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1 Introduction

The Government Pension Fund comprises the
Government Pension Fund Global (GPFG) and
the Government Pension Fund Norway (GPFN).
The Fund has no governing bodies or employees
of its own, and is not a separate legal entity. The
GPFG and the GPFN are managed by Norges
Bank and Folketrygdfondet, respectively, under
mandates set by the Ministry of Finance.

In this report, the Ministry of Finance pres-
ents management performance and assessments
of the Government Pension Fund for 2013. Fur-
ther development of the investment strategy of
the Fund is discussed, and an account is given of
the management framework follow-up.

The idea of a savings fund

After Norway discovered oil in the North Sea in
1969, it soon became apparent that the values
involved might be significant. It was also acknowl-
edged that the revenues from the petroleum activ-
ities are not revenues in the ordinary sense, as
these are partly offset by the extraction of a non-
renewable resource. It was further acknowledged
that the revenues would fluctuate significantly
with the oil price. It was therefore important, in
order to ensure balance in the economy in the
short and the long run, to manage the spending of
the petroleum revenues of the State. The so-called
Tempo Committee (NOU 1983: 27 green paper),
chaired by Hermod Skénland, launched the idea
of establishing a petroleum fund in 1983. The pro-
posal called for the establishment of a fund that
could smooth out the spending of petroleum reve-
nues over a limited number of years. However, the
Committee had limited confidence in the ability of
the State to develop a savings fund — and not only
a stability fund. It wrote:

“The political bodies must themselves decide
whether such fund accumulation to forestall
future revenue reduction is realistic. The Com-
mittee chooses, on its part, not to apply such an
assumption.”

The idea of a government petroleum fund
matured in the 1980s. The Willoch Government
advocated the establishment of a fund in the Long-
Term Programme published in the spring of 1986,
cf. Report No. 39 (1985-86) to the Storting. The
Act relating to the Government Petroleum Fund
was enacted in 1990 on the basis of a proposition
from the Syse Government.

In the beginning, the fund structure was pre-
dominantly a bookkeeping exercise. It high-
lighted the fact that the petroleum revenues were
spent on an ongoing basis: The government petro-
leum revenues were allocated to the Fund, but the
entire amount was returned to the fiscal budget to
make up part of the non-oil deficit. In line with the
improvements in the Norwegian economy during
the 1990s, the first net allocation to the Fund was
made in May 1996, cf. figure 1.1.

The Government Pension Fund has over time
become an important financing source for govern-
ment expenditure. In the fiscal budget for 2014,
the transfer from the GPFG to cover the non-oil
deficit is estimated at NOK 139 billion. This corre-
sponds to 10 percent of total expenditure via gov-
ernment budgets. It is estimated that the impor-
tance of the Fund as a financing source for gov-
ernment expenditure will increase over the next
few years. For 2020, the expected real return on
the GPFG is estimated, on an uncertain basis, to
correspond to 8% percent of Mainland GDP. If
expenditure remains at the current level, mea-
sured as a proportion of value added in the main-
land economy, the Fund may then be financing
more than 15 percent of government expenditure.
The said proportion will however decline again in
the longer run, since the Fund will not grow in
line with the gross domestic product of the main-
land economy. The reduction in the financing con-
tribution from the GPFG is concurrent in time
with an estimated steep increase in government
expenditure, especially on pensions, health and
care.
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Figure 1.1 Historical development of the market value of the Government Pension Fund Global.

NOK billion.

Sources: Ministry of Finance and Norges Bank

Good results in 2013

The Government Pension Fund performed well in
2013. The return on the GPFG was 15.9 percent as
measured in foreign currency and the return on
the GPFN was 15.7 percent as measured in Nor-
wegian kroner, before asset management costs.
This is one of the best results over the lifetime of
the Fund. Norges Bank’s active deviations from
the benchmark index made a positive contribution
to the return on the Fund, whilst the management
at Folketrygdfondet delivered a negative excess
return. At yearend, the overall value of the Gov-
ernment Pension Fund was about NOK 5,206 bil-
lion, reflecting an increase in value of NOK 1,245
billion over the year.

Last year, the asset management costs of the
GPFG and the GPFN accounted for 0.07 percent
and 0.09 percent of average fund assets, respec-
tively. The Ministry is committed to cost-effective
management of the Government Pension Fund
over time. Comparisons with other funds show
that the asset management costs of both the
GPFG and the GPFN, measured as a portion of
assets under management, are low.

The good performance in 2013 reflects the
positive developments in global stock markets.
Stock prices appreciated over the year as the
result of, inter alia, the US Federal Reserve con-
tinuing to provide liquidity to the economy. Devel-
oped stock markets experienced a general upturn.
The return on the equity portfolio of the GPFG
was 26.3 percent. The high return was fuelled by
the developed market investments. The return on
the fixed income investments of the Fund was
about nil in 2013.

From January 1998 to December 2013, the
average annual return was 5.7 percent for the
GPFG and 7.1 percent for the GPFN, before asset
management costs. Returns have fluctuated sig-
nificantly over this 15-year period.

The average real return on the GPFG from
January 1997 to December 2013 was just below
3.9 percent, net of inflation and asset management
costs, compared to just over 3.2 percent measured
at yearend 2012. This is slightly below the 4-per-
cent real rate of return expected in the long run.
The return is nonetheless close to long-term
expectations, given normal fluctuations in average
returns over periods of 15 years.
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The return on the Fund varies signficantly
from year to year, although the recurring income
from equities, bonds and real estate in the form of
dividends, coupons and rent is more stable. At
present, the recurring income of the GPFG
amounts to around NOK 130 billion per year, or
about 3 percent of the fund capital. The recurring
income of the GPFN amounts to just over NOK 6
billion, or about 4 percent of its capital.

Accrued returns account for NOK 1,799 billion
of the overall value of NOK 5,038 billion of the
GPFG as at yearend 2013. Consequently, more
than a third of the value of the Fund is attributable
to return on the investments, as measured in
international currency. Close to 70 percent of the
achieved return is due to return on the equity
investments, whilst about 30 percent is generated
by the fixed income investments.

The return on the Government Pension Fund
has in both 2012 and 2013 been very favourable,
relative to the expected rate of return over time.
The Ministry notes that one needs to be prepared
for significant fluctuations in the value of the Fund
in coming years. Returns have fluctuated consid-
erably over the lifetime of the Fund. Over the
period 1998-2013, the annual return on the GPFG
has varied between -23 percent and 26 percent.
Corresponding fluctuations would, at current
Fund values, represent a decline in the Fund value
of about NOK 1,200 billion or an increase in value
of NOK 1,300 billion.

Established principles for the management of the
Government Pension Fund

The Sundvolden platform states that “the Govern-
ment will continue to build on the framework
established for the management of the GPFG”.

The overarching objective for the investments
is to achieve the maximum possible return, given
a moderate level of risk. This enables more wel-
fare to be financed over time via the return on the
Fund.

Asset management shall be premised on
transparency and ethical awareness. A system
for responsible investment practices has been
established, with companies that violate certain
ethical criteria being excluded from the invest-
ment universe of the Fund, including serious
human rights violations, gross corruption and
severe environmental damage. Norges Bank
integrates considerations of environmental and
social issues in the asset management, and has
divested from companies whose business model
it has considered to be unsustainable in the long

run. Such divestment takes place within the limit
for permitted deviations from the benchmark
index. The exercise of ownership rights is based
on internationally recognised principles and
standards laid down by, inter alia, the UN and
the OECD. Responsible investment is discussed
in section 4.5.

The investment strategy of the GPFG has been
developed gradually over time on the basis of
comprehensive professional assessments. Such
assessments also underpin the broad support for
the strategy of the Fund in the Storting. The long-
term investment strategy stipulates a fixed equity
portion of 60 percent. The equity portion largely
determines the risk level of the Fund. Since the
Fund has a good ability to absorb risk, the strat-
egy is not predicated on minimising the volatility
of returns. Such a strategy would generate a sig-
nificantly lower expected return over time. The
role of government bonds in the Fund is primarily
to reduce the volatility of Fund returns. Their
expected return is not high. The equity invest-
ments, which give us ownership stakes in compa-
nies worldwide, are expected to generate the main
contribution to return over time. The investments,
in equities, bonds and real estate, provide recur-
ring income in the form of dividends, interest pay-
ments and rent.

The investments are diversified across a
large number of individual equities and bonds, as
well as, more recently, a number of properties.
By diversifying the investments in a portfolio,
the overall risk will be lower than the sum of the
risk of each individual investment. The Ministry
has adopted a benchmark index for the GPFG,
which implies that the composition of invest-
ments in equities and corporate bonds adheres
to the principle of market weights, whilst the
composition of investments in government
bonds is based on the sizes of countries’ econo-
mies, as measured by gross domestic product
(GDP weights). The benchmark and the global
mandate for real estate investments contribute to
investments being diversified across countries
and regions.

Over time, most of the risk of the Fund origi-
nates from developments in general stock and
bond markets, as reflected in the benchmark
index. Norges Bank may nonetheless, in its opera-
tional asset management implementation, deviate
somewhat from the benchmarks, within certain
risk limits defined in the mandate from the Minis-
try. The contribution to the risk of the Fund from
Norges Bank’s deviations from the benchmark
index has been moderate over time.
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Section 2.1 of this report outlines the main fea-
tures of the investment strategy of the GPFG. The
investment strategy of the GPFN is discussed in
section 3.1. The governance structure of the two
parts of the Government Pension Fund is dis-
cussed in chapter 5.

Further development of the investment strategy

Good long-term management of the Government
Pension Fund is premised on widespread support
for, and confidence in, the way in which the Fund
is managed. The Ministry is therefore committed
to assessing, on a regular basis, how the manage-
ment of the Fund can be developed further. This
will be guided by the principle that any changes
made to the investment strategy shall be based on
comprehensive professional assessments and
analyses. Any material changes to the manage-
ment of the Fund are submitted to the Storting.

This year’s report discusses several themes,
including a comprehensive review of Norges
Bank’s management of the GPFG, in line with the
periodical reviews previously notified to the Stort-
ing. The provisions governing the rebalancing of
the equity portions of both the GPFG and the
GPFN are discussed. Furthermore, there is a dis-
cussion about the investments of the GPFG in oil
and gas stocks. Previous analyses are updated and
expanded in this report. Moreover, the report dis-
cusses the advice from the Strategy Council for
the Government Pension Fund Global regarding
responsible investments. A number of specific
measures are also presented in following up on
the Sundvolden declaration on investments in
emerging markets and poor countries, as well as
investments in renewable energy. Finally, there is
a discussion on addressing climate issues in the
management of the GPFG.

The investment strategy of the Government
Pension Fund is premised on the purpose of the
Fund, assumptions regarding the functioning of
the financial markets, as well as the special char-
acteristics and comparative advantages of the
Fund. The investment strategy is characterised by
seeking to exploit the long horizon of the Fund
and profiting from investments that offer risk pre-
miums over time. Other key elements are broad
diversification of the investments, responsible
investment practice, cost-effectiveness, moderate
limits for deviations from the benchmark index
and a clear governance structure.

