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Meld. St. 32 (2019-2020) Report to the Storting (white paper)

Recommendations of the Ministry of Finance of 21 September 2020,
approved by the Council of State on the same day.
(Government Solberg)

1 Executive summary

The Government Pension Fund belongs to the
people of Norway. The purpose of the savings in
the Fund is to support the funding of pension
expenditure under the National Insurance
Scheme and to further long-term considerations in
government petroleum revenue spending, in
order to ensure the petroleum wealth benefits
both current and future generations. The Ministry
of Finance has, under the Government Pension
Fund Act, been given the formal responsibility for
the management of the Fund, which comprises
the Government Pension Fund Global (GPFG)
and the Government Pension Fund Norway
(GPEN). The operational management is carried
out by Norges Bank and Folketrygdfondet, within
mandates stipulated by the Ministry of Finance.
The Storting (Parliament), Ministry of
Finance, Norges Bank and Folketrygdfondet each
have distinct roles in the management of the Gov-
ernment Pension Fund. A clear division of roles
serves to highlight responsibilities. Broad sup-
port for the investment strategy and the general
framework of the Fund is a prerequisite for sound,
long-term management. The governance struc-
ture must therefore ensure key decisions are
endorsed by the Fund’s owners, represented by

the Government and the Storting. At the same
time, there must be sufficient delegation of
authority to ensure day-to-day management deci-
sions are made close to the markets in which the
Fund is invested.

The overarching investment objective is to
achieve the highest possible return, given an
acceptable level of risk. A clear financial objective,
together with sound long-term management,
serves to ensure that also future generations will
benefit from the assets accumulated in the Fund.
Within the overarching financial objective, the
Fund shall be managed responsibly.

The GPFG forms an integral part of the fiscal
budget and fiscal policy framework. Government
petroleum revenues are transferred to the GPFG
in their entirety, whilst withdrawals from the Fund
are determined by resolutions of the Storting.
Over time, the Fund has become an ever more
important source of funding for public expendi-
ture.

The fiscal policy guidelines require petroleum
revenue spending to over time correspond to the
expected real rate of return on the GPFG. The
guidelines further stipulate that petroleum reve-
nue spending in any given year shall be adapted to
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the economic situation. Hence, spending may
exceed the long-term expected real rate of return
on the fund capital during periods of economic
setback. This is however conditional upon petro-
leum revenue spending being reduced once the
economic situation normalises.

The coronavirus outbreak has caused major
setbacks in the Norwegian and global economy.
Comprehensive economic measures have been
adopted to limit the impact of the pandemic.
Whilst the economic policy responses in other
countries predominantly will be funded by gov-
ernment borrowing, the GPFG provides Norway
with considerable fiscal space. For 2020, substan-
tial transfers from the GPFG are proposed to
cover the budget deficit.

The current transfers from the GPFG entails
reduced scope for future deficit funding via the
Fund. However, under favourable economic condi-
tions the Government has spent less than the
expected real rate of return, partly to allow for
higher spending in challenging times. It is empha-
sised that the current setback would have been
greater, involving more bankruptcies and higher
unemployment, in absence of forceful measures in
response to the crisis. The Government is
committed to limiting the downturn and support-
ing growth and development to drive economic
recovery.

Current and past experience demonstrate that
we must be prepared for considerable market fluc-
tuations. The Government Pension Fund is gener-
ally well placed to absorb such fluctuations. It is
especially important to remain committed to the
chosen strategy during periods of considerable
market turbulence. The Storting’s deliberation of
the annual white papers on the Government Pen-
sion Fund serve to maintain support for the long-
term investment strategy.

The white papers on the Government
Pension Fund are normally published in the
spring. Due to the virus outbreak, the Ministry
of Finance decided to postpone this year’s paper.
This paper will therefore provide a brief sum-
mary of the 2020 half-year results, in addition to
reporting on the performance in 2019. It also dis-
cusses further development of the investment
strategy and addresses the responsible invest-
ment framework. To the extent that the coronavi-
rus pandemic is of relevance to the Ministry’s
assessments, this is specifically mentioned. In
Chapter 9, an overview of studies of the relation-
ship between past pandemics, economic growth
and financial markets is provided (in Norwegian
only).

Investment strategy

The investment strategies for the GPFG and the
GPFN have been developed over time on the basis
of professional recommendations, practical expe-
rience and thorough assessments. Any material
changes have been endorsed by the Storting.
Transparency and broad endorsement of key
investment strategy issues provide increased
insight and understanding of the risk assumed in
the fund management. This establishes a founda-
tion for remaining committed to the long-term
investment strategy, also during periods of finan-
cial market turbulence in financial markets.

The investment strategy is defined in the fund
mandates and reflected in, inter alia, the composi-
tion of the benchmark indices established by the
Ministry of Finance. The strategic benchmark
index defines a capital allocation between equities
and fixed-income securities, and reflects the
owner’s investment preferences and risk toler-
ance. The equity share of the GPFG benchmark is
70 percent, whilst the equity portion of the GPFN
benchmark is 60 percent. Fixed-income securities
account for the remainder of the benchmarks.
The mandates also stipulate various limits on the
risk assumed in the operational management,
including a limit on deviations from the bench-
mark index.

The strategy is based on the premise that it is
necessary to assume risk to achieve a satisfactory
return over time. The choice of equity share has
the greatest impact on the overall risk of the
Fund. A larger equity share involves higher
expected return, but also expectations of
increased volatility and higher probability of loss.
The investment strategy entails investments are
made primarily in listed markets.

Another key premise underpinning the invest-
ment strategy is that overall risk can be reduced
by broad diversification across asset classes,
regions, countries, industries, companies and
issuers. The composition of the equity and fixed-
income benchmarks implies that investments are
diversified across a large number of companies
and bonds. The benchmark indices have been
designed to facilitate close replication at a low
cost, and are also used to measure the manage-
ment performance of Norges Bank and Folke-
trygdfondet.

Most of the Fund risk is determined by stock
and bond market developments, as reflected in
the benchmark indices. Norges Bank and Folke-
trygdfondet may, within defined limits, deviate
somewhat from the benchmark indices in their
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operational management. Such deviations are
used to ensure a cost-effective adoption of the
benchmark indices, and may also be used to
exploit distinctive Fund characteristics in seeking
excess return. The GPFG management mandate
further allows some scope for investments in
unlisted real estate investment and unlisted
renewable energy infrastructure. The contribu-
tion of active management to Fund risk has over
time been moderate.

The investment strategies for the GPFG and
the GPFN are discussed in chapters 2.1 and 4.1,
respectively (in Norwegian only).

Strong performance in 2019; volatile markets in the
first half of 2020

In 2019, the market value of the GPFG exceeded
Norwegian kroner (NOK) 10,000 billion for the
first time. At yearend 2019, the value of the Fund
was more than three times the annual mainland
GDP. The return last year was 19.9 percent, mea-
sured in the currency basket of the Fund. The
return as measured in the currency basket is the
relevant measure of developments in the interna-
tional purchasing power of the Fund. The value of
the Fund increased by NOK 1,832 billion through
the year, to NOK 10,084 billion. Measured in
NOK, this is the largest annual value increase in
the history of the Fund. The strong performance
reflects positive developments in global financial
markets in 2019. The equity market strengthened
last year, despite lower economic growth and
increased uncertainty globally. The return on the
GPFG equity portfolio was 26.0 percent, whilst the
return on the fixed-income and unlisted real
estate portfolios were 7.6 percent and 6.8 percent,
respectively.

Financial market returns were also strong in
Norway, although somewhat weaker than in inter-
national markets. Overall return on the GPFN was
12.4 percent in 2019, measured in NOK. Equities
and fixed-income generated returns of 18.2 per-
cent and 4.2 percent, respectively. The market
value of the Fund was NOK 269 billion at year-end
2019, which represents an increase in value of
about NOK 30 billion over the course of the year.

Norges Bank and Folketrygdfondet seek to
achieve the highest possible return, net of costs,
within the limits stipulated by the management
mandates from the Ministry of Finance. In 2019,
the return on the GPFG was 0.23 percentage
points higher than the return of the benchmark,
whilst the excess return in the management of the
GPFN was 0.40 percentage points. Measured as a

proportion of assets under management, costs
last year were 4.7 basis points in the GPFG and 6.7
basis points in the GPFN.

After strong market performance in 2019, the
coronavirus outbreak and subsequent strict
restrictions to contain the spread of the virus trig-
gered considerable market volatility in the first
half of 2020. Following an optimistic start to the
year, markets slumped as the coronavirus out-
break spread across countries. The steep down-
turn in the stock market was slowed down and
eventually reversed due to, inter alia, significant
monetary and fiscal policy stimulus.

The market value of the GPFG was NOK
10,398 billion as at the end of the first half of the
year. Measured in the Fund currency basket and
before the deduction of management costs, the
return in the first half of the year was -3.4 percent.
Measured in NOK, the return was 4.8 percent.
The value of the GPFN was NOK 257 billion as at
the end of June 2020, whilst the return in the first
half of the year was -4.4 percent.

The Ministry emphasises the performance
achieved over time. The average annual return on
the GPFG over the last 20 years, until and includ-
ing the first half of 2020, has been 0.17 percentage
points higher than the return on the benchmark
index. The average excess return on the GPFN
has been 0.56 percentage points per year since
2007.

The performance of the GPFG and the GPFN
is discussed in chapter 2.2 and 4.2, respectively
(in Norwegian only).

Geographical distribution of the GPFG equity
benchmark

In last year’s white paper, the Ministry of Finance
announced a review of the framework and bench-
mark for GPFG equity investments, including the
geographical distribution and the composition of
the sub-index for emerging markets. The Minis-
try has received advice and assessments from
Norges Bank and a report from consultancy firm
and index provider MSCI.

The composition of the current benchmark
index is based on the total market capitalisation of
each company included in the benchmark subject
to certain modifications. Firstly, the market capi-
talisation is adjusted by the index provider, FTSE
Russell, to account for, inter alia, liquidity, foreign
ownership restrictions and free float. The free
float-adjustment reflects whether parts of a com-
pany’s shares are unavailable for public trading,
for example as the result of strategic ownership.
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The geographical distribution of the benchmark
index is further modified by assigning the market
capitalisation values an adjustment factor based
on geographical affiliation. These adjustment fac-
tors are stipulated by the Ministry. As a result, the
GPFG equity benchmark has a higher share in
European developed markets, and a smaller share
in developed markets in North America (the
United States and Canada) than both total and
adjusted market capitalisation values would other-
wise imply.

In this white paper, the Ministry is proposing
to modify the benchmark index adjustment fac-
tors. The change implies that the share of devel-
oped markets in Europe will be reduced some-
what, and the share of the United States and Can-
ada correspondingly increased. The change is in
line with the advice of Norges Bank. The purpose
of the modification is to ensure that the equity
benchmark better represents value creation in
listed companies globally. The resulting relative
ownership stakes will be more equal across
regions. No changes are proposed to the adjust-
ment factors for emerging markets or developed
markets in Asia-Pacific. The coronavirus pan-
demic does not affect the Ministry’s assessments
in this matter.

As at the end of 2019, emerging markets
accounted for about 11 percent of the equity
benchmark. Investments in such markets may
contribute to enhanced diversification and har-
vesting of risk premiums. Emerging markets do
however differ from developed markets in that
returns are more volatile, whilst risk is more
affected by country-specific factors. Emerging
markets are also less homogeneous than devel-
oped markets, and are to a significant degree
characterised by weaker institutions, less trans-
parency and weaker protection of minority share-
holders. Such country-specific issues make main-
taining the role as a responsible investor more
challenging

The Ministry will continue reviewing the com-
position of the emerging markets sub-index,
including the assessment of whether more weight
should be attached to the distinctive characteris-
tics of such markets. In this regard, Norges Bank
was in a letter of 15 April 2020 asked to analyse
the implications of introducing a potential cap on
how large a proportion of the benchmark may be
accounted for by an individual emerging market.
On 27 August 2020, the Ministry received the
Bank’s assessments of how such a cap might be
structured and the associated implications. The
Ministry intends to revert with its assessments of

the emerging market investment framework and
sub-index in the white paper on the Government
Pension Fund in 2021. The report from the com-
mittee that has reviewed the ethically motivated
guidelines for the GPFG will also form part of the
basis for such assessments. The committee has,
among other things, examined various country-
specific issues and considerations. The Ministry
will not include any new markets in the equity
benchmark for the Fund until its composition has
been decided.

The review of the equity benchmark is
discussed in chapter 3.1.

Investments in companies seeking a listing — GPFG

In the Government Pension Fund 2018 white
paper, the Ministry of Finance examined whether
to allow for the GPFG to be invested in unlisted
equities on a general basis. The Ministry pro-
posed not to allow for the inclusion of such invest-
ments. The Ministry referred to Norges Bank’s
existing permission to invest the GPFG in unlisted
companies whose board of directors has
expressed an intention to seek a listing, and that
this access would be discussed in the dialogue
with the Bank.

Norges Bank regards that an alternative to the
current regulation may be to allow for the GPFG
to be invested in shares of large companies that
are not yet listed, with such investment being
capped at 1 percent of the equity portfolio. The
Bank finds it reasonable to expect a number of
these companies to seek a listing at a later date.

In the view of the Ministry, the Bank’s pro-
posal would entail a higher probability that the
GPFG may remain invested in unlisted companies
for a long time, without being able to reference a
specific board resolution as the reason for the
investment decision. The intention behind the
mandate provision is to enable the Bank to invest
in advance of an upcoming public offering. The
Ministry finds it reasonable to assume that there
is less uncertainty about whether a listing will
take place with a board resolution on listing than
without such a resolution.

The Ministry is proposing to maintain the cur-
rent requirement for intention to seek listing,
whilst proposing to clarify the regulation in the
mandate. Such regulation includes, inter alia, a
requirement for a due diligence review in advance
of each investment, and for the Executive Board
to approve any investment in excess of certain
threshold amounts. It is expressly stated that the
Executive Board shall issue guidelines on the
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divestment of shares in unlisted companies in the

event that the planned listing does not take place.
The discussion of investments in companies

seeking a listing can be found in chapter 3.2.

Climaterisk in the GPFG

Climate change will affect companies and eco-
nomic developments in coming years and is there-
fore an important financial risk factor for the
GPFG. As a large, long-term investor with owner-
ship in thousands of companies worldwide, the
return on the Fund will be affected by climate
change, climate policy and new technology. This
is, at the same time, a complex and multifaceted
risk factor, and there is limited knowledge on how
investors best can manage the risk arising from cli-
mate change. The investments of the Fund will be
affected by both the physical implications of cli-
mate change; so-called physical risk, and by regu-
latory and technological developments in the tran-
sition to a low-carbon economy; so-called transition
risk. There is considerable uncertainty as to the
physical effects of climate change and the financial
risk these give rise to, as well as to the financial
implications. In addition, there is considerable
uncertainty associated with climate policy and
technological development during the transition to
a low-carbon economy. This involves significant
risk, which needs to be managed by investors.

