaning on profitability and a rise in the shareholder
value are applied as tools for rewarding bound to shareholding.

2.2. The costs of the incentives shall be primarily for the company to pay, and only
secondarily for the owners. Therefore the dilution effect of the incentive
schemes must be minimised.

2.3. Commitment by shareholding shall always be connected with incentive
schemes, so that if option schemes are used for special reasons, part of the
options must be used for subscribing the company’s shares and that the
shares subscribed also must be kept either during the period of time defined in
the scheme or during the period of employment in the company.

2.4. The share-based bonus schemes shall include such restrictions on share
transfers that ensure the share recipients’ commitment to the company and to
raising its shareholder value. However, these restrictions shall not be
unreasonable in terms of their duration or number. Shareholding corresponding
to approximately one year’s salary, the exceeding amount of which remains
outside the scope of the restrictions, can normally be regarded as a reasonable
objective.

2.5. If the company is unlisted, the share-based bonus schemes shall also be
connected with redemption terms or redemption price terms that ensure the
realisation of the shares after the termination of the employment or after the
shareholding has exceeded the target level. In companies wholly owned by the
State, the management’s and key persons’ shareholding based on share
bonuses shall not lead to a decrease below 90.1% in the State’s holdings and
voting rights.

2.6. The conventional, schematic option models shall not be used at all when
deciding on the incentive schemes of the top management and key persons.

2.7. The incentive schemes shall be of a long duration and clearly tied to
development of the shareholder value and they shall make the recipients of the
bonuses commit themselves to the company.
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3. Members of Administrative Bodies are rewarded and committed, but not
encouraged

The Ministry of Trade and Industry has annually commissioned surveys of the
rewarding level and practices of the members and chairmen of the boards of directors
of listed companies. In the case of supervisory boards a similar reference group doest
not exist, and the rewarding level shall also be assessed in relation to the duties of the
supervisory board, which vary from one company to another.

The average rewarding level of boards of directors is in State-owned companies and
the State’s associated companies clearly lower than that in listed companies, and the
bonuses of chairmen in particular are notably below the level of other listed
companies.

Many listed companies have introduced alternatives to the conventional monetary
emolument in which the bonus of board members is partly paid either as company
shares (share-based bonus model) or it is tied, as an incentive, to development of the
company’s share quotation. The share-based bonuses of boards of directors have
been considered problematic, because the harmonisation of the bonuses of the
supervisor (board of directors) and of those supervised (managing directors and key
persons) does not necessarily serve the owner’s interest. From the State’s point of
view, this becomes emphasised, since its shareholding is of a long duration and the
owner only seldom makes avail of the peaks of the short-term market price of the
shares. Conversely, the share-based bonus model recommended by the other
institutional owners may comply with the interests of the State as an owner, too, when
it contributes to highlighting the role of the board of directors in ensuring the
company’s long-term development and the rise in the shareholder value. The State
should not be a forerunner in this, but as the share-based bonus model becomes
more common, it shall be possible to consider it as an alternative for the State-owned
companies and the State’s associated companies. However, then introduction of the
share-based bonus model shall be considered separately in each company, taking all
company-specific factors carefully into account.

For rewarding members of the administrative bodies, realisation of these bases
requires that

3.1. The bonuses of the chairmen and members of the boards of directors of State-
owned companies and the State’s associated companies shall be kept
comparable to those of the competitors. As a general rule, the bonuses of the
members of the board of directors are paid in money.

3.2. Share-based bonuses for board members may for special reasons be used in
State-owned companies and the State’s associated companies, if they become
the prevailing practice in typical competing companies. Instead, share-based
incentives directed to boards of directors shall not be applied.

3.3. The bonuses of chairmen and members of supervisory boards shall primarily
be assessed based on the tasks of the supervisory board.
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4. The benefits of success belong to the whole staff

The staff shall have a fair possibility to benefit from the company’s success. The
result-based bonus and incentive schemes used in companies shall guarantee the
staff a fair share of the company’s good result. In rewarding the staff, the central tools
are result-based wages and salaries and staff funds, which after the legislative
amendment of 2002 can be used consistently for the staff of the whole company or
group regardless of the unit or country that an employee works in. The realisation of
these bases requires that

4.1. Rewarding based on profitability and the result produced by the company shall
extend to the staff as a whole in a manner to be separately considered in the
case of each particular company. The rewarding tools are result-based
bonuses and staff funds. The result-based bonuses channelled into the funds
can also be used to buy the shares of one’s own company from the stock
exchange.

5. Rewarding is transparent and important information is published

Rewarding is essentially a way to ensure the recruitment of good and skilled
management and staff and their commitment to the company. At the same time,
rewarding is also a message to the investors, telling that the company’s current
owners have invested in the management, board of directors and staff. It is important
for both the owners and potential investors to be capable of assessing whether the
rewarding is to the point and whether it is correctly proportioned to the company’s
success. It follows from the State’s participation as an owner that the rewarding is
connected with a requirement for openness, which is higher than usual, because the
controllability of the owner must be guaranteed.

To achieve the necessary degree of openness, the company shall publish - either in a
printed annual report, or in default of such a report, in some other appropriate way - at
least the following information:

5.1. Information on the decision-making system concerning the benefits of the
management and board of directors and the staff’s result-based bonuses.

5.2. The fixed salary of the managing director and his or her deputy, result-based
bonus schemes, share-based bonus or incentive schemes and the aggregate
amounts of bonuses paid during the fiscal period.

5.3. Information on the size of the board of directors and of the possible group of
key persons, as well as on the schemes applied in rewarding these.

5.4. The total amounts of the salaries and bonuses of the chairman, vice-chairman
and members of the board of directors and the criteria for their calculation.

5.5. Information on the result-based bonus schemes of the entire staff.