When the Storting deliberated Report No. 10
(2009-2010) to the Storting — The Management of
the Government Pension Fund in 2009, it was pro-

posed that Norges Bank’s management of the
GPFG be examined on a regular basis. The back-
ground to this is the need for widespread support,
also for the operational implementation of the
management of the GPFG. The Ministry empha-
sises that the risk assumed by Norges Bank in its
asset management needs to be managed and com-
municated well.

The Ministry has, in line with this, commis-
sioned a review of the asset management perfor-
mance of the Bank. The Ministry has also
addressed how further delegation of asset man-
agement tasks to Norges Bank may improve the
ratio between expected return and risk. Both
Norges Bank and a group comprising three inter-
nationally recognised experts were therefore
requested to present such analyses.

Section 2.2 discusses various types of asset
management activities that may improve the ratio
between return and risk compared to that of the
benchmark index established by the Ministry. A
limit for deviations from the benchmark index
offers scope for improved diversification of the
risk in the Fund, and an expected improvement in
the ratio between risk and return. However, the
contributions will vary over time, and deviations
from the benchmark may also deliver negative
contributions to the performance of the Fund.
Thus far, the management performance of the
Bank has been good. Gross excess return cur-
rently stands at about NOK 90 billion on top of the
return on the benchmark index. The deviations
from the benchmark have over time had a moder-
ate impact on absolute risk. The Ministry does not
at present propose any changes to the limit on
deviations from the benchmark index, measured
by so-called tracking error, but will revert to this
issue in the report in the spring of 2015.

Market fluctuations will result in the equity
portion of the Fund deviating from the strategic
weight of 60 percent. A higher (or lower) equity
portion will change the return and risk character-
istics of the Fund. Rebalancing is intended to
restore the strategic weight, thus ensuring that
the risk of the Fund does not over time deviate
materially from that implied by the long-term allo-
cation across asset classes adopted for the Fund.
Rebalancing may, at the same time, exhibit certain
countercyclical properties, inasmuch as the Fund
sells assets that have appreciated in value, in rela-
tive terms, and purchases assets that have
declined in value. The rebalancing provisions are
discussed in section 2.3. It is proposed that track-
ing error upon rebalancing be excluded from the
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limit for premitted deviations from the bench-
mark.

Section 2.4 discusses return and risk in oil and
gas equities. The main policy measure for reduc-
ing the oil and gas price risk of the State is the
reallocation of wealth from oil and gas on the con-
tinental shelf to financial investments in the
GPFG. The Ministry has analysed whether there
is reason to expect that the oil price risk can be
further reduced by changing the composition of
the investments in the GPFG. No changes to the
benchmark index are proposed on the basis of
these analyses.

The Ministry is committed to that the Govern-
ment Pension Fund shall be managed in a respon-
sible manner. Considerable experience has been
gained in this area in the last decade, and the
responsible investment strategy has been devel-
oped over time. The ethical guidelines were intro-
duced in 2004. The guidelines were evaluated in
2009. 2010 saw the establishment of a new respon-
sible investment mandate for Norges Bank and
new guidelines on the observation and exclusion
of companies in which the Fund may invest.

It is the ambition of the Ministry that all
aspects of the management of the Government
Pension Fund shall be in line with best practice
internationally. In January 2013, the Ministry
therefore requested the Strategy Council for the
GPFG to assess how the collective resources and
competencies of the Ministry of Finance, the
Council on Ethics and Norges Bank can best be
utilised to further strengthen responsible invest-
ment in the GPFG.

The report of the Strategy Council was submit-
ted in November 2013 and has been circulated for
public consultation. Section 2.5 discusses the rec-
ommendations of the Strategy Council, the con-
sultative comments received and the follow-up of
the Ministry. In this White Paper the Ministry
announces a number of changes that will, in the
view of the Ministry, strengthen responsible
investment. Among the proposed measures are
the integration of all the responsible investment
tools in Norges Bank.

Section 2.6 of this report discusses the follow-
up of the statements in the Sundvolden platform,
in which it is declared that:

“The Government will establish an investment
programme within the GPFG, with manage-
ment requirements of the same scope as for the
other investments made under the GPFG, but
with the aim of investing in sustainable enter-
prises and projects in less affluent countries

and emerging markets. Furthermore, the Gov-
ernment will consider drawing up a separate
mandate in the field of renewable energy, with
management requirements of the same scope
as for other investments made by the GPFG.”

In the report, the Ministry proposes, inter alia,
that the mandate given to Norges Bank be
amended such as to expand the investments in
renewable energy.

Previous assessments have concluded that the
active ownership and advocacy vis-a-vis coal and
petroleum companies will be a more effective
strategy for addressing climate issues and effect-
ing changes than to exclude companies from the
Fund. The report outlines the follow-up of the
request from the Storting for the appointment of
an expert group to examine whether these conclu-
sions remain viable, as well as shed light on the
implications of climate change for the GPFG in
general.

Transparent management and a strategy with
widespread support

Widespread support for the main principles
underpinning the management of the Govern-
ment Pension Fund makes an important contribu-
tion to enabling us to adhere to the long-term
strategy, even during times of market volatility.
Good long-term management is necessary to
ensure that the revenues from the petroleum
resources will benefit both future and current
generations.

The Ministry emphasises that the risk in the
management of the Fund must be managed, con-
trolled and communicated in a clear and effective
manner. Nonetheless, experience shows that it is
challenging to uncover all types of risk in advance.
Section 4.4 addresses verifications of return data
and independent assessments of frameworks and
processes for the management and control of risk.

Transparency is a prerequisite for securing
widespread confidence in the management of the
Government Pension Fund. The Ministry seeks to
facilitate a broad-based debate on important
aspects of the investment strategy of the Fund.
Material changes to the strategy are submitted to
the Storting. A thorough decision-making process
is one of the strengths of the investment strategy.

Alongside the ongoing reporting of Norges
Bank and Folketrygdfondet, this report is
intended to contribute to transparency and broad-
based debate concerning the management of the
Fund.
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2 The investment strategy of the Government Pension Fund
Global

2.1 The background to the investment
strategy

2.1.1

The Government Pension Fund comprises the
Government Pension Fund Global (GPFG) and
the Government Pension Fund Norway (GPFN).
Operational management of the two parts of the
Government Pension Fund is carried out by
Norges Bank and Folketrygdfondet, respectively,
and is governed by mandates laid down by the
Ministry of Finance. The mandates define the
long-term investment strategy of the Fund. This
chapter discusses the investment strategy of the
GPFG. The investment strategy of the GPFN is
discussed in chapter 3.

The purpose of the GPFG is to facilitate gov-
ernment savings to finance pension expenditure
under the national insurance scheme and support
long-term considerations in the spending of gov-
ernment petroleum revenues. This is stipulated in
the the Government Pension Fund Act. Sound
long-term management of the Government Pen-
sion Fund contributes to ensuring that the petro-
leum wealth will benefit all generations.

Government revenues from the petroleum
activities are transferred to the GPFG. This rep-
resents a fairly swift reallocation of wealth. In
2000, the value of expected future revenues from
the petroleum sector was close to four times value
added in the mainland economy. In 2030, it is
expected to be about 50 percent of mainland GDP.
Over the same period, the GPFG is expected to
expand from about 30 percent of the mainland
economy to about 240 percent.

The objective of the investments in the GPFG
is to maximise the international purchasing power
of the capital over time, given a moderate level of
risk. The mandate of Norges Bank stipulates,
inter alia, an upper limit on the Bank’s deviations
from the benchmark index defined by the Minis-
try. The benchmark index provides a detailed
description of how the Fund shall, as a main rule,
be invested, down to allocations across individual

Purpose and characteristics

companies and bonds. The overall risk in the
Fund is predominantly determined by the strate-
gic allocations for equities, bonds and real estate
in the benchmark index of the Fund.

The Fund shall, within its role of financial
investor, pursue a responsible investment practice
that promotes corporate governance and takes
environmental and social considerations into
account. The Ministry has adopted a set of ethical
criteria for the exclusion of companies based on
their activities. The criteria are based on a com-
prehensive review of overlapping consensus in
the Norwegian population and recognised inter-
national standards.

By diversifying the investments of the Fund
across equities, bonds and real estate in a global
portfolio, the Fund earns recurring income in the
form of dividends from companies, interest pay-
ments from bond issuers, as well as rent from prop-
erties. By holding a portion of companies world-
wide, the Fund can over time reap a return close to
the overall return in global capital markets.

The expenses of the Fund are in the form of
transfers to the fiscal budget to cover the non-oil
budget deficit. The transfers from the Fund are
determined by the fiscal policy guideline — which
calls for the spending of petroleum revenues over
time to correspond to the expected real return on
the Fund, estimated at 4 percent.

With a responsible fiscal policy and the inflow
of petroleum revenues expected to continue, it is
anticipated that the Fund will continue to grow.
The Fund has a very long time horizon. Its special
characteristics are of relevance to its investment
strategy. Many other funds may risk that return
fluctuations result in the owner effecting large
withdrawals, but such is unlikely to be the case
with the Government Pension Fund. This means
that the Fund has a high ability to absorb risk.
The ability to withstand major fluctuations in the
value of the Fund in the short and medium run
facilitates commitment to an investment strategy
that delivers a higher expected return over time.

The management of the petroleum revenues
and the GPFG are characterised by a high degree
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Well-functioning markets

The investment strategy of the GPFG is based
on the premise that the financial markets are
largely well-functioning (efficient) in the sense
that any new information in the public domain is
quickly reflected in financial asset prices.

Risk premiums

The risk associated with developments in the
overall stock market is often labelled market
risk. Investors who are willing to accept market
risk expect to get paid in the form of a higher
return than the return on more secure invest-
ments. The expected excess return is called the
stock market risk premium. The market risk
premium is the key risk premium for equities.

A number of equity return patterns have
been uncovered over time. Research shows that
several properties of equities appear to affect
developments in their value over time. It is com-
mon to look at properties like wvalue, size,
momentum, liquidity and volatility. These prop-
erties have turned out to contribute to the expla-
nation of historical returns on a broad range of
equities and therefore tend to be called system-
atic risk factors. See the discussion in Report
No. 27 (2012-2013) to the Storting — The Man-
agement of the Government Pension Fund in
2012.

Economies of scale

The size of the Fund is expected to give rise to
economies of scale in asset management. All
else being equal, asset management costs mea-
sured as a portion of the fund capital will be

Box 2.1 Assumptions regarding the functioning of the markets

lower for a large fund than for a small fund.
Economies of scale also facilitate the develop-
ment of expertise in all aspects of asset manage-
ment, which will be of benefit if the investments
of the Fund are eventually expanded to include
new markets, countries and financial instru-
ments.

Size limitations

A large fund may find it difficult to expand the
scale of its positions in small asset classes, as
well as certain investment strategies. The impli-
cation is that certain strategies are not viable for
the Fund. It may also be more challenging for a
large fund to change course within a short space
of time.