The Ministry of Finance and Norges Bank are,
like other investors, seeking knowledge on how
climate risk affects financial assets and on how
such risk can be managed. In the white paper on
energy equities in the GPFG, Norges Bank was
requested to review its efforts on climate risk in
the GPFG. The account provided by Norges Bank
shows that assessments of financial climate risk
form an integral part of the Bank’s risk manage-
ment, investment decisions and active ownership.

An important part of Norges Bank’s work on
climate risk should, in the view of the Ministry, be
to promote enhanced understanding and knowl-
edge of climate as a financial risk factor. Contribu-
tions to research, development of a joint climate
reporting framework and improved understand-
ing of how companies manage climate risk are key
aspects of Norges Bank’s efforts in this regard.
The Ministry supports the commitment of the
Bank to further development of analytical climate
scenario tools, as well as expansion and improve-
ment of its internal analysis models for different
climate trajectories.

The Ministry expects Norges Bank to con-
tinue considering a range of climate risk mea-

sures, including participation in research projects.
It is important that the Bank’s efforts are based on
a comprehensive strategy that includes priorities,
objectives and activities. Reporting should to the
extent appropriate be in line with leading frame-
works (TCFD), including on climate scenarios for
the portfolio and relevant sub-portfolios, relevant
metrics and stress testing.

Climate risk in the GPFG is discussed in chap-
ter 3.3.

Amendments to the management mandate for the
GPFG

On 29 November 2019, the Ministry of Finance
adopted a number of amendments to the manage-
ment mandate of the GPFG. The amendments
partly need to be considered in view of the Stort-
ing’s deliberation of last year’s white paper. The
amendments include, inter alia, new mandate pro-
visions for the environmental investment man-
dates and unlisted renewable energy infrastruc-
ture investments, as well as for the fixed-income
benchmark and framework. Reference is made to
the discussions in chapter 3.4 and 3.5, respectively
(in Norwegian only).

Other mandate amendments have also been
made, which partly need to be considered in view
of the new Central Bank Act, which entered into
effect on 1 January 2020. These amendments are
discussed in chapter 3.6 (in Norwegian only).

Folketrygdfondet’s advice on amendments to the
management mandate for the GPFN

Folketrygdfondet has in a letter of 13 December
2019 submitted its advice on amendments to the
management mandate for the GPFN. The back-
ground is that the GPFN’s ownership stakes in
companies listed on Oslo Stock Exchange have
reached a level where there is risk of breaching
the current 15-percent ownership stake limit in
individual Norwegian companies. The large own-
ership stakes also reduce the scope for active
management. Folketrygdfondet’s advice is to
reduce the proportion of the equity portfolio
invested in Norway, and correspondingly increase
the proportion invested in Denmark, Finland and
Sweden. Folketrygdfondet also discusses other
solutions, including expanding the scope for
unlisted equity investments, increasing the owner-
ship stake limit and making withdrawals.

The Ministry finds, based on an overall assess-
ment, that the proportion of the GPFN invested in
Denmark, Finland and Sweden should remain
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unchanged, and that the challenges of large own-
ership stakes in listed Norwegian companies on
Oslo Stock Exchange should be resolved, fully or
in part, through withdrawals from the GPFN.
Withdrawals may take different forms, including
lumpsum withdrawal and/or annual withdrawals.
Withdrawals from the GPFN will require further
analysis of, among other things, authorisations
and implications. This should include an assess-
ment of operational implications on part of Folket-
rygdfondet. The Ministry of Finance will be exam-
ining the specific scope and framework for such
withdrawals.

The GPFN may under the current mandate be
invested in unlisted companies where the board of
directors has expressed an intention to seek a list-
ing on a regulated marketplace in Norway or else-
where in the Nordic region (excluding Iceland).
Folketrygdfondet suggests amending the man-
date provision for investments in unlisted compa-
nies. Because the permission for making such
investments has been little used thus far, the Min-
istry will examine the possibility of somewhat
expanding the current provision. It will for this
purpose be necessary to obtain additional infor-
mation on, inter alia, which other criteria than an
expressed listing intention may potentially be
used to identify companies assumed to be candi-
dates for listing at a later date.

This matter is discussed in chapter 5.1.

Responsible investment

The Government Pension Fund shall, within its
overarching financial objective, pursue responsi-
ble investment practices that promote good corpo-
rate governance and take environmental and
social considerations into account. This is also
important for the legitimacy of the management of
the Fund among the Norwegian public.

Moreover, responsible investment may
improve the management of financial risk that
may arise due to environmental or social issues in
the companies in which the Fund is invested. The
Fund has a long investment horizon, and Fund
risk and return may be affected by such circum-
stances. The impact of, inter alia, climate change,
climate policy and technological development on
financial assets is receiving considerable atten-
tion. Climate risk is an important financial risk fac-
tor in the management of the Government Pen-
sion Fund.

Responsible investment forms an integral part
of the management of the GPFN and the GPFG.
The mandates stipulated by the Ministry of

Finance refer to internationally recognised
responsible investment standards and principles.
Norges Bank and Folketrygdfondet apply such
standards and principles in their responsible
investment activities, and are involved in efforts to
further develop these.

Norges Bank and Folketrygdfondet make
investment decisions and exercise the ownership
rights independently of the Ministry. Important
responsible investment measures include advo-
cacy of principles and expectations based on inter-
nationally recognised standards, company dia-
logue on relevant topics and issues, as well as vot-
ing in annual general meetings. Risk management
is also an important aspect of responsible invest-
ment.

Norges Bank has, as part of its responsible
investment efforts, prepared expectations docu-
ments on several issues, including -climate
change, human rights, child labour, as well as tax
and transparency. The expectations documents
are primarily directed at the board of directors of
the investee companies, and form part of the
Bank’s ownership dialogue with companies.

In the expectations document on tax and trans-
parency, the Bank expresses an expectation that
companies pursue appropriate, prudent and trans-
parent tax practices, and that tax should be paid
where economic value is created. At the govern-
ment level, Norway plays an active role in interna-
tional efforts to increase transparency, exchange
information and achieve an appropriate allocation
of taxation rights globally. The Norwegian policy
is that closed tax jurisdictions, international tax
avoidance and appropriate allocation of taxation
rights globally should be addressed and resolved
through international cooperation at the govern-
ment level and consensus-based solutions.

The Ministry of Finance has adopted Guide-
lines for Observation and Exclusion from the
GPFG. Some criteria in the guidelines are based
on specific products, such as tobacco, weapons
and coal. Other criteria are conduct-based, such
as serious human rights violations and severe
environmental damage.

An independent Council on Ethics appointed by
the Ministry of Finance submits recommendations
to Norges Bank on the exclusion and observation
of companies. Decision making authority rests with
the Executive Board of Norges Bank. The Bank
may opt for a different measure than that recom-
mended by the Council on Ethics. The overarching
objective is to apply the most appropriate tool for
each individual case. For the coal criterion, Norges
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Bank may make decisions without any recommen-
dation from the Council on Ethics.

The investments of the Fund attract consider-
able attention, both in Norway and internationally.
Even a strong framework for risk management,
responsible investment and ethically motivated
guidelines cannot serve as an ironclad guarantee
against blameworthy situations in Fund portfolio
companies. It is not feasible to organise invest-
ment management with a view to prevent the
Fund from ever being exposed to any unwanted
situations at any given time. It is nonetheless
important for risk management and the responsi-
ble investment framework to be refined and devel-
oped on an ongoing basis, in line with the size and
complexity of the Fund.

Responsible investment is discussed in chap-
ter 6 (in Norwegian only).

Committee review of the Guidelines for Observation
and Exclusion from the GPFG

In the spring of 2019, the Ministry of Finance
appointed a committee to review the ethically
motivated guidelines for the GPFG. The commit-
tee assessed, among other things, the criteria for
exclusion of companies, as well as the use and
effectiveness of the policy tools. Issues relating to
individual countries, including countries with local
regulations that contravene recognised interna-
tional conventions and standards, as well as coun-
tries with generally limited information access,
were also considered. The committee submitted
its report on 15 June 2020.

The committee states that the current ethical
framework for the Fund has, by and large, worked
well. It is nonetheless proposing certain amend-
ments in response to evolving norms and new
issues. These proposals include, inter alia,
changes to the weapons and corruption criteria,
as well as a new weapon sales criterion. Moreover,
the committee proposes clarification of the
requirements for coordination between Norges
Bank and the Council on Ethics, as well as inclu-
sion of the UN Guiding Principles on Business
and Human Rights (UNGP) in the mandate for the
management of the GPFG. For companies in
countries with deviating norms, it is proposed to
somewhat modify the use of measures, especially
in relation to local companies with limited room
for manoeuvre. The committee emphasises that
companies shall be assessed on the basis of the
same ethical standards, and as thoroughly, as at
present.

The report was circulated for public consulta-
tion on 24 June, with 20 October 2020 as the dead-
line for submitting consultative comments. The
consultative comments will, together with the
committee’s report, provide the Ministry of
Finance with a sound and comprehensive basis
for assessing the Guidelines for Observation and
Exclusion from the GPFG. The Ministry intends
to present its conclusions in the white paper on
the Government Pension Fund in 2021.

The findings and proposals of the committee
are discussed in chapter 6.3 (in Norwegian only).
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3 Government Pension Fund Global:
Further development of strategy and management

3.1 Geographical distribution of the
equity benchmark

3.1.1 Background

In the Government Pension Fund 2019 white
paper, the Ministry of Finance announced a
review of the framework and benchmark for
GPFG equity investments, including the geo-
graphical distribution of the benchmark index.
The Ministry stated that the equity benchmark
shall support important considerations underpin-
ning the investment strategy, such as broad diver-
sification of risk, harvesting of risk premiums and
cost efficiency. It was further recognised that reg-
ular reviews serve to ensure that the composition
of the benchmark index is well adapted to the
objective and distinctive characteristics of the
Fund, whilst also reflecting new knowledge and
equity market developments. The Ministry
intended to present its analysis and recommenda-
tions in the Government Pension Fund 2020 white
paper.

In a letter of 6 November 2018 from the Minis-
try of Finance to Norges Bank, the Bank was
asked for its advice and assessments on the com-
position of the equity benchmark. Norges Bank
was also asked to provide an account of its experi-
ence investing in emerging markets and markets
not included in the benchmark index, and to
describe its framework for managing and con-
trolling the distinctive risks associated with these
markets.

Norges Bank submitted its analysis and advice
to the Ministry in letters of 21 and 22 August 2019,
respectively. As part of its basis of assessment, the
Ministry has furthermore commissioned a report
from consultancy firm and index provider MSCI
on global equity market developments and analy-
sis of index risk and return for various geographi-
cal distributions. The letters from Norges Bank
and the MSCI report are available on the Ministry
website.

Based on an overall assessment, the Ministry is
proposing to modify the GPFG equity benchmark

adjustment factors resulting in the share of devel-
oped markets in Europe being reduced somewhat,
and the North American share correspondingly
increased. The proposed change is in line with the
recommendation of Norges Bank. The Ministry
considers the modification of the benchmark index
to provide a better representation of economic
activity in listed companies globally.

The current benchmark index is detailed in sec-
tion 3.1.2. The analysis and recommendations of
Norges Bank are discussed in section 3.1.3. The
MSCI report is described in section 3.1.4, whilst
the Ministry’s assessments and recommendations
are presented in section 3.1.5. This chapter is sup-
plemented by three indepth discussion articles (in
Norwegian only); chapter 7 analyses the implica-
tions of the chosen regional distribution in terms of
historical risk and return, chapter 8 provides a
detailed presentation of certain aspects of the anal-
ysis in MSCI’s report to the Ministry, and chapter 9
discusses academic studies on the financial market
impact of past pandemics.

3.1.2 The current benchmark index

The GPFG investment strategy is reflected in a
strategic benchmark index stipulated by the Min-
istry of Finance. The benchmark index comprises
an equity share of 70 percent and a fixed-income
share of 30 percent; see chapter 2.1 (in Norwe-
gian only). Norges Bank may deviate from the
benchmark index only within a set risk limit. The
composition of the benchmark index is therefore
of great importance for the actual investments, as
well as for Fund risk and return.

Up until 2012, the equity benchmark had a
fixed geographical distribution, with 50 percent in
Europe, 35 percent in the Americas and 15 per-
cent in Asia-Pacific. This geographical distribution
was established with considerable emphasis on
foreign exchange risk. The assessment was based
on an assumption that a distribution between the
geographical regions in the benchmark index
matching the composition of Norwegian imports
would reduce foreign exchange risk, thereby fur-
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thering the objective of maximising the interna-
tional purchasing power of the fund capital. Since
Europe is the origin of a considerable proportion
of Norwegian imports, Europe accounted for a
large portion of the benchmark index.

In 2011 and 2012, the Ministry presented an
updated analysis on foreign exchange risk and the
geographical distribution of the investments of
the Fund. The review indicated that the foreign
exchange risk in the GPFG appeared to be lower
than previously assumed. The Ministry concluded
that it was no longer appropriate to hold such a
high share of the equity investments in Europe;
see the discussion in the white papers on the Gov-
ernment Pension Fund published in 2011 and
20122, The Ministry suggested that free float-
adjusted global market weights were an appropri-
ate basis for the geographical distribution of the
GPFG equity benchmark.

Against this background, the geographical dis-
tribution of the benchmark index was changed in
2012. The fixed geographical distribution was
replaced by market weights. Consequently, the
geographical distribution between various regions
is no longer fixed, and will fluctuate with market
developments. In addition, a distinction between
developed and emerging markets was introduced.

The new geographical distribution from 2012
still involved a higher share in developed markets
in Europe and a smaller share in developed mar-
kets in North America than what would be
implied by free float-adjusted market weights. The
share in other developed markets and emerging
markets was more or less in line with free float-
adjusted market weights. In the white paper on
the Government Pension Fund published in 2012,
the Ministry emphasised that a full adjustment to
free float-adjusted market weights would entail
halving the share invested in Europe, based on
the then market values. The Ministry emphasised
that this would be a considerable change, and that
the resulting high concentration in developed
markets in North America would make the bench-
mark index more vulnerable to developments in
the US economy. The chapter 7 discussion article
presents an analysis of the historical risk and
return implications of the chosen regional distri-
bution of the benchmark index.

The GPFG equity benchmark is based on the
global equity index FTSE Global All Cap, from the

L Meld. St. 15 (2010-2011); The Management of the Govern-
ment Pension Fund in 2010.