Principal-agent problems

There is not always a complete concurrence of
interests between the person for whom an
assignment is performed (the principal) and the
person who performs such assignment (the
agent). In situations characterised by informa-
tion asymmetries, the agent may make choices
that are not necessarily in the interest of the
principal. In the capital markets, principal-agent
problems may generally arise both between cap-
ital owners and asset managers, as well as
between asset managers and the managers of
the companies in which they invest. Active own-
ership in accordance with recognised corporate
governance principles may serve to reduce prin-
cipal-agent problems by narrowing the gap
between the interests of a company and its own-
ers.

of transparency. This is a prerequisite for wide-
spread support for the fund concept and for good
long-term management.

It is the ambition of the Government that the
Government Pension Fund shall be the best man-
aged fund in the world. Such an ambition implies
the identification of best practice internationally in
all aspects of the management and the adoption of
said practice.

2.1.2 Main features of the investment
strategy

The development of the investment strategy of the
GPFG is premised on seeking to maximise the
international purchasing power of the fund assets,
given a moderate level of risk. The strategy is
based on assessments of expected return and risk
in the long run and is derived from the purpose of
the Fund, the special characteristics of the Fund,
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the strengths of the asset manager, as well as
assumptions regarding the functioning of the
financial markets. The main features of the invest-
ment strategy are discussed below. Some key
assumptions regarding the functioning of the mar-
kets are discussed in box 2.1.

The longterm investment strategy of the
GPFG stipulates a fixed equity portion of 60 per-
cent. The fixed income portion may be no less
than 35 percent and the real estate portion no
more than 5 percent. This allocation is reflected in
the strategic benchmark index of the Fund, which
forms part of the management mandate from the
Ministry to Norges Bank. The mandate is availa-
ble on the Ministry website (www.govern-
ment.no/gpf).

The investment strategy is based on the prem-
ise that one needs to assume risk in order to
achieve a satisfactory expected return over time.
This expected additional return is called a 7isk pre-
mium. Equities are, for example, more risky than
bonds. Investors will expect compensation for this
in the form of a higher expected return on equity
investments. The magnitude of such expected addi-
tional return, or equity premium, is uncertain, and
the additional realised return will vary over time.

The choice of equity portion is the one deci-
sion with the main impact on the overall risk in
the Fund. Other risk premiums are, inter alia,
related to the maturity of bonds (term premium)
and the risk that the borrower defaults on its obli-
gations (credit risk). Operational risk is another
type of risk; the risk of loss as the result of inade-
quate or deficient internal processes or systems,
human error or external events. Operational risk
needs to be weighed against investment risk
within the relevant limits stipulated in the man-
date and by Norges Bank.

When investments are diversified in a portfolio of
investments, the overall risk may become lower
than the sum of the risk of each individual invest-
ment. The investments of the Fund have been
diversified across several asset classes over time,
and the Fund is currently invested in equities,
bonds and real estate. Furthermore, the equity and
bond investments of the Fund are diversified
across markets in many countries. Moreover, in
each market the investments are diversified across
a number of individual companies and issuers.

The GPFG holds long-term investments. The
equity investments are expected to contribute
substantially to the return over time. They do, at
the same time, result in increased fluctuations in
fund performance. The Fund has a high ability to
absorb risk, thus enabling it to adhere to a long-

term strategy despite considerable fluctuations in
returns from year to year. Besides, the GPFG is
exploiting its long investment horizon by invest-
ing in assets that are expected to generate excess
return because these may, for short or long peri-
ods of time, be less liquid.

The Fund shall pursue a responsible investment
practice. It is assumed that sustainable develop-
ment in economic, environmental and social
terms, as well as well-functioning, legitimate and
efficient markets, supports the long-term perfor-
mance of the Fund. Weight has also been attached
to using the available responsible investment tools
in a coordinated, predictable and consistent man-
ner. The role of the Fund as a responsible investor
is discussed in sections 2.5 and 4.5.

The mandate stipulated for Norges Bank
requires the Bank to seek to maximise the return
net of costs. This is consistent with the stated aim
of exploiting economies of scale in asset manage-
ment. Comparisons with other large funds show
that Norges Bank’s management costs are low.
Over time, management costs as a proportion of
the fund capital have declined, cf. the discussion
in section 4.1.

The mandate for the GPFG defines an asset
management framework in the form of equity and
fixed income benchmark indices. The risk in the
Fund is principally the result of developments in
these benchmark indices over time. Hence, fluctu-
ations in the return on the Fund are predomi-
nantly determined by general market develop-
ments. At the same time, the mandate of Norges
Bank also specifies the scope for moderate
deviations from the benchmark indices. See section
2.2 for a review of Norges Bank’s management of
the GPFG.

The management of the GPFG is premised on a
clear governance structure, in which the Storting,
the Ministry of Finance, the Executive Board of
Norges Bank, as well as internal and external asset
managers all have different roles and responsibili-
ties. Duties and authorisations are delegated down-
wards through the system, whilst reports on
results are passed upwards, cf. chapter 5.

2.2 Review of Norges Bank’s
management

2.2.1 Introduction

The Ministry announced, in Report No. 10 (2009—
2010) to the Storting — The Management of the
Government Pension Fund in 2009, that it intends
to assess Norges Bank’s management of the
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GPFG on a regular basis. The report emphasised
that the estimated future returns resulting from
the Bank’s active deviations from the benchmark
index are uncertain. It was noted, moreover, that
the limit for deviations from the benchmark index
over time needs to be considered on the basis of
the performance track record. One prerequisite
for continuing to give Norges Bank scope for devi-
ations from the benchmark index is comprehen-
sive assessments of the Bank’s management on a
regular basis. It was stated that the resulting con-
clusion may be an upwards or downwards adjust-
ment to the limits for deviations from the bench-
mark index. It was emphasised that it was import-
ant to examine whether gross excess return con-
tinued to be representative of the value added in
Norges Bank’s asset management. Another issue
mentioned as worthy of attention is whether
Norges Bank exploits potential interactions
between its active ownership activities and its
investment activities.

The Ministry has, in line with this, commis-
sioned a review of the Bank’s management of the
GPFG, cf. the discussion in the National Budget
for 2014. The purpose is to address how further
delegation of asset management duties by way of
limits to deviations from the benchmark index
adopted by the Ministry of Finance, can be
expected to improve the ratio between risk and
return. An assessment of the performance
achieved over the history of the Fund thus far is
an integral part of this.

The Ministry has requested Norges Bank to
submit its own analyses and assessments of the
implementation of the management of the GPFG,
as well as to examine whether the current man-
agement framework is appropriately designed and
tailored to the asset management strategies in
actual use.

Moreover, the Ministry has requested a group
comprising three internationally recognised
experts (Professor Andrew Ang of Columbia Busi-
ness School, Professor Michael Brandt of Fuqua
School of Business, Duke University, and David
Denison, former President and CEO of the Can-
ada Pension Plan Investment Board, CPPIB) to
analyse the asset management performance of
Norges Bank. The group has also examined how
further delegation of management tasks to the
Bank can be expected to improve the ratio
between risk and return compared to the bench-
mark index adopted by the Ministry.

Section 4.4 of this report discusses an indepen-
dent review conducted by the Supervisory Coun-
cil of Norges Bank, with the assistance of the

Bank’s auditor, of the risk management and com-
pliance framework for the Bank’s active manage-
ment.

2.2.2 Background

Experience illustrates that widespread support for
the operational implementation of the manage-
ment of the GPFG is also needed. The Ministry
emphasises that the risk assumed by the Bank in
its asset management needs to be managed and
communicated in a clear and sound manner.

Norges Bank’s management of the GPFG was
last examined in 2009. This included analyses and
assessments from Professors Andrew Ang, Wil-
liam Goetzmann and Stephen Schaefer. The analy-
ses showed that the volatility of returns on the
Fund could be almost fully explained by the fluctu-
ations in the return on the benchmark index,
although Norges Bank’s management had none-
theless contributed to improving the performance
of the Fund. They also showed that a considerable
portion of the overall return achieved for the Fund
by the Bank could retrospectively be explained by
exposure to so-called systematic risk factors. Sys-
tematic risk factor is a common term for various
return patterns in the equity or fixed income port-
folio. One example of such a factor is “value”,
which reflects the observation that companies
with low valuations have over time delivered
higher returns than companies with high valua-
tions.

The Ministry noted, in Report No. 10 (2009-
2010) to the Storting, a number of considerations
suggesting that some scope for deviations from
the benchmark index is needed, including, inter
alia, that Norges Bank should have the freedom to
exploit weaknesses in the benchmark index and
that the special characteristics of the Fund offer a
potential for excess returns over time. These
assessments were endorsed by a majority of the
members of the Standing Committee on Finance
and Economic Affairs, cf. Recommendation No.
373 (2009-2010) to the Storting.

In Report No. 10 (2009-2010) to the Storting,
the Ministry decided, at the same time, to change
the limit for permitted deviations from the bench-
mark index; the so-called expected tracking error.
The upper permitted limit of 1.5 percent in the
mandate was changed such as to require Norges
Bank to organise asset management with a view to
keeping the expected tracking error within 1 per-
cent. It was stipulated that the expected tracking
error could in extraordinary circumstances
exceed the 1-percent limit. The method for calcu-
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lation of tracking error was also changed to make
the expected tracking error more responsive to
changes in the active positions of the Bank, and
less responsive to whether the markets in general
are experiencing a period of high or low return
volatility. These changes may, generally speaking,
reduce the need for keeping well below the upper
limit. The report noted that when the upper limit
on tracking error was made less absolute, it was
also appropriate to reduce the limit on expected
tracking error. It was noted, moreover, that the
decisive factor in determining the scope for active
management is the overall restrictions on the risk
in active management. It was therefore an import-
ant change that the Ministry required the Execu-
tive Board of Norges Bank to stipulate a number
of supplementary risk targets in addition to
expected tracking error, including limits on over-
lap between the actual portfolio of the Fund and
the benchmark index, credit risk, liquidity risk,
counterparty exposure, leverage, etc. The
changes implied, inter alia, that the Bank could
not use leveraging to increase the risk of the Fund
in the same way as before. These changes to the
framework governing the risk of the Fund were
based, inter alia, on limits already adopted by the
Bank in its internal regulations, cf. Report No. 10
(2009-2010) to the Storting.

Report No. 10 (2009-2010) to the Storting also
outlined a number of measures implemented to
strengthen control and supervision of the man-
agement of the GPFG. The supervision function
of the Supervisory Council of Norges Bank was
reinforced. New audit arrangements were intro-
duced for Norges Bank, and new regulations on
risk management and internal control in the Bank
were enacted, together with new regulations on
annual financial statements, etc. The Ministry also
adopted a new Mandate for the Management of
the GPFG. A majority of the members of the
Standing Committee on Finance and Economic
Affairs noted, in connection with the Storting’s
deliberation of Report No. 10 (2009-2010) to the
Storting, that the amendments made to the man-
date of Norges Bank and the measures to
strengthen the control and supervision of asset
management are targeted measures intended to
limit the risk in active management.

In recent years, the Ministry has, against the
background of the evaluation in 2009 and the rec-
ommendations from, inter alia, Professors Ang,
Goetzmann and Schaefer, analysed and examined
various aspects of the strategy of the Fund. It has
examined, inter alia, whether the Fund can
improve the ratio between risk and return by tilt-

ing the composition of the equity portfolio
towards systematic risk factors, as well as what
decisions should be delegated to the asset man-
ager.

Report No. 17 (2011-2012) to the Storting -
The Management of the Government Pension
Fund in 2011, discussed the changes to the fixed
income benchmark index implemented in 2012.
The Ministry noted that the use of market
weights implies that the countries with the largest
debts carry the most weight in the benchmark
index. It was observed that the size of a country’s
economy, measured by its gross domestic product
(GDP), provides a better measure of sovereign
ability to pay. Hence, the fixed income benchmark
index was changed to weigh the government
bonds of the various countries on the basis of the
GDP of such countries. It was noted, at the same
time, that the size of a country’s economy is not a
precise measure of the ability or willingness to
repay sovereign debt. The Ministry concluded
that the mandate of Norges Bank shall require the
management of government bonds to take differ-
ences in fiscal strength into account. Since fiscal
strength cannot be measured precisely, Norges
Bank is best placed to make such adjustments.

Moreover, last year’s report discussed an anal-
ysis commissioned by the Ministry from the
index and analytics provider MSCI. The said anal-
ysis examined the effects of tilting the composi-
tion of large equity portfolios towards various sys-
tematic risk factors like value, size, momentum,
liquidity and low volatility by way of simple rule-
based strategies, cf. Report No. 27 (2012-2013) to
the Storting — The Management of the Govern-
ment Pension Fund in 2012. The Ministry con-
cluded that any exploitation of systematic risk fac-
tors in asset management should take place within
the scope of Norges Bank’s management frame-
work. The Ministry noted that the Bank may
design factor strategies based on the characteris-
tics and advantages of the Fund, including the
long time horizon and size of the Fund, and that
the design of such strategies forms an important
part of the management mission of the Bank. In
its deliberation of the report, the Standing Com-
mittee on Finance and Economic Affairs unani-
mously endorsed the delegation of this type of
decision to Norges Bank, cf. Recommendation
No. 424 (2012-2013) to the Storting:

“The Committee notes the Ministry of
Finance’s assessments regarding systematic
risk factors in the equity portfolio. The Minis-
try concludes that “tilts towards systematic
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risk factors in the equity portfolio [are] best
achieved as part of the operational manage-
ment, rather than through a change in the
Fund’s benchmark index”. The Committee
agrees with the assessment of the Ministry and
notes that Norges Bank has chosen to intro-
duce an operational reference portfolio for
equities that implies, inter alia, a certain degree
of tilt towards the risk factors value and size.”

Besides, the Ministry has noted in previous
reports that indices from leading index providers
are more tailored to the average investor than to
an investor with the special characteristics of the
GPFG, such as a long time horizon and a limited
liquidity need, cf. box 2.2. As noted by the Minis-
try in Report No. 10 (2009-2010) to the Storting,
some scope for deviation from the benchmark
index adopted by the Ministry of Finance is
needed to enable Norges Bank to exploit these
weaknesses and ensure cost-effective adaptation
to the index. There has been broad political
support for these assessments, cf. above.

2.2.3 The analyses and assessments of
Norges Bank

Norges Bank has, in a letter of 13 December 2013,
forwarded four reports in which the Bank dis-
cusses performance and risk in the management
of the GPFG, experience from the real estate
investments, experience from the environment-
related mandates and an evaluation of the strate-
gic plan for the period 2011-2013. Furthermore,
Norges Bank has in a letter of 31 January 2014
submitted advice concerning the future manage-
ment framework for the GPFG. The letters from
Norges Bank are enclosed as appendices 3 and 4
to this report. In a letter of 12 March 2014, Norges
Bank submitted updated reports based on final
results for 2013. The letter and the four reports
are published on the Ministry’s website
(www.government.no/gpf).

Management performance and risk

The Bank has analysed risk and return over the
period from January 1998 to December 2013, with
an emphasis on the last five years. The analyses
show that the average annual nominal return on
the Fund over the said period was 5.70 percent, of
which achieved excess return represents 0.31 per-
centage points. The average nominal return on
the Fund over the last five years was 12.04 per-
cent, whilst the achieved excess return was 1.16

percentage points. The figures are not adjusted
for asset management costs. The Bank notes that
asset management has contributed to an
improved ratio between risk and return, relative
to the benchmark index. The analyses show that
there is some degree of correlation between the
achieved excess return and the return on various
systematic risk factors, for example volatility and
credit. For the entire period as a whole, the sys-
tematic factors retrospectively explain 37 percent
of the fluctuations in the achieved excess return.
The Bank finds it difficult to draw any clear con-
clusions from these analyses because the correla-
tion varies considerably over time.

Norges Bank has also examined whether
gross excess return remains a good measure of
the results from the Bank’s active deviations from
the benchmark index, i.e. whether it adequately
expresses the excess return compared to a man-
agement scenario in which the index is replicated
exactly, net of all costs. Such return difference
may be termed net value added. The most com-
mon measure is nonetheless the difference
between the gross return on the Fund (return
before asset management costs) and the return
on the benchmark index. This may be termed
gross excess return. Whilst gross excess return
can be obtained from the annual reports of the
Fund, net value added needs to be estimated,
since this involves comparing actual returns with
theoretical index replication. In order to estimate
net value added one would, inter alia, have to take
into account the transaction costs incurred in the
actual portfolio when phasing in new capital and
adapting to changes in the benchmark index, the
income earned by the Fund from security lending,
as well as the fact that index replication generally
involves lower asset management costs. Since
estimated index replication income and costs are
based on a considerable element of discretionary
assessment, the estimated net value added will
also be subject to uncertainty. Norges Bank’s cal-
culations confirm that gross excess return
appears to remain a robust approach to the mea-
surement of value added in asset management.

Experience with the management of the real estate
portfolio

The Bank notes that the Ministry decided in 2010
that up to 5 percent of the GPFG shall be invested
in real estate. In 2011, the Bank implemented the
first unlisted real estate investments, and at year-
end 2013 the real estate investments accounted
for 1.0 percent of the overall investments of the
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The Ministry of Finance has in previous reports
to the Storting explained that indices from lead-
ing index providers like FTSE, MSCI, Barclays,
etc., generally suffer from a number of weak-
nesses as a result of the way in which these indi-
ces are composed, cf. Report No. 10 (2009-
2010) to the Storting and Report No. 17 (2011-
2012) to the Storting. Indices are designed to
meet a number of requirements, including, inter
alia, to represent the investment opportunities
in a specific market from the perspective of the
average or typical investor. This implies that the
index needs to be constructed such as to ensure
a broad diversification of risk, but also such as to
include securities that are liquid, thus making
the index investable or replicable. Consequently,
the criteria determining what equities or bonds
to include in indices are laid down in compre-
hensive regulations adopted by index providers.

The criteria selected differ somewhat between

index providers. This implies, for example, that

two equity indices for the same region will not
necessarily include the same equities with the
same weighting between such equities. There
may also be differences in terms of which coun-
tries or markets are included in the indices.!

For an investor with the special characteris-
tics of the GPFG, it may be appropriate to devi-
ate from a strict adherence to the index in order
to ensure efficient asset management implemen-
tation. Examples of such deviations are:

— Academic studies show that security prices
are influenced by large transactions. There
is, for example, a tendency for equities
adopted for inclusion in an index to increase
in price on the day of such inclusion because
many large investors are simultaneously
acquiring the relevant equities. This indi-
cates that there will be costs associated with
rigid replication of the benchmark index on
the part of the GPFG. Such costs can be
avoided by deviating from the index weight-
ing. Moreover, it may be preferable for the
Fund to retain credit bonds that are down-
graded, rather than to automatically sell
bonds when these are removed from the
benchmark index. Correspondingly, it may

Box 2.2 Index weaknesses

be appropriate to refrain from buying
upgraded securities.

— Itis not always possible, or desirable, to hold
all securities included in the fixed income
benchmark index. The Fund is large and the
liquidity of individual securities may vary
over time. Norges Bank may therefore opt for
putting together a portfolio with approxi-
mately the same properties as the bench-
mark index, instead of acquiring all of the
securities included in the index.

— Benchmark index weights do not reflect any
other borrowings of a bond issuer. This
means that an index weight is not necessarily
representative of the overall liabilities of an
issuer. A passive asset manager will in princi-
ple have to accept the index weights. An asset
manager that can deviate from the index may
refrain from investing in the bonds of an
issuer, or invest less than suggested by its
index weight, based on an assessment of the
overall liabilities of such an issuer.

— When rebalancing the equity portion it is
operationally straightforward to trade entire
equity portfolios via so-called programme
trades. In the fixed income portfolio, how-
ever, one must to a larger extent rely on sell-
ing and purchasing individual securities as
the result of many fixed income securities
being less liquid. Hence, deviations from the
fixed income reference portfolio as the result
of rebalancing may exceed the deviations
from the equity reference portfolio.

— An asset manager conforming strictly to the
index will, for example, incur high transac-
tion costs when there are frequent changes
to the fixed income index. Moreover, an asset
manager that is not permitted to deviate from
the index must in principle divest a bond
when its term to maturity is less than one
year.

1 By way of illustration, Ang, Brandt and Denison have in
their report calculated that the difference between a glo-
bal index from the index providers FTSE and MSCI may
represent a tracking error of about 0.5 percentage points,
although both indices are aiming to capture developments
in global stock markets.
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Fund, with a value of NOK 52 billion. The average
annual return achieved since inception of the real
estate investments in 2011 until yearend 2013 was
4.6 percent, measured as time-weighted annual
rate of return. The report from Norges Bank pro-
vides a comprehensive overview of the invest-
ments and the Bank’s organisation of these activi-
ties, including the governance model and com-
pany structures. The Bank notes in the report that
investments in unlisted real estate differ signifi-
cantly from investments in listed equities and
bonds. The strategy of the Bank in the introduc-
tory phase was to invest in properties in the core
markets, first in Europe and thereafter in the US.
The Bank has focused on investing alongside local
partners via so-called joint ventures. It is noted
that such partners have local market knowledge
and that they are currently responsible for the
operation of the properties. Internally at Norges
Bank, there has been a commitment to making
investment decisions within a structure based on
the delegation of powers. Moreover, the Bank has
focused on establishing an investment organisa-
tion for real estate that is similar to how the other
parts of asset management are organised, rather
than on establishing an organisation that follows
up on external management mandates. All the
unlisted real estate investments of the Fund have
been implemented via subsidiaries of Norges
Bank. The Bank has been committed to allowing
plenty of time for the phase-in of real estate into
the Fund, and believes that the implementation
has been characterised by the prudent develop-
ment of resources, systems and frameworks.