2 Meld. St. 17 (2011-2012); The Management of the Govern-
ment Pension Fund in 2011.

index provider FTSE Russell. The FTSE Global
All Cap index is intended to provide broad repre-
sentation of the international equity market, and
includes all markets classified by the index pro-
vider as developed, advanced emerging or sec-
ondary emerging; see table 3.1. The index encom-
passes large, medium-sized and small companies
in the respective markets. Criteria for inclusion of
securities in the index are set by the index pro-
vider. The methodology underpinning the index is
rule-based and made publicly available on the
FTSE Russell website.

The composition of the FTSE Global All Cap
index is based on the total market capitalisation of
the companies included in the index. The capital-
isation of each company is subsequently adjusted,
among other things, for liquidity, foreign owner-
ship restrictions and free float.> The purpose of
such adjustments is to enable investors to closely
replicate the index at low cost.

The Ministry has further assigned adjustment
factors to the market capitalisation in the index,
on basis of the regional affiliation of companies:
developed markets in Europe, developed markets
in North America, other developed markets and
emerging markets. The adjustment factors affect
ownership stakes in all companies in each region.

At year-end 2019, developed markets in
Europe, North America, and other developed mar-
kets, accounted for 33 percent, 42 percent and 14
percent, respectively, of the equity benchmark for
the Fund. Emerging markets accounted for about
11 percent; see figure 3.1 in section 3.1.4.

Emerging markets sub-index

Index providers like FTSE Russell and MSCI clas-
sify markets based on a number of criteria. A key
distinction is made between developed and
emerging markets. A market classified as emerg-
ing meets some, but not all, of the criteria
required to qualify for developed market status.*
Table 3.1 shows FTSE Russell’s classification
of global stock markets at year-end 2019. The
index provider updates on an annual basis, a

Free float-adjusted market value is calculated as the total
market capitalisation of a listed company less the value of
shares that are controlled by strategic owners and there-
fore not considered to be immediately tradable. Hence, the
free float-adjusted market value represents the shares of
the relevant company that is available for trading in the
market.

The term «emerging» applies to both markets that are
assumed to be able to achieve developed market status
over time and markets that have previously been accorded
developed market status.
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Table 3.1 FTSE Russell’s classification of global equity markets (excluding Norway). December 2019

Developed Developed Developed Emerging Emerging

markets: markets: markets: markets (advanced) markets (secondary)

North America Europe Other!

Canada Belgium/ Australia Brazil Chile
Luxembourg

United States Denmark Hong Kong Greece Colombia
Finland Israel Malaysia United Arab

Emirates
France Japan Mexico Egypt
Ireland New Zealand South Africa Philippines
Italy Singapore Taiwan India
Netherlands South Korea Thailand Indonesia
Poland Czech Republic China
(incl. A shares)

Portugal Turkey Kuwait
Spain Hungary Pakistan
Sweden Peru
Switzerland Qatar
Germany Russia
United Kingdom Saudi Arabia
Austria

1

East & Africa.
Source: FTSE Russell.

watch list of markets that meet, or are close to
meeting, the criteria for inclusion in the FTSE
Global All Cap index. Over time there have been
chargges in which markets are classified as emerg-
ing.

The index provider FTSE Russell also classi-
fies many markets as frontier markets. These mar-
kets are held to be less developed than markets
that have been accorded emerging market status.
Frontier markets are neither included in the FTSE

5 There has been no increase in the number of emerging
markets in FTSE Global All Cap since 2008, but the compo-
sition has changed. Israel, Poland and South Korea have
over the course of this period been reclassified from emer-
ging to developed markets, whilst Saudi Arabia, Kuwait,
Qatar and the United Arab Emirates (UAE) have been
added to the index. Morocco has been omitted. Besides, a
larger portion of Chinese shares has recently been inclu-
ded in the index.

«Other developed markets» is an amalgamation of FTSE Russell’s regional indices Asia-Pacific (developed markets) and Middle

Global All Cap index, nor in the equity benchmark
for the Fund. Moreover, a considerable number of
markets are unclassified by the index provider.
Unclassified markets are not included in the
GPFG benchmark index.

The assessments of the index provider, which
underpin the classification of markets, are based
on 21 criteria. These criteria include, among other
things, how the markets function, regulatory mat-
ters, settlement, custodianship and trading condi-
tions, as well as the extent to which the market-
place has a well-developed derivatives market.
The criteria do not include considerations of politi-
cal risk or risk relating to environmental, social or
corporate governance issues.

6 See Appendix 1 to the letter of 22 August 2019 from Norges
Bank for further details on the classification.
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The GPFG equity benchmark has over time
been expanded to include additional emerging
markets; from six in 2000 to 23 at year-end 2019.7
The benchmark index composition of emerging
markets does, as a main rule, mirror that of the
FTSE Global All Cap index. Hence, changes in
which markets are included in the underlying
index will normally also be reflected in the GPFG
equity benchmark. Pending the Ministry’s review
of the benchmark index, the Government Pension
Fund 2019 white paper stated that new markets
would not be included in the benchmark until a
decision has been made on the composition
thereof.

The mandate from the Ministry of Finance to
Norges Bank requires the Executive Board to pre-
approve all markets in which the fund capital is to
be invested. The Bank is also required to docu-
ment adequate procedures for such approvals, see
box 2.5 (in Norwegian only), which discusses an
independent review of the Bank’s procedures, car-
ried out by Norges Bank’s external auditor. The
approval requirement applies irrespective of
whether or not the relevant market is included in
the benchmark index. The Executive Board has,
with the exception of Pakistan, approved all of the
markets included in the benchmark index. In
addition, the Bank has approved 26 markets out-
side the benchmark. These include both frontier
markets and unclassified markets.

3.1.3 Norges Bank’s advice and assessments
Regional distribution

In a letter of 21 August 2019, Norges Bank recom-
mended to further adjust the geographical distri-
bution of the benchmark index towards free float-
adjusted market weights by increasing the share
in North America and reducing the share in Euro-
pean developed markets. No changes were pro-
posed for the share in emerging markets or other
developed markets.

In its letter, the Bank notes that the investment
strategy for the GPFG implies that risk and return
predominantly are determined by the benchmark
index, and that the benchmark therefore is of cru-
cial importance to the investment management.
The Bank states that the index should be com-
posed on the basis of transparent, verifiable crite-

7 In 2008, the emerging market composition of the equity

benchmark for the Fund was changed from a fixed list of
countries to include all emerging markets included in the
FTSE Russell’s Global All Cap index.

ria, and be investable in order to serve as a long-
term management performance benchmark. The
Bank is of the view that the free float-adjusted
market capitalisation index FTSE Global All Cap
meets these criteria. Any deviations from such an
index should be justified and serve a specific pur-
pose.

Norges Bank states that distinctive character-
istics of the Fund may serve to justify a geograph-
ical allocation that deviates somewhat from free
float-adjusted market weights, but is nonetheless
of the view that the geographical distribution
should be further modified in the direction of free
float-adjusted market weights.8 One such distinc-
tive characteristic of the GPFG is the long invest-
ment horizon. According to the Bank, the relevant
risk for long-term investors is the risk of perma-
nent loss. A permanent loss may arise as the
result of changes in expected corporate earnings.
If events affect expected earnings in a market or a
sector with a high benchmark weighting, the per-
manent loss may be large. The Bank however
emphasises that it is difficult to assess the likeli-
hood of such events and the extent to which such
risk is reflected in the market prices.

Norges Bank also comments that the low
probability of unexpected withdrawals makes the
Fund well suited to carry the risk and harvest the
potential gains from investing in less tradable
assets. Free float-adjustments on part of the index
provider to the market capitalisation of individual
companies are made to enable investors with con-
tinual liquidity needs to closely replicate the
index. However, the GPFG is not such an investor.
A free float-adjusted index represents about 80
percent of the underlying market capitalisation of
the companies. The Bank further observes that 55
percent of global economic activity in 2018 took
place in emerging and frontier markets. In com-
parison, these markets represented only just
above 20 percent of the global listed equity mar-
ket. The Bank states that the Fund may be well
suited to invest in less liquid emerging markets,
and thereby achieve a better diversified portfolio.

Finally, Norges Bank comments that in deter-
mining the geographical distribution, one in prin-
ciple might attach weight to the Fund’s position in
individual markets, for example regarding tax and
corporate governance issues, given that the Fund
in selected markets has a position that is perma-
nently and materially different from that of the

8 Executive Board member Kjetil Storesletten made a dis-
senting comment in regarding this advice. The letter is
available on the Ministry website.
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marginal investor. The Bank however recognises
that this is not easy to establish, and states that tax
rules in any given market may vary with the type
of investor and with the value and time horizon of
the investments. In addition, tax rules and corpo-
rate governance practices will change over time.
The Bank observes that minority shareholder
rights appear to be better protected in Europe, but
also that there are large differences between
countries within Europe. According to the Bank,
there is reason to assume that general differences
in corporate governance practices between coun-
tries are reflected in market prices.

In a letter of 29 April 2020, the Ministry of
Finance asked Norges Bank to examine whether
any considerations relating to the current corona-
virus outbreak might potentially merit modifica-
tion of the Bank’s advice. In its reply of 29 May
2020, the Bank states that the coronavirus out-
break has triggered major market fluctuations and
that significant return differences have been
observed across both sectors and countries.
These recent market development highlight, in
the view of the Bank, the importance of being
broadly diversified across sectors and markets.
Norges Bank again emphasises that the relevant
risk for long-term investors is the risk of perma-
nent loss. The Bank states that even if one were to
assume that the risk of permanent loss has
increased as a result of the coronavirus outbreak,
this will only be of relevance to the issue of geo-
graphical distribution if these losses affect the var-
ious regions differently, and only if the risk of this
happening is not reflected in market prices at the
time of making the modifications. The Bank
observes that such assumptions currently do not
seem to apply, and therefore sees no need for
changing the advice set out in the letters of 21 and
22 August 2019.

Emerging markets

In its letter of 22 August 2020, Norges Bank does
not recommend any changes to the method and
rules for the composition of the emerging mar-
kets sub-benchmark. The Bank believes that the
benchmark index should, like at present, include
all companies in all developed and emerging
equity markets that are included in the FTSE
Global All Cap index.

In its letter, the Bank states that the «(...)
experience from almost 20 years as a state owned
minority sharveholder in emerging market compa-
nies is positive». The Bank’s framework for risk
management and control in emerging equity mar-

kets has evolved over time and does, according to
the Bank, provide for comprehensive assessment
of both the financial and non-financial risks the
fund is exposed to through such investments. The
Bank believes that the current framework sup-
ports the investment objective of achieving the
highest possible return, given an acceptable level
of risk.

Norges Bank further explains how the frame-
work for risk management and control has been
implemented in accordance with the require-
ments under the management mandate. The man-
date requires the Bank to establish principles for
the management, measurement and control of
risk, as a minimum adhering to internationally
recognised standards and methods. The Execu-
tive Board has adopted supplementary risk man-
agement guidelines for the Bank. These address
various types of risk, such as strategic, invest-
ment-related and operational risk, and how these
risks shall be managed and controlled. The Bank
notes that political risk may affect the value of the
investments and in such cases fall within the
scope of investment risk. Furthermore, the Bank
highlights that the Executive Board requires the
risk of reputational loss to be assessed. The
NBIM Chief Executive Officer may accept, but is
required to inform the Executive Board of, any
operational risk or risk of reputational loss that is
considered to be significant. Any operational or
reputational risk that is held to be of critical
importance may be accepted by the Executive
Board only. These general principles form the
basis for the Bank’s approval procedures of equity
markets. Norges Bank manages the risk associ-
ated with individual investments in emerging
stock markets through, inter alia, the use of
locally based external managers and through risk-
based divestments.

The Bank further states that constructing an
emerging markets sub-index that both meets the
requirements applicable to a well-designed bench-
mark, and at the same time with a high degree of
certainty reduces exposure to political risk would
be challenging. The most effective approach to
reducing the financial implications of political risk
would, generally speaking, be to diversify the
investment across a large number of equity mar-
kets. This suggests, in the view of the Bank, that
the benchmark index should be broad and that
the Fund should, like at present, be permitted to
invest in markets that are not included in the
benchmark.

The Bank recognises that the significance of
country-specific considerations in emerging mar-
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kets may nonetheless suggest that one might
want to stipulate a cap on the portion of the bench-
mark one single emerging market may be permit-
ted to constitute. Special weight may be attached
to such considerations if high exposure is accom-
panied by high risk, including non-financial risk.
In a letter of 15 April 2020, the Ministry asked for
the Bank’s assessment as to how a potential cap
might be structured and what implications it
would involve. The Ministry received the Bank’s
assessments on 27 August 2020.

In its letter of 22 August 2019, Norges Bank
did not discuss ethical considerations relating to
investments in individual countries, but notes that
the Ministry has appointed a committee to review
the ethical guidelines for the GPFG. The commit-
tee submitted its report on 15 June 2020. The
report is discussed in chapter 6.3 (in Norwegian
only).

3.1.4 Report from MSCI

The consultancy firm and index provider MSCI
has been commissioned by the Ministry of
Finance to prepare a report describing develop-
ments in the global stock market and analysing
the historical risk and return implications of dif-
ferent geographical distributions. The analysis
has been carried out primarily on the basis of
MSCTI’s global indices. Chapter 8 provides a
detailed presentation of selected parts of the anal-
ysis.

In its report, MSCI refers to the increased glo-
balisation of the world economy and financial mar-
kets. A key development has been the increased
importance of emerging economies. According to
MSCI, sales revenues in emerging economies
accounted for 40 percent of sales revenues in
listed companies in 2019. New markets and
emerging market companies are also being
included in global equity indices. Investors are
increasingly diversifying their equity investments
globally; see box 3.1. MSCI comments that these
developments have made market risk more com-
plex and multifaceted.

Despite developments towards closer eco-
nomic and financial integration, the analysis
shows that there is still a significant diversification
benefit from spreading investments globally. It
would appear that such a diversification benefit
has generally not been reduced in a free float-
adjusted market-weighted index in the last 20
years, although it has declined during periods of
global equity market turbulence.

The analysis shows that risk and return in
broad, global portfolios will be systematically
affected by a number of factors. Developments in
regions, countries, industries and other system-
atic risk factors, such as variations in investor
preferences for liquidity, are of significance.
Broad diversification across all these dimensions
may serve to reduce overall risk in the portfolio.
Investors should, according to MSCI, also con-
sider the impact of individual companies with par-
ticularly high market value, since variations in
their return may influence performance figures
for an entire region.

MSCI states that regions are meaningful build-
ing blocks in composing an investment portfolio.
Economic integration is closer between countries
within the same region, thus implying a higher
correlation between markets within a geographi-
cal region than between markets in different
regions. Emerging markets differ from developed
markets because, inter alia, country-specific risk
is more prominent. The analysis also shows that
there are considerable benefits from diversifying
investments across regions, and that such diversi-
fication benefits may be larger in the long run
than in the short run. The correlation between
regions has fluctuated over time and has
increased somewhat over the last 20 years.
MSCT’s analysis also shows that the correlation is
reduced when the time period analysed is longer;
see the chapter 8 discussion article.