Experience from the environment-related mandates

In its letter of 13 December 2013, Norges Bank
notes that the Ministry decided to establish a spe-
cific programme for environment-related man-
dates in connection with the evaluation of the ethi-
cal guidelines in 2008-2009. Since 2009, the Bank
has allocated internal and external management
mandates that are specifically focused on environ-
ment-related investments. These investments are
subject to the same profitability requirements as
the other investments of the Fund. The report
from Norges Bank notes that the Bank has thus
far chosen to concentrate the investments on equi-
ties in listed companies. It is noted that the invest-
ment universe for this type of mandate is complex,
and that environment-related companies can be
found in a number of industries, each of which
may have very different characteristics. The Bank
therefore notes that such investments involve a

number of definition problems. The risk in this
part of the market relates, according to Norges
Bank, especially to swift technological develop-
ment, rapid inflow of new market players and
unpredictable framework conditions. The period
since the establishment of the environment-
related mandates has overlapped with a global
financial crisis. The Bank notes that the crisis con-
tributed to increased volatility in this part of the
market, and had a negative impact on investors’
appetite for risk. Norges Bank notes that this mar-
ket segment is relatively small, but is of the view
that the Bank can handle the current volume of
investments in environment-related mandates. It
is stated that the overall return on the environ-
ment-related mandates of the Fund was 13 per-
cent over the period 2009-2013, whilst general
stock market returns, as measured by the equity
benchmark index of the Fund, was 54.1 percent
over the same period. The Bank is of the view that
environment-related investments are well suited
for active management, although these have not
contributed to the healthy return on the Fund
over the period 2009-2013.

Evaluation of the strategic plan for 2011-2013

Norges Bank notes that the strategic plan for the
period 2011-2013 was adopted by the Executive
Board on 15 December 2010 and forwarded to the
Ministry for information, in compliance with the
requirements in the mandate. The main objectives
for the period were the implementation of an
investment strategy premised on the special char-
acteristics of the Fund, simplification of the organ-
isational and technological infrastructure and
strengthening of the investment culture at the
Bank. The Bank’s report shows that the organisa-
tion has been changed to focus more on high
returns in the long run. Moreover, Norges Bank
has simplified the portfolio structure and techno-
logical infrastructure, and also reduced the num-
ber of external service providers. This has,
according to Norges Bank, resulted in lower man-
agement costs. The Bank has also strengthened
its investment culture through better and more
focused investment analysis. Public reporting on
the management of the Fund has also been
strengthened.

Interaction between active ownership and active
management

Norges Bank notes that it is using a number of
responsible investment tools. It promotes inter-
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national principles and standards, expresses
expectations as owner and exercises ownership
rights through voting and engagement with com-
panies. Corporate governance, environmental
and social considerations are integrated in the
investment process and in risk management. The
Bank notes that this may result in portfolio adap-
tations, such as decisions to divest, or to refrain
from acquiring, certain securities. The Bank
believes that there are interactions between the
various ownership tools and the investment activ-
ities in general.

The active ownership involves the analysis
and accumulation of knowledge about matters
that may be of relevance to the long-term returns
of companies. It is noted that corporate gover-
nance, environmental and social considerations
can have an impact on investment returns and
risks. The Bank is of the view that the anticipated
benefits from divestment of companies should be
weighed against the interest in being invested in
a large number of companies. It is noted that
large-scale divestment may impose costs on the
Fund in the form of a lower degree of risk diver-
sification.

The Bank also notes that knowledge accumu-
lated as a basis for investment decisions may ben-
efit active ownership. Norges Bank meets repre-
sentatives of the companies in which the Fund is
invested, on a regular basis, through its invest-
ment activities. The Bank notes that this forms
the basis for a good dialogue on ownership issues.
Moreover, the Bank accumulates, through the
investment activities, knowledge about many of
the companies in which the Fund is invested.
Such knowledge contributes to ensuring that its
active ownership activities are relevant and pre-
mised on a comprehensive understanding of indi-
vidual companies and issues. This may, according
to the Bank, improve the scope for positive results
from active ownership.

In prioritising its ownership activities, the
Bank takes the composition of the Fund into
account. The Bank has experienced that it is espe-
cially important to consider active ownership and
investment decisions in the context of each other
in companies where the Fund is a major owner.
The Bank also takes into account whether an
issue can be said to be of material importance at
the company level, and whether it may have an
impact on the valuation of the company. The Bank
is of the view that the dialogue with companies
becomes more consistent when active ownership
is considered in the context of investment deci-
sions.

Advice on the management framework

In a letter of 31 January 2014, Norges Bank has
submitted advice relating to the GPFG manage-
ment framework, including the limit for deviations
from the benchmark index adopted by the Minis-
try. Norges Bank is proposing a number of adjust-
ments to the mandate for the GPFG, including
that the Bank should be given somewhat more
freedom of action in its implementation of the
management mission by way of the responsibility
for laying down detailed provisions being, to a
larger extent, delegated to the Bank. The Bank
believes, inter alia, that requirements for the
assessment of credit risk in the fixed income port-
folio and for establishing appropriate limits for
this type of risk should be the responsibility of
Norges Bank. Moreover, the Bank proposes a
number of simplifications and a new structure for
the mandate. The Bank notes that the risk man-
agement measure expected tracking error suffers
a number of weaknesses as a management param-
eter for risk taking in the implementation of opera-
tional asset management. The Bank believes that
one should in the longer run consider whether to
instead base the management of the Fund on a
measure of absolute risk. If the risk measure for
the management of the Fund shall continue to be
based on a limit on expected tracking error, the
Bank is of the view that such limit should be
increased from the current limit of 1 percent to 2
percent.

Norges Bank notes that several provisions in
the investment mandate of the Bank have been
amended in recent years in a way suggesting that
there may be a need for increasing the limit on
deviations from the benchmark index. The most
important of these are the rule on how to rebal-
ance the equity portion, the requirement for tak-
ing differences in fiscal strength between coun-
tries into account in determining the composition
of the government bond investments and the
requirement for establishing specific environ-
ment-related investment mandates.

The Bank notes, moreover, that it has estab-
lished, through modification of the operational ref-
erence portfolio, a more tailor-made basis for its
asset management. The deviations between the
operational reference portfolio and the bench-
mark index adopted by Ministry of Finance draws
on the limit for expected tracking error. It is also
noted that asset management has in recent years
evolved towards harvesting systematic risk premi-
ums through, inter alia, modification of the opera-
tional reference portfolio. Norges Bank believes
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that the limit for expected tracking error must be
designed such as not to force the Bank to reverse
positions at a non-optimal time because it exceeds
the limit.

The real estate investments are currently
exempted from the calculation of expected track-
ing error. Norges Bank notes that if one abolishes
a fixed real estate allocation, and instead con-
strues such allocation as a deviation from a bench-
mark index comprised of equities and bonds only,
the limit for expected tracking error should be
increased.

2.2.4 Report from the expert group

The expert group presented its review of Norges
Bank’s management of the GPFG in a report of 20
January 2014. The report is published on the Min-
istry website.! The report identifies a number of
developments in the Bank’s management of the
GPFG. It mentions, in particular, that manage-
ment has been simplified in recent years, with less
use of leverage and complex financial instru-
ments, and that the discretionary element has
been reduced as the result of a lower limit on devi-
ations from the benchmark index. The experts
highlight, moreover, the Bank’s development of
internal, more tailor-made, indices for use in the
Bank’s own management; operational reference
portfolios, as very positive. The operational refer-
ence portfolios contribute to further diversifying
the risk of the Fund, and to exploiting systematic
risk factors and weaknesses in the index. The
expert group believes that there is a sound profes-
sional basis for the Fund to be engaged in such
management activities. They note, at the same
time, that this is best achieved within the scope of
operational management, rather than by the Min-
istry changing the benchmark index of the Fund.
The analyses of GPFG performance show that
risk is dominated by the benchmark index
adopted by the Ministry, and that the Bank’s devi-
ations from the benchmark index have been very
moderate. More than 99 percent of the volatility in
Fund returns can be explained by the volatility of
benchmark index returns. The statistical analyses
show that Norges Bank’s management has made
a positive contribution to the return on the Fund,
with an average annual gross excess return of just
over 0.3 percentage points. All in all, equity man-
agement has outperformed fixed income manage-
ment. The expert group has also analysed the cor-
relation between achieved excess return and the

1 www.government.no/gpf.

return on various so-called systematic risk factors.
They find that 60 percent of the fluctuations in the
excess return achieved for the period as a whole
can be explained by developments in such risk
factors. The expert group interprets the high
degree of correlation as a strength, and notes that
if the Bank’s management activities provide,
directly or indirectly, the Fund with characteris-
tics that are in line with systematic risk factors,
positive return contributions can be expected in
future as well.

In its report, the expert group notes that there
are, generally speaking, four activities that con-
tribute to value added:

— diversification of risk

— rebalancing (including less strict adaptation to
index changes)

— systematic risk factors

— selection of individual equities and bonds (tra-
ditional active management)

The Fund is engaged in all of these activities at
present. The Bank’s development of internal oper-
ational reference portfolios represents a more sys-
tematic approach to the first three types of activi-
ties.

The expert group recommends that the Fund
should report more comprehensively than at pre-
sent on the contributions from the various value
added activities to the return on the Fund. They
believe that increased transparency concerning
the various contributions to the return on the
Fund will contribute to a more robust investment
strategy. Figure 2.1 illustrates that the invest-
ments of the GPFG are based on many choices
made by the Ministry of Finance and Norges
Bank.

In its report, the expert group discusses a spe-
cific model for delegation to the asset manager
used by other large funds, including, inter alia,
CPPIB (Canada) and GIC (Singapore). It implies
that there is no fixed portion of the Fund that can
be invested in real estate and other unlisted
markets, and that it is instead delegated to the
asset manager to assess such investments, in each
individual case, against what the Fund could alter-
natively have achieved by investing in a portfolio
(for example 60/40) of listed equities and bonds.
The experts note that the advantage of such a
model is that it can be used across asset classes
and that one seeks, to a greater extent than in a
model involving fixed allocations between diffe-
rent asset classes, to exploit the comparative
advantages of the Fund. These advantages are
partly structural properties of the Fund, such as



22

Meld. St. 19 Report to the Storting (white paper)

2013-2014

The Management of the Government Pension Fund in 2013

True passive
market

Ministry of Finance

Passive

GPFG

benchmark

Weighted benchmark

Rebalanced

weighted benchmark

v

Norges Bank

|

1

1
A4
Diversification

beyond
benchmark

1
1
1
[

Operational
Reference Portfolio

o e e o e e

Secutity selection

1
1
1
H

Figure 2.1 lllustration of different types of active choices made by the Ministry of Finance and Norges

Bank
Sources: Ministry of Finance and Ang, Brandt and Denison (2014).

size and time horizon, but also those developed
over time by the asset manager as a professional,
focused organisation. The report emphasises that
the model is challenging to implement, and that a
clear and sound governance structure is a prere-
quisite. The expert group recommends that the
Fund introduce this model and believes that the
Fund is well placed to implement it in a sound
manner. The group does not address how the
model should be introduced in practice. Refe-

rence is made, in this context, to Report No. 27
(2012-2013) to the Storting, in which the Ministry
discussed real estate return objectives chosen by
other investors. The Ministry discussed analyses
comparing listed real estate equities to unlisted
real estate, and concluded that it ought to be up to
the asset manager to choose between listed and
unlisted investments in the real estate portfolio.
The expert group recommends an increase in
the scope for deviations from the benchmark
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index, as measured by expected tracking error.
They believe that a moderate increase would be
from 1 percent to 1.75 percent. They take the view
that a higher limit on deviations from the index
will contribute to improved diversification of risk,
and offer scope for exploiting systematic risk fac-
tors. The expert group believes that this will
increase the long-term return on the Fund, and
notes that the Bank has historically achieved good
management performance. The expert group also
notes that the inclusion of real estate in the calcu-
lation of expected tracking error would necessi-
tate an increase.