MSCI finds that there have historically been
large differences in long-term returns between
regions. The return differences may be linked to
differences in profitability and valuation levels of
listed companies, as well as developments in these
variables over time. Declining valuations of the
profits of Japanese companies are, for example, an
important cause as to the low average returns in
Asian markets. In the time period examined by
MSCI, North American companies stand out by
having significantly higher profitability than com-
panies in other regions.

MSCI has also analysed geographical distribu-
tions based on different index weighting princi-
ples, including full and free float-adjusted market
values, region size as measured by GDP and equal
weighting by region market values or risk; see
chapter 8. MSCI finds that the various weighting
principles give rise to substantial differences in
geographical distribution, although differences in
risk and diversification benefits have been very
limited in the short run. Nor have differences in
the liquidity of the indices had much impact on
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The market capitalisation of companies is a natu-
ral starting point for an investor’s distribution of
equity investments. In a market-weighted global
equity portfolio, the geographical distribution is
determined on the basis of market capitalisation
as a share of the global equity market. Market
weights reflect the investment opportunities
accessible to investors and the distribution of
the average investor.

According to financial theory, investors
faced with the same investment conditions and
possessing the same information on expected
risk and return will hold a portion of a market-
weighted portfolio. This market portfolio will
offer the best ratio between expected risk and
return. However, in practice investors are faced
with different investment conditions, have dif-
ferent preferences and hold different objectives
for their investments, which give rise to devia-
tions from the geographical distribution implied
by the market capitalisation of companies.

Box 3.1 Factors that may be of relevance to the distribution of global equity investments

Empirical studies show that the geographical
distribution of investors’ equity investments var-
ies considerably. A distinctive characteristic is
that investors generally invest significantly more
in their home country (home bias) and countries
that resemble their home country (foreign bias)
than in other countries. It would thus appear that
investors are holding more risky portfolios than if
the investments were diversified more broadly
worldwide. Extensive empirical research has
examined whether such tendencies can be
explained by investors facing different invest-
ment conditions in different equity markets, or
whether differences between investors, such as
investment objectives and holdings of other
assets, are of significance. A survey article by
Cooper et al. (2013) concludes that there is not
one single explanation for home bias, as this is
caused by a combination of several factors.

Table 3.2 Home bias' estimates for investors located in different countries. Percent

1997 2001 2010 2016 2018
Japan 9z 86 80 69 69
Canada 75 60 68 51 46
France 84 69 58 o4 o4
United States 79 70 53 45 43
Switzerland 57 51 49 42
United Kingdom 76 64 52 40 33
Sweden 79 51 50 46 43
Germany 50 42 40 40
Denmark 80 56 44 42 By
Finland M 74 40 34 32
Norway 85 50 30 17 19
Netherlands 70 35 3 1 -6

investments in a market-weighted portfolio.
Source: IMFE.

1 Home bias is defined as 1 minus the share invested globally by an investor divided by the share accounted for by global

2019-2020
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Box 3.1 (cont.)

Differences in investment conditions faced by
investors may take the form of capital restric-
tions, regulations, taxes or other costs of invest-
ing in the various markets. Differences in access
to, or costs of processing, information provide
another reason why more is invested in coun-
tries in geographical proximity to an investor’s
home country and less is invested in countries
with another language, culture and legal system.
Markets with weak investor protection and low
transparency pose a higher risk of company
executives, a main shareholder or the govern-
ment enriching themselves at the expense of
other shareholders. Domestic investors may in
such cases be better placed, in terms of informa-
tion and contacts, to monitor their own and com-
pany interests than are international investors.

Relevant differences between investors may
be the composition of their other assets and dif-
ferences in consumption of international goods
and services. An investor may for example
reduce the risk associated with overall holdings
by considering equity investments in the context
of other assets. Differences in consumption of
international goods and services also leave
investors with different foreign exchange risk. If
the currency composition of the equity invest-
ments is used to hedge such foreign exchange
risk, the geographical composition of the equity
investments may also vary between investors.

In its report to the Ministry, MSCI states
that investors are increasingly investing their
capital internationally, although the home mar-
ket remains important; see table 3.2.

historical returns. A free float-adjusted index
does, however, stand out by resulting in higher
country concentration than do other weighting
principles. MSCI states that long-term investors
should consider country concentration, and that
the risk associated with such concentration is not
adequately captured by short-term risk measures.
A high country concentration increases the vul-
nerability of investments to developments in indi-
vidual regions, and reduces diversification of the
portfolio’s exposure to regional differences in
long-term company performance.

MSCI has also examined whether some
regions offer higher expected return than others.
The analysis indicates that emerging markets
entail higher market risk, lower market values,
lower liquidity, and higher political risk than
developed markets. Such characteristics have,
according to MSCI, served to explain return dif-
ferences between markets globally. MSCI writes
that the expected equity premium is likely to be
higher in emerging markets and that investors are
compensated for the higher risk involved. MSCI
has also examined whether differences in eco-
nomic growth between countries can explain long-
term return differences between countries, but
finds no strong correlation.

3.1.5 The Ministry’s assessments
Key considerations

The GPFG investment strategy is based on the
premise that risk can be reduced by diversifying
investments across various asset classes, coun-
tries, sectors and individual companies. Future
developments in the world economy are uncertain
and will vary between countries and regions.
Moreover, the conditions under which listed com-
panies and investors operate in individual coun-
tries are influenced by systems of government as
well as political developments. A broad geographi-
cal diversification of the investments makes the
Fund less vulnerable to developments in individ-
ual countries, smoothens portfolio fluctuations
and serves to improve the ratio between expected
return and financial risk.

The investment objective for the GPFG is to
achieve the highest possible return measured in
international currency, given an acceptable level
of risk. When assessing the equity benchmark,
the Ministry emphasises cost effectiveness, broad
diversification of the investments and harvesting
of risk premiums. The benchmark index shall be
rule-based, verifiable and transparent, as well as
adapted to the distinctive characteristics of the
Fund, such as size and investment horizon.
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Market weights and adjustment factors

Investing in the equity market implies holding
ownership stakes in listed companies. An index
based on the market capitalisation of companies
offers a broad representation of economic activity
in listed companies globally as well as broad diver-
sification of investments across countries, indus-
tries and companies. The weight attributed to
each country is determined by its listed compa-
nies’ share of the global stock market, measured
by market value. Hence, the geographical distri-
bution of such an index reflects the capital distri-
bution across markets and developments therein.
Market capitalisation is also the theoretically
preferred principle for the composition of a global
equity index. An investor tracking a market-
weighted index will hold equal ownership stakes
in all companies included in the index, mirroring
the investments of the average investor and deliv-
ering the same risk and return as the global
equity market. If an investor opts for a different
distribution, it may be because such an investor is
faced with other investment conditions, assesses
the investment environment differently or has
other investment objectives than the average
investor. Box 3.1 discusses factors that may influ-
ence the distribution of global equity investments.
The composition of the current GPFG equity
benchmark is based on full market capitalisation,
but with some modifications. Firstly, the index
provider adjusts the market capitalisation for, inter
alia, liquidity, foreign ownership restrictions and
free float. The free float-adjustment is the modifi-
cation of most importance to investors. The start-
ing point of a free float-adjusted index is company
market values, but the index weight of a company
is reduced when parts of its market value is not
readily available for public trading. This typically
applies in cases where long-term investors, such
as families, entrepreneurs and governments, hold
ownership stakes. The free float-adjustment thus
provides a better measure of stock tradability and
market investment capacity. The Ministry is of the
view that a free float-adjusted index offers a sound
basis for cost-effective management of a large
fund like the GPFG. However, higher index liquid-
ity may imply lower expected return if investors
require compensation for low liquidity. The Minis-
try has on the other hand noted that MSCI finds
liquidity differences between indices to provide
little explanation for historical return differences.
Concurrently, the Ministry recognises that a
free float-adjusted index reflects a smaller part of
global market value and entails increased country

concentration compared to the distribution of
underlying market values. About 70 percent of
global market value is covered in the free float-
adjusted index, but the scale of adjustment varies
significantly between regions; see figure 3.1.
Developed markets in North America represent
about 45 percent of total global market value,
whilst North American developed markets consti-
tute as much as 58 percent of the free float-
adjusted index underpinning the GPFG equity
benchmark.

The GPFG benchmark index has further been
modified by assigning adjustment factors based
on geographical affiliation to the free float-
adjusted market capitalisation of companies.
These adjustment factors are determined by the
Ministry, and result in the Fund benchmark index
having a higher share in developed markets in
Europe, and a smaller share in North America
(United States and Canada), than would be
implied by both full and free float-adjusted market
weights; see figure 3.1.

The adjustment factors in the GPFG bench-
mark index are applied on the assumption that
regions can be used to manage the benchmark
risk composition. This assumption is supported
by MSCI’s analysis. The report observes, inter
alia, that close economic integration within
regions means that markets within each geo-
graphical region are more closely correlated with
each other than with markets in other regions.
Emerging markets however differ from developed
markets in that returns are more volatile, whilst
risk is more affected by country-specific factors.

A challenge in determining the adjustment fac-
tors is that equity market risk and return are mul-
tidimensional and affected by a number of factors
beyond regional affiliation. MSCI’s analysis shows
that risk and return in global portfolios are
affected by developments in countries and indus-
tries, as well as development in several other risk
factors. Another challenge is that for companies
with global operations and value chains, the risk is
likely to be relatively less affected by develop-
ments in the country or region in which the com-
pany is listed. The Ministry also recognises that
correlations between regions fluctuate over time,
and that future developments are uncertain.
These factors make it challenging to assess how
risk and return in a global portfolio are affected
by different regional distributions of the invest-
ments.

The Ministry has noted that MSCI’s analysis
shows that the benefits of a regional distribution
deviating from a free float-adjusted index in the
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Figure 3.1 Regional distribution of the GPFG benchmark index, FTSE Global All Cap (free float), FTSE full
market values and relative GDP. Numbers at end of 2™ quarter 2019. Percent

Sources: FTSE Russell, Macrobond, MSCI and the Ministry of Finance.

short run have been moderate. Hence, many con-
siderations would appear to be accommodated by
such an index. MSCI however emphasises that a
free float-adjusted index entails a higher country
concentration than that of other weighting princi-
ples. The risk associated with country concentra-
tion is not adequately captured by short-term risk
measures. According to MSCI, concentration
increases the vulnerability of investments to
developments in individual regions and reduces
the diversification of portfolio exposure to
regional differences in long-term company perfor-
mance. The Ministry agrees with the position that
long-term investors should consider such implica-
tions.

The Ministry would however highlight that
MSCT’s analysis is based on a time period (1994-
2019) of intense globalisation during which coun-
try-specific considerations may have been less
prominent. The extent to which the analysis of
this period adequately captures future develop-
ments is uncertain. Developments towards
increased economic protectionism and geopoliti-
cal uncertainty may imply larger impacts of coun-
try-specific consideration on return differences in
coming years.

The coronavirus outbreak is another example
of an event not captured in the time period anal-
ysed by MSCI. The chapter 9 discussion article
summarises the findings from multiple academic

studies of the relationship between pandemics,
economic growth and financial markets. Previous
pandemics have been characterised by large dif-
ferences in mortality between countries and dif-
ferences in economic implications both at country
and sector level, in the short and long run. Pan-
demics in the past have caused long-term decline
in the return on capital, which is a measure of
profitability, as a reduced supply of labour has
increased wage growth and thus reduced com-
pany profits. Studies of the initial financial market
impact of the coronavirus outbreak show that
both company characteristics and sector affilia-
tions are relevant in explaining variations,
although a number of country-specific consider-
ations also appear significant. Equity markets in
low-income countries have dropped more in value
than equity markets in high-income countries.
Equity markets in countries with elevated govern-
ment debt and a large share of their population
aged above 65 have also declined relatively more
in value than equity markets in other countries.
However, there remains considerable uncertainty
as to the effects in the longer run. The govern-
ment-coordinated shutdown of economic activity
and the subsequent monetary and fiscal policy
response during the current coronavirus out-
break are without historical precedent and merit
caution when assessing the relevance of experi-
ences from previous pandemics.
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Concentration risk

The Ministry’s review of the regional distribution
of the equity benchmark in 2012 emphasised that
North America accounts for a large share of a free
float-adjusted index. The Ministry acknowledged
that such country concentration might make the
benchmark index vulnerable to developments in
the US economy.

The Ministry recognises that the high weight
allocated to North America reflects a number of
factors; see box 3.2 for further discussion of the
regional distribution of global market values. The
economies in North America are large and well-
functioning, financial markets well-developed and
broadly diversified, and a large portion of globally
leading companies are listed in the region.
Another factor is that listed companies in North
America on average have been significantly more
profitable than companies in other regions, and
therefore have a higher market value.

The Ministry finds it challenging to assess the
risk associated with country concentration and
the extent to which such risk would merit bench-
mark index adjustments. The Ministry has taken
notice of Norges Bank’s observation that the
probability of extraordinarily weak developments
in company earnings within individual markets is
difficult to quantify, and that it is difficult to assess
whether such risk is already reflected in market
prices. Another issue is that the factors influenc-
ing corporate profitability and valuations are mul-
tifaceted. High profitability and valuations are not
general market characteristics that apply to all
companies in a region. It is therefore uncertain
how accurately decisions on regional distribution
can manage risk in a global equity portfolio.
MSCT’s analysis shows that the high profitability
in North America is primarily associated with indi-
vidual sectors, and that there are large differences
in profitability and valuation between companies
within the region. These differences have
increased over time and are larger in North Amer-
ica than in other regions.

The Ministry is nonetheless of the view that
weight should be attached to country concentra-
tion when reviewing the geographical distribution
of the equity benchmark. The Ministry recog-
nises that the index provider’s free float-adjust-
ment is a key reason for country concentration in
such indices being significantly higher than other-
wise implied by full market weights.

In the current GPFG benchmark index the low
weighting of North America (relative to a free

float-adjusted index) is mirrored by a higher
weighting of European developed markets. At
present, the benchmark index has a significantly
higher share in Europe than the region’s share of
global GDP, full market values and free float-
adjusted market values. The elevated share in
Europe is a result of foreign exchange risk histori-
cally being accorded significance in determining
the regional composition of the benchmark. The
Ministry acknowledges that the high European
equity market share is an active geographical dis-
tribution choice which makes the benchmark
index less representative of the global stock mar-
ket’s sectoral and company composition. This
choice implies, for example, that the technology
sector is underweighted in the GPFG benchmark
index, and that ownership stakes in European
technology companies are more than twice the
size of those in North American companies. The
benefits of a lower country concentration in North
America must be considered against such effects.

Other issues

The combination of a long investment horizon and
limited liquidity requirements may, if considered
in isolation, make the Fund well placed to carry
certain risks and harvest potential risk premiums,
for example risk premiums relating to low liquid-
ity. Such risk premiums may give rise to differ-
ences in expected return between regions. MSCI
states that the expected equity premium in emerg-
ing markets is higher than in developed markets,
compensating investors for higher risk in these
markets. In its letter of 21 August 2019, Norges
Bank states that higher market risk in emerging
markets may give reason to expect higher returns
in such markets. The Bank however acknow-
ledges that actual returns have been lower than
could reasonably be expected, in view of this
higher market risk. The Ministry has taken notice
of Norges Bank’s recommendation to continue
the current emerging market weighting in the
index.

Differences in investor conditions between
various markets, such as tax and corporate gover-
nance practices, may also affect expected risk and
return. In its letter, the Bank points out that such
factors may be of relevance to the geographical
distribution if the Fund has significant advantages
or disadvantages relative to the marginal investor.
The Bank however recognises that it is challeng-
ing to assess this in practice, and does not recom-
mend any specific modifications.
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Table 3.3 Regional distribution with current and new adjustment factors at year-end 2019

Other

developed Emerging

Europe North America markets markets

FTSE Global All Cap (percent) 18.4 58.0 13.3 10.3
Current adjustment factors 2.5 1.0 1.5 1.5
Current GPFG distribution (percent) 33.0 41.6 14.3 11.1
New adjustment factors 2.0 1.15 1.5 1.5
New GPFG distribution (percent) 26.5 48.0 14.3 11.2
Difference (percentage points) 6.5 6.4 0.0 0.1

Sources: FTSE Russell and the Ministry of Finance.

Proposed new adjustment factors

Based on an overall assessment, the Ministry is
proposing to modify the adjustment factors for the
GPFG equity benchmark, somewhat reducing the
overweight in developed markets in Europe and
correspondingly increasing the share invested in
North America. This is in line with the recommen-
dations of Norges Bank. The purpose of this mod-
ification is to ensure that the equity benchmark
better reflects economic activity in listed compa-
nies globally. However, the requirement for broad
diversification across various regions suggests
that the North American share of the benchmark
index should be somewhat lower than implied by
free float-adjusted market weights.

The Ministry’s proposed new adjustment fac-
tors are set out in table 3.3. It is estimated that the
weight to developed markets in North America
will increase by about 6 percentage points with
new adjustment factors, to just over 48 percent,
based on market values at year-end 2019. The
weight to developed markets in Europe is reduced
more or less correspondingly, but will still remain
higher (by about 8 percentage points) than the
region’s share of the global listed stock market
(full market weights) and the region’s weight in
the free float-adjusted FTSE Global All Cap index.

No change is recommended to the adjustment
factor for other developed markets. The index
weight to other developed markets is not materi-
ally different from this region’s share of the global
stock market (full market weights) or free float-
adjusted market weights. The Ministry is further
proposing to maintain the current adjustment fac-
tor for emerging markets. The continuation of the
adjustment factors for other developed markets

and emerging markets is in line with Norges
Bank’s recommendation.

The Ministry’s proposed new adjustment fac-
tors will make the benchmark index more repre-
sentative of the global stock market and some-
what less closely tied to development in European
companies. The Ministry expects that the return
on the benchmark index will be more in line with
that implied by global equity market develop-
ments, represented by free float-adjusted indices.
The new adjustment factors are not anticipated to
have significant implications on expected risk and
return for the Fund as a whole. The properties of
the new equity benchmark, such as historical risk
and return, sectoral distribution and ownership
stakes, are discussed in box 3.3.

The operational implementation of the new
regional distribution of the equity benchmark is
projected to involve significant transaction vol-
umes. A gradual phase-in will contribute to lower
transaction costs. The coronavirus pandemic
means there is currently higher financial market
uncertainty than during normal times. The phase-
in plan should reflect this uncertainty. The Minis-
try will prepare a plan for phasing in the new
equity benchmark in consultation with Norges
Bank.

The emerging market sub-index

The GPFG equity benchmark, as a general rule,
includes all markets classified by the index pro-
vider FTSE Russell as developed, advanced
emerging or secondary emerging markets. The
index provider has constructed the index on the
basis of transparent, rule-based and verifiable cri-
teria.
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The benchmark index has over time been
expanded to include additional emerging equity
markets, from a small number in 2000 to 23 at year-
end 2019. In addition to the index provider’s mar-
ket classification, the Ministry requires the Execu-
tive Board at Norges Bank to approve all markets
in which the equity portfolio is to be invested. The
Bank has to date approved all markets in the
benchmark index, with the exception of Pakistan.
The Bank has further chosen to invest the Fund in
markets and companies outside the benchmark.
Such investments are made within the scope for
deviations from the benchmark index.

Emerging markets constitute a significant part
of the global equity market, cf. figure 3.2. Invest-
ments in these markets may contribute to diversifi-
cation and harvesting of risk premiums. However,
emerging markets differ from developed markets
in returns being more volatile and risk more coun-
try-specific. Emerging markets are less homoge-
neous than developed markets and are generally
characterised by weaker institutions, less transpar-
ency and weaker protection of minority sharehold-
ers. Such matters make adequately maintaining the
role as a responsible investor more challenging. In
its letter of 22 August 2019, Norges Bank however
states that its experience from nearly 20 years as a
state-owned minority shareholder in emerging
equity markets is positive.

In its recommendations on the Government
Pension Fund white paper in the spring of 2018,
the Standing Committee on Finance and Eco-
nomic Affairs commented that when the bench-
mark index is expanded to include countries in
which the human rights situation gives cause for
concern, it is important for the guidelines for
observation and exclusion to be reviewed and
«operationalised in a manner that ensures a suffici-
ently robust framework to address the challenges in
these markets»’. Furthermore, the Council on Eth-
ics in a letter of 13 November 2018 stated that sev-
eral countries included in the benchmark index
pose a high risk of human rights violations, and
that the access to information in these countries is
generally limited. This makes responsible invest-
ment more challenging.10

The Ministry of Finance deems these consid-
erations to be of relevance to the assessment of
emerging market investments. On this point, the
Ministry in 2019 appointed a committee to review
the ethical guidelines for the GPFG. The commit-

9 See Innst. 370 S (2017-2018) (in Norwegian only).

10" See the discussion in the white paper on the Government
Pension Fund in 2019.

tee has, among other things, examined issues
relating to individual countries, including coun-
tries whose local regulations violate recognised
international conventions and standards, as well
as countries where access to information is lim-
ited. The committee submitted its report on 15
June 2020. The committee’s conclusions will form
part of the assessment basis for the Ministry’s
review of the emerging market sub-benchmark.
The report has been circulated for public consul-
tation, and the Ministry intends to present its ana-
lysis and recommendation in the white paper on
the Government Pension Fund in the spring of
2021. The committee’s report is discussed in
chapter 6.3 (in Norwegian only).

The Ministry finds there is need for further
review of the emerging market sub-index, including
to what extent emphasis should be placed on the
distinctive characteristics of such markets when
determining the composition of the benchmark
index. Norges Bank has in its letter of 22 August
2019 stated that the current method and rules for
the composition of the emerging market equity sub-
index should be maintained. The significance of
country-specific considerations in emerging mar-
kets suggests that one might consider putting a cap
on the share of the benchmark index for which any
one emerging market may account. Special empha-
sis may be put on such considerations if high expo-
sure is accompanied by high risk, including non-
financial risk. In a letter of 15 April 2020, the Minis-
try asked the Bank to consider the specifics as to
how such a limit might be structured, as well as the
associated implications. The Ministry received the
Bank’s analysis and assessments on 27 August
2020. The letter is available on the Ministry website.

Against this background, the Ministry intends
to revert with its recommendation on the emerg-
ing market investment framework in the white
paper on the Government Pension Fund to be pre-
sented in the spring of 2021. This will enable the
Ministry to draw on the Ethics Committee’s
report and consultative comments thereon, in
addition to analysis and advice from Norges Bank.

The Ministry will not include any new markets
in the equity benchmark until the framework for
and composition of emerging market investments
have been concluded. This means that Saudi Ara-
bia, which FTSE Russell included in FTSE Global
All Cap in March 2019, and Romania, which is
scheduled for inclusion in September 2020, will
not be included in the Fund benchmark index
until further notice.
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Box 3.2 The regional distribution of global market values

The regional distribution of global free float-
adjusted market values deviates from the distri-
bution implied by the relative size of the econo-
mies as measured by gross domestic product
(GDP). The difference is most prominent in
North America and in emerging markets. Whilst
the weight attributed to North America in a free
float-adjusted index is significantly higher than
would be implied by the region’s share of global

GDP, the opposite applies to emerging markets.
Figure 3.2 provides an overview of the regional
distribution of global GDP, as well as the distribu-
tion of companies’ book equity, profits, free float-
adjusted and total market values. The analysis is
based on the MSCI ACWI equity index. An analy-
sis based on index products from the provider of
the GPFG equity benchmark, FTSE Russell,
would have produced broadly similar findings.

Geographical distribution
70 4 70
60 |- 1 60 lFreeroat-a.dju'steq
market capitalisation
50 4 50 W Total market
capitalisation
40 - 40 W Corporate profits
30 L 1 30 W Book equity
B GDP
20 ~ 4 20
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markets

Figure 3.2 Regional distribution based on relative GDP, companies’ book equity, listed companies’ post-
tax profits, full market values and free float-adjusted market values. Full market values and free float-
adjusted market values are based on the companies included in the MSCI ACWI index. Percent

Source: MSCI.

North America

The large North American share of the global
stock market measured by market capitalisation
is driven by companies in this region on average
having been more profitable than companies in
other regions. The region’s share of the global
equity market is somewhat larger than its share
of global GDP, whilst high return on equity has
caused North America’s share of global profits to

be considerably larger. Return on equity is an
important reason why valuations for North Amer-
ican companies are higher than valuations in
other regions. The region’s share of the global
equity market is therefore larger than would be
suggested by its share of both profits and book
equity. Free float-adjustment serves to further
increase the high weighting of North American
equities, from 47 percent at full market weights to
58 percent in the MSCI All Cap index.
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Box 3.2 (cont.)

There may be several reasons why the return
on equity of North American companies on aver-
age is higher than that of companies in other
regions. It has, among other things, been sug-
gested that large companies in the region may
hold considerable market power.! Developments
towards higher market concentration in several
goods and service markets have been high-
lighted in this context. Moreover, companies
such as Google and Facebook have established a
dominant position in their respective markets.
Higher profitability may at the same time be the
result of cost advantages. MSCI's analysis of
global equity returns shows that the situation is
complex. There are also large return variations
within the region, and the high return on equity
can be attributed to the technology, manufactur-
ing and consumer goods sectors.

Emerging markets

Companies listed on regulated marketplaces
account for a smaller portion of economic activity
in emerging economies than in developed mar-
kets. The book value of listed companies domi-
ciled in emerging markets therefore represents a
smaller share of global equity markets than

emerging markets’ share of the world economy
as measured by GDP; see figure 3.2. The equity
return of companies listed in emerging markets
is on a par with companies in developed markets,
but their valuations are nonetheless lower.
Higher risk is an important reason why emerging
market company valuations are lower than valua-
tions of developed market companies. The ana-
lysis from MSCI shows that emerging markets
are characterised by higher market risk, lower
liquidity and higher country risk.

The free float-adjustment made by the index
provider has substantial impact on emerging
markets’ share of the index. The emerging mar-
ket share is reduced from 23 percent at full mar-
ket values to 12 percent following the adjust-
ments. A high proportion of companies con-
trolled by states, families or other long-term
owners explain the large free float-adjustments
in emerging markets. Concentrated ownership
may have implications for corporate governance
and minority shareholder rights. MSCI finds
that sizable free float-adjustments typically coin-
cide with weaker average corporate governance.

1 See for example Chad Syversen (2019), «Macroeconomics
and Market Power: Context, Implications, and Open Ques-
tions», Journal of Economic Perspective, 33 (3) pp. 23-43.
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Box 3.3 Properties of the new equity benchmark
Historical risk and return The adjustment factors have resulted in the

The GPFG equity benchmark is based on the
global index FTSE Global All Cap. The Ministry
has grouped the equity markets of the bench-
mark index into four regions: developed markets
in North America, developed markets in Europe,
other developed markets and emerging markets.
Norway is excluded from the benchmark. The
Ministry has further assigned adjustment factors
based on regional affiliation, modifying the free
float-adjusted market values of the companies in
the four regions. The adjustment factors result in
European companies having a higher weight in
the equity benchmark than in the FTSE Global
All Cap index, whilst North American companies
are given a lower weighting. Companies in Asia-
Pacific (developed markets) and in emerging
markets have more or less the same weighting as
in FTSE Global All Cap.

actual risk (volatility) and return of the equity
benchmark deviating from the risk and return of
the FTSE Global All Cap index (excluding Nor-
way). This is primarily caused by different
weighting of developed markets in North Amer-
ica and Europe.!

Table 3.4 presents annualised return and
risk measurements for the FTSE Global All Cap
index over the period September 2003 to
December 2019, measured in the GPFG cur-
rency basket. The table also includes values for
an adjusted FTSE Global All Cap index, in which
the current and new adjustment factors, respec-
tively, have been applied to the four regions,
henceforth referred to as the current bench-
mark index and the new benchmark index.

Table 3.4 Historical annual returns, volatility and maximum drawdown for the FTSE Global All Cap index,
the current benchmark index and the new benchmark index over the period September 2003 to
December 2019, measured in the currency basket of the Fund. Percent

FTSE FTSE Global All Cap FTSE Global All Cap

Global All Cap  with current adjustment factors ~ with new adjustment factors

Return 9.11 8.77 8.90
Volatility 13.0 13.4 13.2
Maximum drawdown -55.0 -56.4 -55.8

Sources: Thomson Reuters Datastream and the Ministry of Finance.

The table shows that the FTSE Global All Cap
index has delivered somewhat higher return
and lower volatility than the other indices. This
is primarily the result of a higher weighting to
North America, which over the period analysed
was characterised by a higher average return
and lower volatility than European markets. The
new benchmark index would have generated a
somewhat higher return and lower volatility
than the current benchmark index.

However, the return difference has varied
over time. This may be illustrated by calculating
the deviations in rolling periodical returns. Fig-
ure 3.3 shows the difference between annual-
ised 5-year return on the new benchmark and
annualised 5-year return on the current bench-
mark. As the figure illustrates, the current
benchmark would have delivered a higher
return than the new benchmark until year-end

2010. This finding implies that it would have
been preferable to hold a higher share in
Europe up until and including 2010. The oppo-
site has been the case since 2011 and onwards.
It can reasonably be assumed that return differ-
ences between the current and new benchmark
indices will continue to vary over time.
Maximum drawdown denotes the maximum
reduction from peak to trough over a chosen
period, and is thus a risk measure for large
reductions in value («downside risk» or «tail
risk»). Table 3.4 illustrates that this risk has
been at about the same level for the current and
new benchmark indices. The maximum draw-
down measured in the period was -56.4 percent
and -55.8 percent, respectively. This drawdown
was registered over the period 31 October 2007
to 27 February 2009.
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Box 3.3 (cont.)