The expert group notes, at the same time, that
expected tracking error is designed to measure
typical deviations from the benchmark index, as
measured by standard deviation. The group notes
that standard deviation makes no distinction
between negative and positive deviations from the
index, whilst investors will typically have different
preferences between positive and negative out-
comes. Investors will typically be concerned about
the entire statistical distribution of the deviations
from the index, and they will be especially con-
cerned about negative outcomes (losses). The
expert group therefore recommends that the
Fund introduces supplementary risk measures to
capture deviations with a low probability, but
major consequences (so-called “tail risk”).

2.2.5 The Ministry’s assessment

Evaluation of operational asset management
implementation on a regular basis is of impor-
tance to the Ministry’s further development of the
strategy for the Fund. The Ministry takes the view
that any major changes to the strategy for the
management of the GPFG shall be premised on
thorough professional assessments, which also
form the basis for widespread support in the
Storting. The Ministry is committed to exploiting
the special characteristics of the Fund and its abil-
ity to absorb risk.

The purpose of the review of Norges Bank’s
management of the GPFG in this report is to dis-
cuss how further delegation of asset management
duties to Norges Bank may improve the ratio
between risk and return, within a risk level that
shall remain moderate.

The Ministry has noted that the expert group
emphasises, in its report, that the actual portfolio
of the Fund will be the result of a number of active
choices, even if there is limited scope for devia-
tions from the benchmark index. It is only
through such decisions that the composition of

the investments will be tailored to the purpose of
the Fund and its special characteristics, as well as
to the assumptions of the Ministry regarding the
functioning of the markets. Both the expert group
and Norges Bank note the need for tailoring the
composition of the actual portfolio of the Fund.
Some of these adaptations should be made by the
Ministry of Finance, and others by Norges Bank.

Index providers stipulate rules defining which
markets and companies shall be included in their
indices. Indices are, for example, rebalanced on a
regular basis as the result of companies entering
or exiting an index. Norges Bank may exploit this
by adjusting the composition of the Fund portfolio
to such ongoing changes to the indices in a more
cost-effective manner than investors that are
restricted to adhering more rigidly to the indices.
This may contribute to the Fund achieving a bet-
ter ratio between expected return and risk than
the index. The Ministry is of the view that it is
appropriate for Norges Bank to develop internal
reference portfolios that deviate from the strate-
gic benchmark index of the Ministry of Finance in
such respects.

Norges Bank may invest in markets or compa-
nies that are not included in the benchmark index.
The Bank may refrain from approving markets
that are included in the index, and may also
approve markets that are not included in the
index. This enables the asset manager to perform
a more tailored assessment as to which invest-
ments offer adequate security for the Fund,
including the safeguarding of ownership rights.
Such adaptation may in the long run contribute to
diversifying the risk of the Fund, although it may
at times have a negative impact on the return on
the Fund.

The Ministry also believes that it may be
appropriate for a long-term investor like the GPFG
to seek to influence expected return and risk by
tilting the composition of the Fund towards vari-
ous systematic risk factors. This topic was dis-
cussed in last year’s report on the Government
Pension Fund. The assessment was that such
decisions should, to the extent that systematic
risk factors are to be exploited in asset manage-
ment, be made by Norges Bank within its manage-
ment framework, cf. the discussion in Report No.
27 (2012-2013) to the Storting. The Storting
endorsed these assessments, cf. Recommendation
No. 424 (2012-2013) to the Storting.

The Ministry has noted that Norges Bank is
seeking, through its development of internal ref-
erence portfolios, to further diversify the risk of
the Fund, to exploit weaknesses in the indices, as
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well as to profit from systematic risk factors. The
Ministry has noted that the expert group is of the
view that there is a sound professional basis for
concluding that the Fund should do this. The Min-
istry has also noted the conclusion of the expert
group that such asset management activities are
best performed in an operational management
context.

The Ministry agrees with the conclusion that
there is s sound professional basis for the Bank’s
development of internal reference portfolios. The
special characteristics of the GPFG distinguish
the Fund from the average investor. Norges Bank
exploits these special characteristics and other
advantages in an attempt at achieving an
improved ratio between expected risk and return,
compared to the benchmark index. The Ministry
is of the view that it is most appropriate for this
type of decision to be delegated to the Bank. Any
deviations between the benchmark index and the
operational reference portfolios draw, at the same
time, on the limit for deviations from the bench-
mark index. The Ministry is of the view that the
limits laid down in the mandate should offer
Norges Bank some scope for evolving and imple-
menting this type of strategy. The intention is to
improve the ratio between risk and return by
exploiting the special characteristics of the Fund.
It is neither desirable, nor possible, for the Minis-
try to make all such strategic choices by changing
the benchmark index of the Fund.

The analyses of both Norges Bank and the
expert group confirm that asset management has
made a positive contribution to the return on the
Fund, whilst the deviations from the benchmark
index have been moderate. The Ministry agrees
with the conclusion that the performance
achieved in recent years is good, but also notes
that this must be considered in the context of the
recoupment in the wake of the financial crisis. The
Ministry has noted that more than 99 percent of
the fluctuations in the return on the Fund can be
explained by developments in the benchmark
index adopted by the Ministry of Finance. Hence,
the Fund is managed close to index. The Ministry
also notes that even minor return contributions
resulting from Norges Bank’s deviations from the
index will, given the size of the Fund, represent
considerable amounts over time. Historical return
data show that the average annual gross return on
the Fund exceeds that of the benchmark index by
more than 0.3 percentage points.

The statistical analyses of the expert group
show that the risk in the equity portfolio has over
time been somewhat higher than that implied by

the benchmark index, whilst the risk in the fixed
income portfolio has generally been in line with
that of the benchmark index.? There have, none-
theless, been deviations between the risk of the
GPFG and that of the benchmark index in certain
sub-periods, including, inter alia, during the finan-
cial crisis. The risk exceeding that of the bench-
mark index implies, generally speaking, that one
can normally expect somewhat higher volatility of
returns than would be implied by general market
developments.

The Ministry has noted that the Bank has
updated the calculations that form the basis for
the conclusion that gross excess return remains a
good indicator of the results of the Bank’s devia-
tions from the benchmark index. Although the
calculations are subject to uncertainty, it would
appear that gross excess return remains a robust
approach to measuring the value added from
activities that involve deviations from the bench-
mark index.

The Ministry has noted, moreover, that the
expert group recommends an increase in the limit
on deviations from the benchmark index, as mea-
sured by expected tracking error. The group
believes that a moderate increase in the limit
would be an upwards adjustment from 1 percent
to 1.75 percent

The Ministry has noted that Norges Bank is
also recommending an increase in the limit for
deviations from the benchmark index. The pro-
posal from the Bank calls for an increase from 1
percent to 2 percent in the tracking error limit,
and is based on the reasoning that a number of
changes have been made to the mandate for the
GPFG in recent years, all of which draw on the
current 1-percent limit. The Bank notes that the
limit should be sufficiently high to enable rebal-
ancings to be carried out in an effective manner. It
is also noted that the development of operational
reference portfolios will draw on the limit. The
Ministry has also noted that the Bank believes

2 The statistical analyses show that the exposure of the equ-
ity portfolio to the market; so-called beta, for the period
from January 1998 to June 2013 is estimated at 1.02. This
means that the systematic risk in the actual equity portfolio
has on average exceeded that of the “market”, as represen-
ted by the benchmark index, by 2 percent. A portfolio with
an equity composition that results in a beta in excess of 1
will on average generate a higher expected return than the
benchmark index during periods of positive price develop-
ments in the markets, with the reverse being the case
during periods of negative market developments. The ana-
lyses show that the beta of the fixed income portfolio was
1.00 over same period, which means that the risk in the
actual portfolio has on average been the same as that of the
benchmark index.
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that there is a need for sufficient freedom of
action to perform asset management in a way that
exploits the special characteristics of the Fund
and supports the overarching asset management
objective.

The Ministry agrees with the expert groups
and Norges Bank that it is appropriate for a large,
long-term investor like the GPFG to develop a
more tailor-made asset management benchmark
than those implied by the general indices from
leading index providers. The latter suffer from a
number of weaknesses that should, in the view of
the Ministry, lend themselves to exploitation by
the GPFG.

However, the Ministry has concluded, based
on an overall assessment, that further examina-
tion of the issue of the appropriate limit on devia-
tions from the benchmark index is necessary
before reaching a conclusion with regard to the
advice received. The limit, in the form of expected
tracking error, was imposed in 2009 in the wake of
the financial crisis. The Ministry is of the view
that it is appropriate to further examine the scope
of deviations from the benchmark index before
again changing the limit. Some of the strategies
that may be developed in response to a higher
limit may imply a tilting of the investments
towards systematic risk factors. Such strategies
were addressed in last year’s report, cf. section
2.2.2 of Report No. 27 (2012-2013) to the Storting.
Whether to increase the limit on deviations to
allow more scope for the said strategies comes
down to a trade-off between expected risk and
return. A higher limit may result in larger fluctua-
tions in excess returns, which fluctuations may in
some years be large. The new rebalancing rules
also imply that the scope for other deviations from
the benchmark index will, when taken in isolation,
be somewhat expanded, cf. the discussion in sec-
tion 2.3. Other advice from the expert group also
merits further examination. The group recom-
mends that real estate investments and, if applica-
ble, other wunlisted investments should be
included in the limit for deviations from the
benchmark index. Moreover, the expert group
recommends the Ministry of Finance to introduce
a limit that also expresses a maximum tolerance
for losses that will occur rarely. The Ministry will
examine these issues in more detail, together with
the limit on deviations from the benchmark index,
and aims to revert on these in the report to be
published in the spring of 2015.

2.3 Rebalancing of the equity portion

2.3.1

The long-term strategy of the Ministry of Finance
for the management of the GPFG stipulates a
fixed 60-percent allocation for equities. Market
fluctuations will result in the equity portion of the
benchmark index deviating from the said strate-
gic weight. An increase in stock prices relative to
bond prices will, for example, result in an increase
in the equity portion. A higher (or lower) equity
portion will change the return and risk character-
istics of the Fund. It is therefore important to have
arrangements for reverting the weights of the
benchmark index back to the chosen strategic
weights.

Report No. 17 (2011-2012) to the Storting dis-
cussed experience from the rebalancing of the
GPFG. The Ministry emphasised that the purpose
of rebalancing is to ensure that the risk of the
Fund over time does not deviate materially from
that implied by the long-term allocation across
asset classes. The Ministry noted, at the same
time, that rebalancing is somewhat countercycli-
cal in nature, inasmuch as the Fund will sell assets
whose value has increased in relative terms, and
purchase assets whose value has declined. The
Ministry concluded that rebalancing of the GPFG
should continue, although further review of the
detailed rules was called for. The National Budget
for 2013 announced the new rules for the rebal-
ancing of the GPFG, cf. Report No. 1 (2012-2013)
to the Storting. The rules imply that when the
equity portion of the benchmark index at the end
of a month deviates from 60 percent by more than
4 percentage points, the equity portion of the
benchmark index is reverted to 60 percent at the
end of the following month.