Rolling differential return on the new
and current benchmark index
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Figure 3.3 Difference in 5-year rolling average
return between the new and current benchmark
indices, measured in the currency basket of the
Fund over the period December 2003 to
December 2019. Percent

Sources: Thomson Reuters Datastream and the Ministry of
Finance.

Tracking error

The annual standard deviation of differential
return is referred to as «tracking error». Track-
ing error is a measure of differential return vola-
tility over time. The tracking error of the new
benchmark index measured against the current
benchmark index is calculated at 0.6 for the
period September 2003 to December 2019, mea-
sured in the currency basket of the Fund. The
statistical interpretation of this finding is that the
annual return difference has been less than 0.6
percentage points in about two of three years
over this time period.

Sectoral composition

The new adjustment factors imply that developed
markets in North America will constitute a larger
share of the benchmark index mirrored by a
smaller share in European markets. This further
entails minor changes in the index sectoral com-
position; see figure 3.4. The technology sector’s
share of the benchmark index will increase by
about one percentage point. The change in other
sectors is less than 0.3 percentage points. The
new sectoral composition is shown in figure 3.5.
The technology sector will account for about 15
percent of the new benchmark index.

1.2 -

1.0

0.8

0.6

0.4

0.2

0.0

-0.2

-0.4

Media

wv
L
=
=
=)

Technology
Retail

Financial Services
Real estate
Travel & Leisure
Industrial Goods
& Services

Telecommunications

Change in sectoral composition

Chemicals

Health Care
Insurance

Basic Resources
Oil & gas
Construction &
Materials

Banks

Personal & House-
hold Goods

Food & Beverage

Automobiles & Parts

Figure 3.4 Change in sectoral composition upon transition to new adjustment factors. Percentage points

Sources: Thomson Reuters Datastream and the Ministry of Finance.




2019-2020

Meld. St. 32 Report to the Storting (white paper)

29

The Government Pension Fund 2020

Box 3.3 (cont.)
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Figure 3.5 Sectoral composition of the equity benchmark with new adjustment factors. Values as per 31

December 2019. Percent
Sources: FTSE Russell and the Ministry of Finance.

Ownership stakes in companies

The new adjustment factors imply that average
ownership stakes will be somewhat more equal
across regions. Table 3.5 presents average, free
float-adjusted ownership stakes at year-end 2019
under the current and new benchmark index,

respectively. Ownership stakes in North Ameri-
can companies will increase by about 0.15 per-
centage points, whilst ownership stakes in Euro-
pean companies will be reduced by close to 0.5
percentage points. Changes for companies in
Asia-Pacific and emerging markets will be mar-
ginal.

Table 3.5 Average, free float-adjusted ownership stakes with current and new adjustment factors.

Values as per 31 December 2019. Percent

Europe North America Other Emerging

(developed) (developed) (developed) markets

Current ownership stake 2.50 1.01 1.58 1.48
New ownership stake 2.01 1.16 1.58 1.49

Sources: Thomson Reuters Datastream and the Ministry of Finance.

1 Minor differences in the weighting of the regions Asia-
Pacific (developed markets) and emerging markets, as
well as ethical exclusions,
and return deviations, but the effect is limited.

have also contributed to risk
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3.2 Investments in companies seeking
alisting

3.2.1

In the Government Pension Fund 2018 white paper,
the Ministry of Finance discussed whether to
allow for the GPFG to on a general basis be
invested in unlisted equities. The Ministry
acknowledged that allowing for unlisted equity
investments may provide Norges Bank with addi-
tional investment opportunities in its active man-
agement. At the same time, this type of investment
may affect the Fund’s reputation and challenge
key characteristics of the current investment man-
agement framework, such as transparency, low
costs and an emphasis on systematic risk in listed
markets. It was observed that unlisted equity
investments generally are more complex, requir-
ing different expertise than listed equity invest-
ments, and demanding a different form of gover-
nance structure and lines of responsibility on part
of the investment management organisation. The
Ministry thus proposed not to allow for the inclu-
sion of unlisted equity investments in the GPFG.
This was endorsed by the Storting; see Innst. 370
S (2017-2018) (in Norwegian only).

In the white paper, the Ministry of Finance
made reference to Norges Bank’s existing permis-
sion to invest the GPFG in unlisted companies
whose board of directors has expressed an inten-
tion to seek a listing, and stated that this permis-
sion would be further discussed in the dialogue
with the Bank. On this matter, in a letter of 27
March 2019, the Bank was asked to, among other
things, provide an account of its framework for,
and experience with, investing in companies seek-
ing a listing, as well as to assess whether the regu-
lation in the mandate stipulated by the Ministry
should be amended. The Ministry received the
Bank’s reply letter on 23 August 2019; see section
3.2.2. The letters are available on the Ministry
website. The Ministry’s assessments are outlined
in section 3.2.3.

Background

3.2.2 Norges Bank’s letter

Norges Bank refers to that, as for other invest-
ments, the Bank’s framework for investing in
unlisted companies seeking a listing requires pro-
cedures to be in place for the management, con-
trol and monitoring of relevant risks. Among
other things, the Bank emphasises that the invest-
ment instrument, and the market in which the
company is planning to list, must be approved

before the investment is made, cf. Section 3-10 of
the mandate. The Bank also notes that a thorough
due diligence review, addressing any financial,
legal, tax and commercial matters of significance,
is conducted prior to making any investment.

Norges Bank states that although it has con-
sidered several opportunities, it has completed
only one investment in a company seeking a list-
ing. In May 2012, the Bank entered into an agree-
ment for the purchase of 4.2 percent of the com-
pany Delta Topco Ltd., which held the Formula 1
rights. At the time of purchase, the company
board had applied for a listing in Singapore. In
June 2012, the board decided to postpone the list-
ing due to changed market conditions. The Bank
chose to retain its investment in the company until
2017, when the position was sold to Liberty Media
in return for listed shares of said company.l!
According to Norges Bank, Delta Topco Ltd. paid
large dividends to the Bank during its period in
private ownership, and that overall return on the
investment was in line with the general equity
market when differences in market risk are taken
into account.

Norges Bank states that the handling of this
investment illustrates how the Bank will normally
manage a situation in which the company does not
go ahead with the planned public offering. The
option to retain the ownership stake in the
unlisted company is highlighted as preferable to a
situation in which the Bank is forced to divest the
share within a specific time frame. The Bank is of
the view that the established framework for such
investments has worked well.

The Bank further states that the Fund often
participates in initial public offerings (IPOs), as
well as transactions following an IPO. Participa-
tion in IPOs may contribute to more efficient
investment management by investing the Fund in
shares prior to benchmark inclusion of such
shares. However, not all shares acquired in IPOs
will subsequently be included in the benchmark
index. The Bank notes that more than half of IPOs
where the Fund has participated since 2016 have
not been followed by benchmark inclusion of the
shares in question. Participation in IPOs has over
time generated excess return relative to purchas-
ing the same shares immediately after listing.

Norges Bank has thus far interpreted the pro-
vision on intention to seek listing to mean that the
company needs a board resolution to seek listing
in the near future. In the Bank’s experience, such

11 Shares of Liberty Media were at that time already included
in the Fund benchmark index.
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resolutions are typically adopted at a late stage in
the process, and a number of transactions that
might have been of interest to the Fund have
therefore not been considered. At the same time,
the experience from the Delta Topco Ltd. invest-
ment demonstrates that a listing may not neces-
sarily materialise despite of the company board
having filed a formal listing application. The Bank
is of the view that the wording of the current pro-
vision, which requires the board of directors to
have expressed an intention to seek a listing,
should be amended.

According to the Bank, an alternative
approach might be to allow for the GPFG to be
invested in shares of large companies that are not
yet listed, with such investments being limited to
a maximum of 1 percent of the equity portfolio.
Such companies often have other institutional
investors among the owners, which may generate
some liquidity in the share. The Bank finds it rea-
sonable to expect a number of these companies to
seek a listing at a later date. The probability of list-
ing is one of the factors the Bank would have to
assess during the due diligence reviews. The sug-
gested amendment of the mandate provision
would in the view of the Bank enable it to build,
over an extended period of time, the desired expo-
sure in large companies that have yet to be listed.

The Bank comments that such investments
should be regulated in the same manner as other
investments not included in the benchmark index.
The regulation should be structured such as to
enable the Bank to manage the investments in a
way that supports the investment management
objective. The Bank emphasises it should be per-
mitted to hold the unlisted companies for as long
as deemed appropriate by the Bank.

Norges Bank states that clearer regulation of
investments in large companies that have yet to be
listed may serve to adequately control the risk
associated with such investments. The regulation
should, according to the Bank, involve a combina-
tion of limits stipulated by the Ministry of Finance
and the Executive Board of Norges Bank, respec-
tively. The Bank believes that it among other
things should be delegated to the Executive
Board to stipulate the minimum size of companies
eligible for investment, as well as caps on owner-
ship stakes in individual companies.

3.2.3 The Ministry’s assessments

The management mandate for the GPFG allows
Norges Bank to invest the equity portfolio in
unlisted companies where the board of directors

has expressed an intention to seek listing on a
regulated and recognised marketplace. This
access has been in place since 1 January 2011. In
the white paper on the Government Pension Fund
in the spring of 2011, The Ministry of Finance
commented that this will enable the Bank to take
advantage of the GPFG distinctive characteristics,
whilst ensuring efficient and effective execution of
the investment management mission.

The intention with the mandate provision is to
enable the Bank to build exposure to companies
in advance of an upcoming initial public offering.
The Ministry emphasises that there generally is
considerable uncertainty as to whether and when
companies will be listed. The Ministry finds it rea-
sonable to assume that there is less uncertainty
about whether a listing will take place with a
board resolution on listing than without such a
resolution. The Bank’s proposal would, in the view
of the Ministry, entail a higher probability that the
GPFG will remain directly invested in unlisted
companies for a long time without any reference
to a specific board resolution as the rationale
behind the investment decision.

The Ministry is of the view that the current
requirement for an intention to seek a listing
should be maintained. The mandate regulation of
such investments should, however, be clarified
somewhat.

Unlisted investments are generally more com-
plex than listed investments and not subject to the
same reporting requirements. Such investments
are not traded in the market on a regular basis,
and it is more challenging to establish the actual
market price of unlisted investments. Risk and
return assessments will thus be more uncertain
than in listed markets. Low liquidity implies that
disposing unlisted holdings may be more difficult
and could impose losses on the Fund, especially if
divestment needs to be completed within a limited
time period.

The mandate regulation of investments in
unlisted companies seeking a listing should there-
fore, in the view of the Ministry, be modified into
closer alignment with the regulation of other
unlisted investments. Norges Bank emphasises
that, in accordance with the Bank’s investment
framework, thorough due diligence reviews are
conducted prior to any investment. However, this
is not a requirement under the mandate stipulated
by the Ministry. The Ministry deems it appropri-
ate to formalise the due diligence requirement for
investments in unlisted companies seeking a list-
ing. It is thus proposed to amend Section 3-10,
Sub-section 4, of the mandate on thorough due dil-
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igence reviews prior to any investment in the
unlisted real estate portfolio and renewable
energy infrastructure portfolio to also encompass
unlisted companies seeking listing. Comprehen-
sive due diligence reviews in advance of each
investment in unlisted assets shall seek to identify
all relevant investment risk, as well as operational
and non-financial risk, including potential reputa-
tional implications of the investments. The man-
date Section 2-5, Sub-section 6, on the Executive
Board’s approval of individual investments in the
unlisted portfolios in excess of certain threshold
amounts, is further proposed extended to also
encompass investments in unlisted companies
seeking a listing.

The Ministry concurs with Norges Bank’s
assessment that it may be beneficial to allow for
the Bank to retain unlisted holdings in the event
that the listing does not go ahead, rather than the
Bank being forced to divest within a limited time
frame. A specification in the mandate that the
Executive Board shall issue guidelines on the dis-
posal of shares in unlisted companies whose
planned listing does not take place will in the Min-
istry’s view establish that the Fund may remain
invested in the relevant company for as long as
deemed appropriate by the Bank.

3.3 Climaterisk

3.3.1 Introduction

Climate change will affect companies and future
economic development. International collabora-
tion will be of key importance in tackling climate
change. Many countries, including Norway, have
committed to considerable greenhouse gas emis-
sion reductions under the United Nations Frame-
work Convention on Climate Change and the
Paris Agreement. A reduction in total global emis-
sions in line with the Paris Agreement will have
major impact on companies and future economic
development, and will require comprehensive
measures in several areas, including climate pol-
icy, technology and investment.

It is however challenging to analyse climate
change implications for individual companies,
industries and markets, and thereby for investors.
There is considerable uncertainty as to the physi-
cal effects of climate change and associated finan-
cial risks, as well as the economic implications. In
addition, there is considerable uncertainty regard-
ing climate policy and technological developments
in the transition to a low-carbon economy. This

uncertainty entails significant risk, which needs to
be managed by investors.

In wellfunctioning financial markets, capital
will be allocated to investment projects and com-
panies generating the highest expected risk-
adjusted return. However, lack of available and
relevant information on the climate risk facing
companies indicates that it may be difficult for
financial markets to price this type of risk. This
may result in financial markets not allocating capi-
tal to businesses best placed to manage climate
risk, or to companies or projects with superior
prospects for sustainable economic activity.

In order for financial markets to efficiently
facilitate the transition to an economy with lower
greenhouse gas emissions, market participants
require knowledge and information about the
risks as well as the opportunities arising from cli-
mate change, climate policy and new technology.
In recent years, several initiatives have therefore
been launched to promote more well-informed
investment decisions. Such initiatives include
frameworks intended to ensure more stan-
dardised and comparable reporting on the risks
climate change and climate policy changes pose to
companies and business models.

Financial market participants are increasingly
focusing on responsible investment practises and
sustainability, and seek knowledge about the
implications for their activities. Investors are con-
cerned with how sustainability and climate risk
considerations may be integrated into investment
management decisions. Knowledge of the risk
posed by climate change, for both individual
investments and specific geographical areas, is
continually improving, but financial market partic-
ipants are still facing general challenges regard-
ing access to relevant, high-quality data that can
be systematically applied.

The Ministry of Finance and Norges Bank
have, like other market participants, placed
emphasis on how climate risk may affect financial
assets. Climate risk is an integrated part of the
Bank’s investment management. Norges Bank’s
annual publications on responsible investment
provide a thorough presentation of the climate
risk efforts of the Bank, as part of the wider work
on responsible investment. These efforts have
been discussed in several white papers, including
the white paper on the Government Pension Fund
published in the spring of 2017. In the Government
Pension Fund 2018 white paper, the climate risk
reporting framework was specifically addressed,
referring in particular to the recommendations of
the Task Force on Climaterelated Financial
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Disclosure (TCFD)!2. The Ministry expressed an
expectation that Norges Bank will continue its cli-
mate risk reporting efforts in line with the recom-
mendations of the task force, among other things
by contributing to the development of standards
and reporting practises.

In the white paper on energy equities in the
GPFG, the Ministry commented that climate risk
is an important financial risk factor for the GPFG.
It was also referred to the group of experts which
examined energy equities in the Fund and recom-
mended the Ministry to consider reviewing the
climate risk efforts in order to assess whether fur-
ther strengthening is warranted. Against this
background, The Ministry of Finance proposed
requesting Norges Bank to review and describe
said efforts. The Storting endorsed the Ministry’s
proposal.

Norges Bank was in a letter of 28 June 2019
asked to describe internal processes and methods
for assessing climate risk, including the various
tools used in this regard. The Bank was further
asked to explain how climate risk in the equity,
fixed-income and real estate portfolios is
assessed, as well as how individual companies
with the highest contributions to overall climate
risk in the Fund are assessed. Furthermore, the
Bank was asked to describe how climate risk is
integrated into investment decisions, as well as
any plans for further progressing its climate risk
efforts within the limits of the established invest-
ment strategy for the Fund and the mandate stipu-
lated by the Ministry of Finance.

Norges Bank has in a letter of 26 November
2019 to the Ministry provided an account of its
efforts on climate risk; see the description in sec-
tion 3.3.2.13 The discussion of the efforts of
Norges Bank is also based on the Bank’s responsi-
ble investment report for 2019. The Ministry’s
assessments are outlined in section 3.3.3.

3.3.2 Norges Bank’s efforts

In its letter, Norges Bank emphasises that the
Bank manages climate risk within the mandate
limitations set by the Ministry, and that adapting
or applying the Fund portfolio for the achieve-

12 The Task Force on Climaterelated Financial Disclosure
(TCFD) is a task force appointed by the Financial Stability
Board. The task force submitted its recommendations in
the summer of 2017 and has since then published two sta-
tus reports on the implementation of the recommendati-
ons.

13 The Bank’s letter is available on the Ministry website.

ment of any specific climate policy targets does
not form part of the mandate.

Norges Bank comments that climate risk is
one of several financial risk factors for the GPFG.
Climate risk is considered a complex risk factor,
and it is anticipated that the understanding of the
financial implications for the Fund will evolve over
time. The prices of the assets in which the fund
capital is invested, and the extent to which these
prices reflect climate risk, will affect the financial
risk of the Fund. Norges Bank comments that a
broadly diversified and market-weighted portfolio
like the GPFG will be exposed more or less to the
same financial climate risk as the underlying mar-
kets and industries in which it is invested.

Analysis methods

Norges Bank uses scenario analysis to improve its
understanding of how climate risk may affect indi-
vidual companies and the Fund portfolio. Such
analysis may shed light on both physical risk!*
and transition risk’®, although this analysis will be
subject to considerable uncertainty. The scenario
analysis may serve to illustrate potential out-
comes, but does not represent predictions for the
future.

The Bank has developed internal scenario
analysis models of the equity portfolio, which are
used to analyse future cash flows and CO, emis-
sions at the company level, including how poten-
tial future regulations, such as carbon pricing and
carbon emission allowances, may affect various
companies, industries and regions under different
climate scenarios towards the year 2100. Provi-
sional analysis indicates that certain companies in
sectors like manufacturing, energy, raw materials,
utilities and consumer goods may face financial
challenges as the result of future carbon pricing.

In 2018, the Bank joined a pilot project along
with other global investors under the United
Nations Environment Programme (the UNEP
Finance Initiative), the purpose of which is to
develop investor reporting methods based on the
TCFD framework. Experience from this project
has demonstrated that additional effort is
required to enable companies and investors to
fully implement the TCFD recommendations. The
summary report from the project includes an
overview of various scenario analysis methods

14 physical risk may involve exposure to extreme weather,
flooding, draught and heatwaves.

15 Transition risk may involve regulatory changes, technical
innovations and consumption pattern developments.
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and tools, and a review of leading analysis provid-
ers. The project included an analysis of potential
climate outcomes’ effect on the equity portfolio of
the Fund. The portfolio «Value at Risk» was esti-
mated by examining the implications regulatory
risk and technological developments associated
with a 2-degree scenario and extreme weather
conditions may have for corporate’ revenues.

Measurement of corporate greenhouse gas emissions

Norges Bank estimates the amount of greenhouse
gas emissions from the Fund investee companies,
based on emissions data reported directly by the
companies and third-party estimates in cases
where the companies do not provide adequate
reporting. The Bank comments that limited
access to relevant, high-quality data is a general
challenge.

The Fund’s total carbon footprint, measured as
the total greenhouse gas emissions from the port-
folio companies, may shed light on risk and oppor-
tunities across industries. It may also provide a
basis for assessing how changes in the portfolio
may affect the overall carbon footprint. However,
carbon footprint calculations provide only a snap-
shot and do not consider industrial structure,
company strategy and other factors. Nor do car-
bon footprint calculations include (indirect) emis-
sions through the production chainl®.

The Bank’s carbon footprint analyses encom-
pass both equities and corporate bonds, and are
based on the TCFD framework recommendations
for asset managers. Calculations based on data for
2018 show that greenhouse gas emissions in the
equity portfolio are largely driven by companies in
fossil fuel power generation and energy-intensive
industries, such as raw materials, metals produc-
tion, and heavy industry.!” Within these high-
emission sectors, the largest companies account
for the largest emissions. Company exclusions
based on the ethical guidelines (primarily the
product-based coal criterion) have according to
the Bank’s calculations served to make estimated
greenhouse gas emissions for the Fund portfolio
14 percent!® lower than would have been the case
without such exclusions.

16 The estimates include emissions within Scope 1 (direct
emissions) and Scope 2 (indirect emission from electricity
and heating consumption), but not Scope 3 (indirect emis-
sions through the production chain).

Total carbon emissions in the equity portfolio in 2019 were
estimated at 108 million tonnes of CO, equivalents.

The Bank’s updated estimate in its responsible investment
report 2019 is 19 percent.

17

18

Norges Bank further estimates the emission
intensity of the equity and corporate bond invest-
ments of the Fund. This is calculated as the num-
ber of tonnes of CO, equivalents per million US
dollars in revenues, and allows comparisons
across companies and industries as CO, emission
levels are scaled by revenues. Estimations show
that the emission intensity of both the equity port-
folio and the corporate bond portfolio is lower
than that of their respective benchmark indices.
However, these differences are not the result of
specific investment strategies, but rather reflect a
number of individual investment decisions.

Norges Bank also recognises that the Fund’s
unlisted real estate investments are directly
exposed to climate risk, in the form of both physi-
cal risk and transition risk. The exposure to such
risks is primarily affected by the location of the
properties and whether their construction and
operational facilities make them well suited to
withstand impacts of climate change and expected
future regulatory measures. Properties in flood-
prone areas are often subject to higher insurance
premiums and stricter regulatory flood-proofing
requirements. The Bank states that local authori-
ties in the eight cities in which the Fund holds
unlisted real estate investments have developed
long-term greenhouse gas emission reduction
plans that will affect the real estate sector. This
exposes the Fund’s real estate investments to reg-
ulatory risk. The Fund is also exposed to market
risk associated with declining demand for build-
ings without green qualities and energy-efficient
operation.

Integrating climate risk into investment decisions

Norges Bank states that climate risk assessments
are integrated into the investment decisions on
equities, bonds and unlisted real estate. Climate
regulation developments and new technology are
key factors in assessing the future earnings of
companies in several sectors, applicable to both
the equity and bond portfolio. The Bank has
developed a framework for systematic assessment
of investment risk and operational risk for various
sovereign issuers, which includes assessments of
environmental factors such as emission intensity
and climate change exposure. For unlisted real
estate, thorough due diligence and analysis are
carried out prior to making any investment. Such
analysis includes, among other things, assess-
ments of the extent to which the property exposes
the Fund to physical risk and transition risk.
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The Bank has accumulated internal environ-
mental technology expertise through its manage-
ment of the environmental investment mandates.
The environmental equity investments are con-
centrated in companies involved in low-emission
energy and alternative fuels, clean energy and
energy-efficiency technology, as well as technol-
ogy and services for the management of natural
resources.

Sustainability assessments may result in the
Fund divesting from companies viewed by the
Bank to pose especially high risk, including
greenhouse gas emission-related risk. The Bank
recognises that companies whose operations or
value chains involve excessive greenhouse gas
emissions may be exposed to considerable transi-
tion risk. The Bank has during the period 2012—
2018 completed risk-based divestments in 142
companies on the basis of climate risk assess-
ments.!? These are predominantly relatively small
companies that have particularly high greenhouse
gas emissions or are contributing to deforestation.

The ethically motivated guidelines for obser-
vation and exclusion of companies include criteria
targeting companies that contribute to, or are
themselves responsible for, unacceptable green-
house gas emissions, as well as mining companies
and power producers that base their operations on
coal. Companies falling within the scope of the
coal criterion may be excluded or placed under
observation by Norges Bank without any recom-
mendation from the Council on Ethics. Exclusion
decisions based on the coal criterion represent,
according to Norges Bank, the largest individual
contribution to reducing greenhouse gas emis-
sions in the portfolio, compared to the underlying
index products. See chapter 6.2 for further discus-
sion of the ethically motivated guidelines (in Nor-
wegian only).

Climate risk management

Norges Bank comments that active ownership is a
key element of climate risk management. The
Bank focuses this effort on companies in the most
exposed sectors. The Bank reports to have
strengthened the parts of the organisation respon-
sible for active ownership and risk assessments
relating to environmental, social and corporate
governance issues.

The measures applied by the Bank in address-
ing climate risk are predominantly an extension of

19 1n 2019, the Bank completed a further 28 risk-based divest-
ments on the basis of climate risk assessments.

the responsible investment measures discussed in
chapter 6.2. Climate risk efforts through the
Bank’s active ownership are discussed in box 6.3
(in Norwegian only).

In addition to the regular measures used by
the Bank in its responsible investment manage-
ment, the Bank is collaborating with investment
partners and property managers to integrate envi-
ronmental measures in the business plans for the
unlisted properties. Norges Bank has, among
other things, published a guidance document on
environmentally sustainable real estate manage-
ment. Moreover, the Bank is developing a plat-
form to gather data on the properties in the port-
folio, including information on energy and water
consumption, waste management and environ-
mental certification. This information will be used
to measure the environmental impact of the prop-
erties, to assess environmental measures and to
estimate climate accounts for the unlisted real
estate investments.

Norges Bank recognises that environmental
certification will become increasingly important
for property competitiveness. The Bank is aiming
to have all office and retail properties in the port-
folio environmentally certified.

Plans to further advance the work on climate risk

In its letter, Norges Bank states it will continue to
support initiatives aiming to develop global
reporting standards. The Bank recognises that
information on greenhouse gas emissions and
how company operations may be affected by cli-
mate change is of decisive importance in analys-
ing portfolio climate risk. Access to relevant, high-
quality data is a key priority. The Bank observes
that numerous initiatives are seeking to increase
the scope of companies’ reporting and investors’
access to data. Such initiatives include TCFD, the
Global Reporting Initiative (GRI), the Sustainabil-
ity Accounting Standards Board (SASB) and CDP
(formerly the Carbon Disclosure Project).

The Bank will further continue its develop-
ment of analytical tools for climate scenarios, and
will incorporate more detailed, company-specific
data such as financial data, emission figures, spe-
cific emission reduction targets and exposure to
regional carbon mechanisms, in order to expand
and improve the internal models for analysing dif-
ferent climate trajectories. In addition, the Bank is
exploring methods for analysing physical climate
risk in the equity portfolio.

Active ownership is a key element in manag-
ing climate risk. Norges Bank will continue the
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dialogue with companies in exposed sectors, and
will seek to clearly communicate its expectations
that investee companies manage climate risk and
reduce greenhouse gas emissions.

Norges Bank comments that the work on
assessing physical risk in the real estate portfolio
will remain a key priority. The Bank is planning to
expand the flood-risk analysis based on historical
data to also include forward-looking scenario anal-
ysis. The Bank will continue to support a collabo-
ration project on developing methods for analys-
ing the expected decarbonisation of the property
market.

3.3.3 The Ministry’s assessments

The investment objective for the GPFG is to
achieve the highest possible return, given an
acceptable level of risk. The Ministry of Finance
stipulates general investment management guide-
lines, and Norges Bank manages various types of
risk, including climate risk, within these limits.
The management mandate includes no require-
ment for the investments in the Fund to be
adapted to, or used for the achievement of, any
specific climate target. The GPFG has a financial
objective, and there is broad political consensus
that the Fund shall not be a climate policy tool.
Norges Bank’s climate risk management is there-
fore financially motivated.

Climate risk is a complex and multifaceted
financial risk factor comprising both physical risk
and risk associated with transitioning to a low-car-
bon economy; so-called transition risk. Physical
risk is the risk of the Fund’s investments being
affected by physical implications of climate
change, such as extreme weather, flooding,
draught or heatwaves. Transition risk concerns
the impact on Fund investments of climate policy
and technological developments upon transition
to a low-carbon economy. Both physical risk and
transition risk are relevant risk factors for the
GPFG, but their significance will depend on which
climate scenario materialises.

As a large, long-term investor with ownership
stakes in several thousand companies worldwide,
the Fund’s long-term return will to a great extent
be determined by returns in global equity and
fixed-income markets. Climate change affects
global growth and company earnings, and climate
risk is therefore a relevant risk factor for the Fund.
This is also reflected in the management mandate
for the Fund, which states that good long-term
return is considered to depend on sustainable
development and well-functioning markets.

There is, at the same time, considerable uncer-
tainty as to when, how and to what extent physical
risk and transition risk associated with climate
change will affect economic growth and company
earnings, and thus the investments of the Fund.
Companies are impacted in different ways, and
returns in some asset classes, sectors and compa-
nies will be more affected than others. Current
knowledge is limited, the data incomplete, and the
models and analysis used are subject to consider-
able uncertainty. This makes it challenging to
assess the specific financial implications of climate
change.

It is important that Norges Bank approaches
the financial risk resulting from climate change in
a holistic and systematic manner. This means that
the Bank should continue to integrate climate risk
assessments in its risk management, investment
decisions and active ownership. It is also import-
ant for this work to be based on an overall strat-
egy, which includes prioritisations, specific objec-
tives and planned activities to attain said objec-
tives.

An important part of the Bank’s efforts on cli-
mate risk should, in the view of the Ministry, be to
promote enhanced understanding and knowledge
of climate change as a financial risk factor.
Research contributions and support for initiatives
aiming to develop global reporting standards on
sustainability and climate risk are important for
establishing common frameworks and standards,
and for progressing the understanding of climate
risk.