The first rebalancing of the benchmark index
of the GPFG under the new rules took place in the
autumn of 2013. The Ministry has re-examined
some of the rebalancing provisions on the basis of
this experience.

Rebalancing of the benchmark index

2.3.2 Rebalancing of the actual portfolio

Rebalancing of the actual portfolio of the GPFG is
delegated to Norges Bank. The Bank can nor-
mally be expected to spend a long time to rebal-
ance the actual portfolio in an appropriate and
cost-effective manner. In performing its assess-
ment, the Bank may attach weight to, inter alia,
the market situation and market liquidity.
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Norges Bank may, in its management of the
actual portfolio, deviate from the equity portion of
the benchmark index. How large such deviations
can be is predominantly determined by the limit
on deviations from the index; so-called expected
tracking error.

The difference between the equity portion of
the actual portfolio and of the benchmark index
may be large during a period when the Bank is
carrying out rebalancing. Simulations conducted
by the Ministry show that the difference between
the equity portions may during periods of major
market turbulence be more than ten percentage
points just after the benchmark index has been
rebalanced. This may result in negative or positive
excess return and a high expected tracking error.

A low limit on tracking error may result in
Norges Bank having to rebalance the actual port-
folio at a different speed from that deemed appro-
priate by the Bank on the basis of considerations
relating to cost-effective adjustment. The Ministry
has therefore examined how the rebalancing
rules can be modified to account for the effects on
expected tracking error.

The current rules for rebalancing of the
benchmark index are in the public domain.
Knowledge of how Norges Bank rebalances the
actual portfolio may be market sensitive, and con-
stitutes information that may be exploited by
other market participants to profit at the expense
of the GPFG. If one were to amend the rules for
the rebalancing of the benchmark index such as
to bring these closer to how Norges Bank rebal-
ances the actual portfolio, it would probably be
necessary to make part of the rules confidential.

2.3.3 The Ministry’s assessment

The Ministry believes that the rules should
remain public, since transparency is an impor-
tance objective in the management of the Fund.

Moreover, the Ministry holds cost-effective
implementation of the rebalancing to be an
important consideration. The rules must provide
clear and firm guidelines as to how the bench-
mark index shall be adjusted. Norges Bank
should, at the same time, be able to consider what
is the appropriate way of carrying out any given
rebalancing and have the freedom to decide how,
and at what speed, the actual portfolio can and
should be adjusted. This suggests that the man-
date of Norges Bank should be modified.

The current guidelines imply that the Bank
needs to “reserve” part of the limit on expected
tracking error for future rebalancings. The Minis-

try has therefore examined whether the limit
should be increased to account for the fact that
rebalancings do, to a varying extent, count towards
the limit. The simulations of the Ministry of
Finance show that the limit on expected tracking
error would have to be significantly higher than at
present in order to accommodate periods of major
market turbulence. The Ministry is of the view that
this would not be appropriate. Such a solution
might provide unintentionally wide scope for other
deviations from the benchmark index during peri-
ods without major stock market fluctuations.

The Ministry is instead proposing that varia-
tions in expected tracking error as the result of
rebalancing should not be subject to the limit. This
implies that if the expected tracking error is in
excess of the limit, but Norges Bank can demon-
strate, on the balance of probabilities, that this was
caused by an ongoing rebalancing exercise, this
will not be construed as a violation of the mandate.

Rules on rebalancing of the equity portion are
intended to ensure that the equity portion of the
benchmark index does not move far from the cho-
sen equity portion of 60 percent. The Ministry has
examined whether not to subject rebalancing to
the limit may result in the Bank not being pro-
vided with sufficiently strong incentives to carry
out rebalancings during periods of turbulence.
However, the difference in equity portions
between the actual portfolio and the benchmark
index will have a significant impact in terms of
negative or positive excess return, which has to
be reported. This may imply, when taken in isola-
tion, that Norges Bank will wish to limit any differ-
ences in equity portions between the actual port-
folio and the index. The amendment proposed
here is conditional upon detailed reporting from
Norges Bank regarding the implications in terms
of tracking error and excess return.

2.4 Oil and gas equities in the GPFG

2.4.1 Introduction

The fund structure, including the GPFG and the
fiscal policy guideline, was created to shelter the
mainland economy from large and variable petro-
leum revenues and ensure the smooth phase-in of
government petroleum revenues. The GPFG is, at
the same time, an instrument for long-term gov-
ernment savings. The assets accumulated abroad
by Norway through the financial investments in
the Fund shall finance future imports, cf. the dis-
cussion in section 4.2. The investment strategy of
the Fund is therefore aimed at achieving the max-
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imum possible financial return — as measured in
international purchasing power — given a moder-
ate level of risk. The Fund is invested in a wide
range of equities, bonds and real estate in many
countries. This contributes to the diversification of
risk. No special modifications have been made to
the investment strategy in relation to oil and gas
equities.

Oil and gas price developments are, at the
same time, of importance to the petroleum sector,
which represents a large portion of the Norwe-
gian economy, and the State continues to hold
large oil and gas reserves on the continental shelf.
The Ministry has therefore previously examined
whether these circumstances suggest that the oil
and gas sector should be excluded from the
investments of the GPFG. This was last discussed
in Report No. 20 (2008-2009) to the Storting —
The Management of the Government Pension
Fund in 2008. The analysis at that time led to the
conclusion that there were no weighty reasons to
change the strategy of good diversification of the
investments across global stock and bond mar-
kets. It was therefore proposed that the oil and
gas sector should remain included in the bench-
mark index of the Fund. This was endorsed by the
entire Storting, cf. Recommendation No. 277
(2008-2009) to the Storting.

The Ministry has now updated the analysis
from 2009, and taken a closer look at the relations-
hip between the oil price and the return on oil and
gas equities in both the short and the long run.
The analyses are not based on assumptions con-
cerning any specific future price path for oil. By
examining historical return data, one may shed
light on, inter alia, differences between short-term
and long-term relationships. This is discussed in
section 2.4.3.

In order to examine whether there are any
robust relationships between the oil price and
financial market returns, the Ministry has
reviewed the findings from research on the rela-
tionship between financial markets, the oil price
and the macro economy. If such relationships
exist, these may be invoked as arguments in
favour of changing the composition of the GPFG
with a view to reducing the effect of oil price
changes on the assets of the State. This is dis-
cussed in section 2.4.4.

2.4.2 The exposure to petroleum price
reductions is declining over time

The petroleum sector currently accounts for
about one third of government revenues and

more than half of total Norwegian exports, cf. fig-
ures 2.2A and B. Since oil and gas price develop-
ments are important for petroleum sector earn-
ings and activities, these are also important for the
Norwegian economy.

The remaining oil and gas reserves also form
part of national wealth, which constitutes the
basis for future consumption opportunities.
Nonetheless, the petroleum wealth represents a
minor part of overall national wealth, whilst the
value of our current and future manpower repre-
sents the predominant part, cf. figure 2.2C.
Hence, high labour force participation and produ-
ctivity are the decisive factors in determining pro-
sperity and welfare developments. Nevertheless,
strong public finances and the petroleum wealth
distinguish Norway from other countries that it
would otherwise be appropriate to compare us
with.

Figure 2.2D shows developments in the value
of the extractable resources remaining on the
Norwegian continental shelf and of the financial
assets of the GPFG. The value of the petroleum
reserves is considerably more exposed to oil and
gas price developments than is the value of the
Fund, since the investments of the GPFG are
diversified across many regions and asset classes.

By allocating the ongoing revenues from the
extraction of oil and gas to the GPFG, and limiting
the outflow from the Fund in line with the fiscal
policy guideline, we reduce the effects of oil price
changes on the Norwegian economy. This reallo-
cation is taking place at a fairly high pace. Figure
2.2D shows that the present value of net govern-
ment cash flows from petroleum activities was
almost four times Mainland GDP in 2000, whilst it
is expected to only amount to 50 percent in 2030.
The petroleum reserves as measured in this way
have been more than halved over only the last 15
years. Assets have, during the same period, accu-
mulated in the GPFG.

The reduction in oil price risk resulting from
reallocation of the petroleum wealth into invest-
ments in the GPFG may be reinforced by the fact
that a large portion of global oil reserves and oil
companies are not represented on global stock
exchanges. Figure 2.3 illustrates that the largest
listed oil companies only hold a small share of
global oil reserves. Consequently, listed compa-
nies as a whole are large net purchasers of oil.
Countries that are net importers of oil and gas
have, at the same time, a large portion of global
financial markets. Hence, a lower oil price implies
a transfer of wealth from oil-producing countries
to the companies and countries in which the major
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Figure 2.2 The petroleum sector and the Norwegian economy

1

Net national wealth per capita. Petroleum reserves are calculated as the present value of future economic rent per capita. The

GPFG is included in the financial capital. See Report No. 12 (2012-2013) to the Storting, Long-Term Perspectives on the Norwe-

gian Economy 2013.
Sources: Statistics Norway and the Ministry of Finance.

part of the GPFG portfolio is invested. Invest-
ments in global financial markets therefore offer
some protection against long-term declines in oil
and gas prices.

The current fund model, involving fairly rapid
reduction of the reserves and a clear distinction
between ongoing petroleum revenues and the
spending of such revenues, as well as financial
investments in the GPFG, therefore serves, in
itself, to reduce the effects of oil price changes on
the Norwegian economy. Consequently, the inten-
tion behind the analyses in sections 2.4.3 and 2.4.4
is to examine whether the Fund can contribute to

a further reduction of the vulnerability of the State
to oil and gas price changes.

2.4.3 Oil equities and oil price

The effects of not including oil and gas equities in
the GPFG equity benchmark will depend, inter
alia, on whether the ownership of oil equities is
deemed equivalent to the ownership of oil
resources.

Analyses of historical returns show that there
is a difference between the ownership of equities
in the oil and gas sector and the ownership of oil



2013-2014

Meld. St. 19 Report to the Storting (white paper) 29

The Management of the Government Pension Fund in 2013

0 100000 200000 300000

National Iranian Oil Company (Iran)

Saudi Arabian Oil Company (Saudi Arabia)
Petroleos de Venezuela.S.A. (Venezuela)
Qatar General Petroleum Corporation (Qatar)
Iraq National Oil Company (Iraq)

Abu Dhabi National Oil Company (UAE)
Kuwait Petroleum Corporation (Kuwait)
Nigerian National Petroleum Corp. (Nigeria)
National Oil Company (Libya)

Sonatrach (Algeria)

OAO Rosneft (Russia)

OAO Rosneft (Russland)

PetroChina Co. Ltd. (China)

BP Corporation (UK)

Egyptian General Petroleum Corp. (Egypt)
ExxonMobil Corporation (US)

Petroleos Mexicanos (Mexico)

OAO Lukoil (Russia)

Royal Dutch/Shell (Netherlands)

Petroleo Brasilerio S.A. (Brazil)

Sonangol (Angola)

Chevron Corporation (US)

Petroleum Development Oman LLC (Oman)
Total (France)

ConocoPhillips (US)

Blue bars represent national
oil companies.

Grey bars are listed
multinational corporations.