Future climate change is subject to consider-
able uncertainty. Such uncertainty needs to be
considered from a risk perspective. Scenarios may
in many cases be used to provide insights into the
uncertainty associated with climate change and
developments in climate policy and technology. It
is positive that Norges Bank is continuing its
development of analytical climate scenario tools,
as well as expanding and improving internal mod-
els for analysing different climate trajectories. The
Ministry would expect Norges Bank to the extent
possible to stress test various climate scenarios in
line with the TCFD recommendations, including a
scenario in which temperature increases are con-
tained in accordance with the ambitions of the
Paris Agreement.

It is uncertain to what extent investors will be
able to make gradual adaptations to future climate
policy changes. A climate policy that is compatible
with the Paris Agreement will require swift and
significant restructuring. The uncertainty as to
how financial markets can and will react to such
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regulatory changes adds to the importance of
seeking knowledge on different climate scenarios
and associated effects on financial assets in order
to manage this risk in the best possible manner.

The Ministry would in this context emphasise
the importance of considering potential outcomes
that may have significant implications for the
Fund if such a scenario materialises. These
include, among other things, scenarios in which
climate change crosses critical tipping points, i.e.
the triggering of self-reinforcing processes and
thereby major changes,?’ as well as scenarios
involving high-impact regulatory measures and
technological breakthroughs.

The Ministry has noted that available climate
scenarios and underlying analysis models are sub-
ject to considerable uncertainty. The availability
and quality of data however remain challenging. It
is important for climate reporting to be under-
stood in the appropriate context and for Norges
Bank to clearly communicate the limitations and
uncertainties associated with the models and data.

The Ministry agrees with Norges Bank that
active ownership should be a key tool in managing
climate risk in the Fund. This is highlighted by
the long-term and systemic nature of such risk.
Norges Bank may influence company decisions
and developments in a number of ways, including
through voting, company dialogue and collabora-
tion with other investors.

Climate risk efforts in the GPFG need to
reflect the ambition that responsible investment
practices in the GPFG shall be in line with best
practice internationally. The Ministry expects the
Bank to continue considering a range of active
ownership measures, including participation in
research projects and investor initiatives aimed at
developing better models and methods, as well as
standards and market practices, for the assess-
ment and management of climate risk. Further-
more, the Ministry expects Norges Bank to con-
tinue to communicate expectations that compa-

20 Examples of such processes are melting of the Greenland
and Antarctic icecaps or permafrost thawing releasing so
much methane gas that global warming spins out of con-
trol. The IPCC special report on the impacts of global war-
ming of 1.5 °C above pre-industrial levels suggests that
some tipping points may be crossed at between 1.5 and
2 °C warming.

nies plan for different climate scenarios and
assess the climate risk in their operations.

Climate risk management requires knowledge
and expertise on climate change and the implica-
tions of such change. Norges Bank may, within
limits stipulated by the Ministry, choose a differ-
ent composition of the investments than would be
implied by the Fund benchmark index. To tilt the
composition of an investments portfolio in order
to factor in various types of risk, including climate
risk; so-called active management, is challenging
in practice and requires detailed market knowl-
edge. Such decisions are therefore delegated to
Norges Bank.

The broad approach of Norges Bank’s climate
risk efforts may give rise to interaction effects in
the form of expertise and experience that may be
utilised in various aspects of operational manage-
ment. The Bank has developed internal environ-
mental technology expertise through the environ-
mental investment mandates. Moreover, Norges
Bank’s climate risk assessments have resulted in
divestment from companies the Bank deems to
represent especially high long-term risk. These
have primarily been small companies. The
Government Pension Fund 2019 white paper
describes the Bank’s operationalisation of the coal
criterion, including data collection and contact
with companies. The Bank has through the appli-
cation of the coal criterion accumulated knowl-
edge and data on individual companies’ climate
risk management, including their strategies for
emission reduction, technology development and
climate policy adaptation, which may support and
supplement the Bank’s application of other tools.
In May 2020, the Bank announced exclusions of
several companies on the basis of unacceptable
greenhouse gas emissions and contribution to
severe environmental damage; see the discussion
in chapter 6.2 (in Norwegian only).

Norges Bank’s climate risk efforts have been
evolving since 2006. The Ministry expects the
Bank to continue to report comprehensively on its
work on climate risk, including progress in attain-
ing the objectives stipulated in the overall climate
risk management strategy. Reporting should to
the extent appropriate be in line with leading
frameworks (TCFD), including climate scenarios
for the portfolio and relevant sub-portfolios, rele-
vant metrics and stress testing.
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5 Government Pension Fund Norway:
Further development of strategy and management

5.1 Advice from Folketrygdfondet on
amendments to the management
mandate

5.1.1

Folketrygdfondet has in a letter of 13 December
2019 to the Ministry of Finance submitted its
advice on amending the management mandate for
the Government Pension Fund Norway (GPFN).
The background is that the GPFN’s ownership
stakes in companies listed on Oslo Stock
Exchange are so high that there is risk of breach-
ing the management mandate ownership stake
limit stipulated at 15 percent in Norwegian compa-
nies. Excessive ownership stakes also involve
reduced scope for active management. Folket-
rygdfondet’s letter is available on the Ministry
website.

The benchmark index for the GPFN has since
2007 comprised listed equities (60 percent) and
bonds (40 percent). The benchmark has a fixed
geographical distribution, with 85 percent Norwe-
gian securities and 15 percent Nordic (Danish,
Finnish and Swedish) securities.

In its advice, Folketrygdfondet refers to the
large-scale equity purchases during the period of
equity market downturn in 2008 and 2009, result-
ing from rebalancing of the GPFN equity share.
This served to significantly increase the Fund’s
ownership stakes in companies included in the
Oslo Stock Exchange benchmark index. Owner-
ship stakes in Norwegian companies have
remained high over the period since the financial
crisis, despite several subsequent rebalancing
rounds involving the selling of shares, which in
isolation would have reduced the GPFN owner-
ship stakes. The main reason why ownership
stakes nonetheless remain high is that the compa-
nies on Oslo Stock Exchange during the same
period have paid out dividends in excess of the
amount issued in initial or secondary public offer-
ings. Folketrygdfondet reinvests such dividends,
which has countered the effect from rebalancing-
induced equity sales.

Background

After the stock market slumped in March
2020, Folketrygdfondet conducted a rebalancing
that included additional equity purchases. How-
ever, a swift market rebound meant that the need
for equity acquisition was limited, thereby leaving
the Fund’s ownership stakes in companies at Oslo
Stock Exchange largely unchanged. Calculations
from Folketrygdfondet show that it would not
have been possible to complete a rebalancing of
the GPFN equity share to 60 percent in the event
of a market decline of similar magnitude to that of
the financial crisis, without simultaneously
breaching the ownership stake limitation set out
in the mandate.

5.1.2 The purpose of the GPFN

The GPFN was originally established in 1967,
under the name of Folketrygdfondet, as a savings
vehicle that would contribute to the funding of
future of payments under the national insurance
scheme. The Fund has since 1979 been closed,
with no new capital being contributed, and the
return generated has been added to the fund capi-
tal on an ongoing basis. The GPFN constitutes,
together with the Government Pension Fund
Global (GPFG), the Government Pension Fund.

The purpose of the Government Pension Fund
is, inter alia, to support the funding of pension
expenditure under the national insurance scheme.
The investment objective for the GPFN is to
achieve the highest possible return, measured in
Norwegian kroner, given an acceptable level of
risk. Folketrygdfondet may deviate somewhat
from the stipulated benchmark index in order to,
among other things, generate excess return. The
management performance record is strong. Since
2007, Folketrygdfondet has achieved an average
annual gross excess return of 1.0 percentage
point, corresponding to about NOK 30 billion. The
strategy and performance of the GPFN are dis-
cussed in chapters 4.1 and 4.2 (in Norwegian
only).
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5.1.3 Folketrygdfondet’s advice

In its letter, Folketrygdfondet states that the chal-
lenge of large ownership stakes in the Norwegian
equity market may be resolved in several ways.
The recommendations are based on certain
underlying premises. Firstly, the objective of
achieving the highest possible return over time,
net of costs, remains unchanged, together with
the commitment to responsible investment. Fur-
thermore, Folketrygdfondet deems a Nordic
investment universe to be highly advantageous, as
this contributes to better investment management
quality and a higher risk-adjusted return.

Folketrygdfondet recommends a reduced pro-
portion of the equity portfolio invested in Norway,
and a corresponding increase in the proportion
invested in Denmark, Finland and Sweden.
Folketrygdfondet emphasises that this recom-
mendation would entail the GPFN still retaining
significant ownership stakes in the Norwegian
stock market, but also sufficient room for
manoeuvre to act counter-cyclically and engage in
active management without the risk of breaching
the ownership stake limit.

Folketrygdfondet believes investing in
unlisted equities might contribute to reducing the
challenges associated with the ownership stake
limit, although the private equity market is
unlikely to be able to absorb sufficient capital to
solve the ownership stake issue within a reason-
able time horizon. The GPFN may, under the cur-
rent mandate, be invested in unlisted companies
whose board of directors has expressed an inten-
tion to seek a listing. Folketrygdfondet has thus
far made little use of this provision, as company
boards rarely communicate a clear listing strategy
in advance. Folketrygdfondet deems it appropri-
ate to replace the current provision with a sepa-
rate unlisted equity investment allowance, corre-
sponding to 2-3 percent of the equity portfolio.
The purpose would be to gain exposure to compa-
nies that are generally assumed to be candidates
for listing at a later date. Folketrygdfondet would
consider direct shareholdings in mature compa-
nies with a market value above a certain threshold
to be relevant investment opportunities.

Folketrygdfondet further acknowledges that
annual withdrawals from the GPFN would serve
to reduce the growth of the Fund and limit its
ownership stakes in Norwegian companies, and is
not opposed to such an arrangement from a pro-
fessional investment management perspective.
Folketrygdfondet does, however, caution against
a lumpsum withdrawal from the GPFN, as an

alternative investment of the capital would,
according to Folketrygdfondet, generate a lower
risk-adjusted return than if the capital were to
remain in the Fund.

Other options, such as reducing the equity
share, tracking the benchmark more closely,
increasing the ownership stake limit or use of
external mandates, are not, in the view of Folket-
rygdfondet, appropriate solutions. Folketrygdfon-
det believes such solutions would either result in
lower expected return or challenge the financial
objective of the Fund.

Certain technical modifications to the equity
benchmark, including transitioning from fixed to
floating regional weights with assigned country
factors are also proposed.! In addition, amend-
ments to the fixed-income benchmark are recom-
mended.

5.1.4 The Ministry’s assessments

The Ministry acknowledges that the challenge of
excessive ownership stakes in companies on Oslo
Stock Exchange may be addressed in several
ways. One option might be to increase the owner-
ship stake limit, thereby permitting Folketrygd-
fondet to become a larger owner on Oslo Stock
Exchange. Other solutions might include increas-
ing the share of investments in the Nordic region,
expanding the scope for unlisted equity invest-
ments or to withdraw capital from the Fund.

Folketrygdfondet is one of the largest financial
investors on Oslo Stock Exchange. There are, in
the view of the Ministry, no substantial arguments
in favour of the State being a large owner on Oslo
Stock Exchange, as this is considered a well-func-
tioning market with no special need for govern-
ment intervention. There are primarily historical
reasons why the GPFN is invested in the Norwe-
gian securities market.

Folketrygdfondet is a financial investor. This
implies that the State does not have any strategic
objective for its ownership or any requirement for
involvement in strategic decision-making pro-
cesses. Ownership stakes are capped at 15 per-
cent to support this notion. The Ministry of
Finance agrees with Folketrygdfondet’s position
that increased ownership stakes in Norwegian
companies might induce uncertainty as to Folket-
rygdfondet’s role as a financial investor. Against

1 The country factor for Norway is recommended set in the

interval between 10 and 18. The recommended adjustment
factor for the rest of the Nordic region is set at 1. This
would imply a Norwegian stock market allocation ranging
from 62 to 75 percent.
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this background, the Ministry is of the view that
the 15-percent ownership stake limit for Norwe-
gian companies should remain unchanged.

An overarching consideration behind the
investment strategy for the State’s financial wealth
in the Government Pension Fund is broad diversi-
fication of risk. This is primarily achieved through
the investments in the GPFG, since the GPFN
accounts only for about 2 percent of the State’s
total assets in the Government Pension Fund.
Since the GPFG also invests in the Nordic region,
a potential expansion of the GPFN’s Nordic share
would provide limited additional risk diversifica-
tion for the State. The Ministry of Finance
assumes that there are economies of scale in
closely tracking a benchmark index as is the case
for both the GPFN and the GPFG. Having two
separate funds operating in the same market
would therefore, as a general rule, be inefficient,
and might if considered in isolation result in
higher costs. Folketrygdfondet is referring to pos-
itive investment management effects from being
able to invest in the Nordic region, but such
effects are not quantified. It is uncertain to what
extent a higher share invested in the Nordic
region would have any significant impact on risk
and return in the Fund. The Ministry is proposing
to keep the Nordic share of the benchmark index
for the GPFN unchanged at 15 percent.

Folketrygdfondet is of the view that invest-
ments in unlisted equities may reduce the chal-
lenges associated with the magnitude of GPFG’s
listed equity investments in Norway, but com-
ments that this market is characterised by weak
liquidity and is unlikely to be able to absorb
enough capital to solve this issue within a reason-

able time horizon. Folketrygdfondet considers
nonetheless that an amendment to the mandate
provision governing the scope for investing in
unlisted companies could be beneficial. The Min-
istry shares this view.

The GPFN may within the current mandate be
invested in unlisted companies whose board of
directors has expressed an intention to seek list-
ing on a regulated marketplace in Norway or else-
where in the Nordic region (except Iceland).
Since this provision has been little used thus far,
the Ministry will look into whether the current
wording is appropriate, and whether the provision
may be expanded somewhat. It will for this pur-
pose be necessary to obtain additional informa-
tion on, inter alia, which other criteria than an
expressed intention to list may potentially be used
to identify companies assumed to be candidates
for listing at a later date.

Based on an overall assessment, the Ministry
concludes that the challenges of large ownership
stakes in listed Norwegian companies on Oslo
Stock Exchange should be resolved, in full or in
part, through withdrawals from the GPFN. With-
drawals may take different forms, including lump-
sum withdrawal and/or annual withdrawals. With-
drawals from the GPFN will require further analy-
sis of, among other things, authorisations and
other consequences. The analysis should include
an assessment of operational implications on the
part of Folketrygdfondet. The Ministry of Finance
will be examining the specific scope and frame-
work for such withdrawals. It is intended for addi-
tionally proposed amendments to the mandate to
be reviewed concurrently.
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