30 - Integrated oil companies - 30
Equity market (US)

= Qil price

2004
2006
2008
2009
2011
2013

Figure 2.3 The world’s 25 largest oil companies
measured by oil reserves

Source: PetroStrategies, Inc. February 2012.

reserves, especially in the long run. Economic
policy is focused on the efficient utilisation of
national resources throughout the business cycle.
This suggests that the long-term effects, and not
the short-term fluctuations, are the most relevant
for purposes of assessing the effect on overall oil
price risk from including oil and gas equities in
the GPFG.

The analyses of the Ministry show that oil and
gas equities are, in the short run, more sensitive
to oil price changes than are equities in other
sectors, see box 2.3. In the longer run, however,
general stock market returns appear to have a lar-
ger impact on the oil and gas companies than do
oil price developments. This is also illustrated in
figure 2.4. The figure shows 10-year rolling annual
average returns on a portfolio of five large integra-
ted oil companies3, on an index of the US stock
market and on oil over the last three decades.
These simple observations may, when taken in
isolation, indicate that there is not a particularly
strong correlation between the return on oil equi-
ties and the oil price in the longer run.*

3 0il and gas companies may be engaged in anything from

oil exploration, oil extraction, oil refining and transporta-
tion to supply, marketing and retailing. A company involved
in all parts of the petroleum industry is called an integrated
oil company.

Figure 2.4 Rolling annual return over ten years.
Geometric average. Monthly observations.

31 December 1974 — 31 December 2013. USD.
Percent

Source: Thomson Reuters Datastream.

Oil and gas companies are invested in a num-
ber of activities whose value is less susceptible to
oil and gas price developments, such as for exam-
ple refining, transportation, supply, marketing and
retailing. The activities of the companies are also
spread across energy markets, whose value may
develop differently from that of the Norwegian
petroleum deposits. Hence, investments in oil and
gas equities are not the same as owning petro-
leum resources on the Norwegian continental
shelf.

In the long run, the profitability of the invest-
ments made by oil and gas companies in new oil
and gas reserves is of importance to stock price
developments. High profitability means that com-
panies turn a larger profit on each Norwegian
krone invested. Oil price changes affect profitabil-
ity in the short run, but the long-term profitability
of oil companies has been more similar to the
profitability of other listed companies, see figure
2.5. It is therefore reasonable to assume that the
return on oil equities will in the long run develop
more in line with the general stock market than
with the oil price.

4 See also El Hedi and Fredj (2010), who reached a similar
conclusion based on more sophisticated statistical analyses
of oil prices and oil and gas equities in the European mar-
ket.
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Figure 2.5 Return on equity (ROE) and oil price. Five large oil companies (Exxon Mobil, BP, Royal Dutch
Shell, Chevron, ConocoPhillips) and the Dow Jones index. Annual observations. 1980-2013.

Source: Thomson Reuters Datastream.

There are sound theoretical arguments in
favour of such a relationship. The listed oil and
gas companies do not, generally speaking, own
the oil and gas deposits, and instead offer the
landowner services within the exploration,
extraction and production of petroleum deposits.
Normally, the landowner will only want to offer
the oil companies terms that give these the same
profitability as in other industries. Any excess
profitability, i.e. the economic rent, the landowner
will want to keep. Figure 2.5 shows that the profit-
ability of oil companies has historically not dif-
fered materially from that of other listed compa-
nies.

In practice, the landowner will often compen-
sate oil and gas companies by granting them a
share of the income from the resources they
develop, or ownership of a share of the oil
reserves, instead of cash payment. Consequently,
the profitability of oil companies is affected by the
oil price in the short run, and a higher oil price
may result in returns in excess of ordinary profit-
ability. In the longer run, however, it is reasonable
to expect the landowner to modify the terms such
as to ensure that economic rent predominantly
accrues to the landowner, and not to the oil com-
panies. The same applies if the oil price declines
steeply. The landowner will then have to improve
its terms to ensure that investments in the devel-
opment of the landowner’s deposits offer oil com-

panies ordinary profitability. Much of the long-
term oil price risk will therefore be assumed by
the landowner.

There may also be other reasons why the cor-
relation between the oil price and the return on oil
and gas equities is weaker in the long run than in
the short run. Oil price changes may be caused by
changes in extraction costs. In such case, price
changes will have little impact on company profits.
The costs of oil companies have increased steeply
over the last 10-15 years. Consequently, the large
oil price increase over this period has not resulted
in a corresponding increase in the profits of oil
and gas companies.

2.4.4 The oil price and the financial markets

If there are robust long-term relationships
between oil and gas prices and the return on
investments in international financial market, one
might consider other ways of composing the
investments of the GPFG in order to reduce the
vulnerability of the State to oil price develop-
ments:

— An increase in the equity portion of the GPFG
might be an example of a tool to further reduce
the vulnerability of the Norwegian State to a
sustained oil price decline.

— Another example might be to tilt the financial
investments towards companies, countries or
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Box 2.3 Are oil and gas equities especially sensitive to the oil price?

In order to shed light on the issue of whether
the returns of oil and gas companies are more
sensitive to oil price fluctuations than those of
companies in other sectors, the Ministry of
Finance has performed a statistical analysis; so-
called regression analysis, in which one has
sought to explain historical returns in various
stock market sectors by an equity pricing
model; the so-called Fama-French (F-F) model.
The model seeks to explain developments in the
returns on industrial sectors by general stock
market developments and two other known sys-
tematic risk factors. Oil price change has been
added as an extra explanatory variable. The
analysis has been performed for the US stock
market, for which data availability is deemed to
be best. Total returns in USD are analysed on
the basis of monthly time series for the period
December 1993 — August 2013.

Table 2.1 presents the findings. In order to
simplify the table, it only shows the calculated
values for two out of the four explanatory vari-
ables (the stock market and the oil price). The
explanatory power measured by the adjusted R
shows what portion of the return variations can
be explained by developments in the four vari-
ables. Which estimated values are statistically
significant is indicated by “*”.

The table shows that oil and gas is by far the
sector most sensitive to oil price variations in

the short run. The estimated value of the cor-
relation with oil price change is 0.25 and statisti-
cally significant, which indicates that a monthly
oil price reduction of 10 percent is accompanied
by a monthly sector return of -2.5 percent, all
else being equal.

The table also shows that it is only for the oil
and gas sector that the explanatory power of the
model is significantly increased by adding the
oil price as an extra explanatory variable. As far
as the other sectors are concerned, the oil price
makes little or no difference in terms of explana-
tory power. This is another indication that the
oil and gas sector is more sensitive to oil price
variations than are other sectors in the short
run. The analysis confirms, at the same time,
that other factors than the oil price explain a
larger portion of the fluctuations in oil and gas
sector returns. A Fama-French model without
the oil price explains no less than 41.8 percent.

A corresponding analysis of more long-term
effects would have required considerably longer
historical time series. Recent research demon-
strates that the stock market reacts differently
to oil price changes depending on the cause of
such price changes, see box 2.4. The calcula-
tions in table 2.1 were performed for a period
that was characterised, until the financial crisis,
by increasing oil prices as the result of strong
demand growth from emerging markets.

Table 2.1 How much of the variations in the returns on US industrial sectors can be explained by sys-
tematic risk factors (Fama-French model; F-F) and oil price fluctuations? Monthly observations over

the period December 1993 — August 2013

FTSE FTSE FISE FISE FISE FISE FISE FTSE
USA USA FISE USA USA USA ©USA USA USA FTSE
Oil& Basic USA Cons. Health Cons. Tele- Utili- Finan- USA
Gas  mat. Indust. goods care serw. com ties cials Tech.
Market 0.72* 1.15* 1.11* 0.92* 0.67* 1.01* 0.85* 0.50* 1.29* 1.29*
Oil price 0.25* 0.06* 0.00 -0.07* -0.04* -0.07* -0.06* 0.03 -0.06* 0.01
Explanatory power
(adjusted R?, percent) 580 66.2 814 59.0 53.0 815 491 288 850 816
Explanatory power,
pure F-F model
(adjusted R2, percent) 418 656 815 578 523 79.8 482 287 842 81.7

Sources: Thomson Reuters Datastream, Kenneth R. French — Data Library and the Ministry of Finance
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Figure 2.6 5-year rolling correlation between the
oil price (Brent Spot) and the FTSE world index.
Monthly observations. December 1993 — Decem-
ber 2013.

Source: Thomson Reuters Datastream.

currencies whose returns have a low or nega-
tive correlation with oil price changes, i.e.
whose returns do not change in line with, or
change in the opposite direction of, the oil
price.

A number of studies have been made of the rela-
tionship between the oil price, the macro economy
and the financial markets, cf. box 2.4. Despite a gen-
eral consensus that the oil market is of major impor-
tance to the world economy, there is no agreed
understanding as to the relationship between the
oil price and macroeconomic variables, or between
the oil price and stock prices. An important reason
for this is that the effects of a higher oil price on the
macro economy and the stock markets appear to
depend on the underlying cause of such price
change. Higher aggregate demand for all industrial
goods, for example as the result of an international
economic recovery, results in both a higher oil
price and higher equity prices, whilst an increase
only in the oil price results in lower equity prices.
Changes in oil supply also affect the stock market,
but such effects appear to be weaker than the
effects of changes in demand.

Consequently, it is not surprising that the cor-
relation between the global stock market and the
oil price has varied considerably over time, cf. fig-
ure 2.6. The figure shows the five-year rolling cor-
relation between oil price and the FTSE world

index for equities over the period from December

1993 to December 2013. Nor is the correlation

between the oil price and oil and gas sector

returns stable over time. The lack of robust rela-
tionships has a number of implications:

— Changing the composition of the GPFG with a
view to reducing the oil price risk of the State is
challenging and unlikely to be particularly
accurate over time.

— Since the relationship between the oil price and
securities changes over time, adjustments will
have to be made dynamically. Such adjust-
ments may involve high transaction costs for a
large fund like the GPFG, especially if stock
prices are affected by purchases and sales.

2.4.5 The Ministry’s assessment

Financial reserves are accumulated via the GPFG
in step with the extraction of the petroleum
reserves. By investing such ongoing revenues
from the extraction of oil and gas in the GPFG,
and restricting outflows from the Fund in accor-
dance with the fiscal policy guideline, Norway’s
vulnerability to oil price risk is reduced continu-
ally.

The GPFG shall safeguard long-term savings.
The investment strategy is therefore focused on
achieving the maximum possible financial return
— as measured in international purchasing power
— given a moderate level of risk. Good diversifica-
tion of risk is ensured by investing the capital bro-
adly across asset classes, industrial sectors and
countries. Oil and gas equities are not subject to
any special arrangements under the investment
strategy.

The long-term effects of holding oil and gas
equities are of particular relevance. Observed
positive relationships between the oil price and
the oil and gas sector would appear to apply pri-
marily in the short run. The analyses of the Minis-
try in this report show no clear relationship
between the return on oil equities and oil price
developments in the long run. The oil and gas sec-
tor has in the long run behaved more like the rest
of the stock market than like the oil price. The
profitability of oil companies has in the long run
been more closely aligned with the profitability of
the rest of the stock market.

A more general question is whether a different
strategy for the GPFG may reduce the oil price
risk.

A prerequisite for reducing the oil price risk of
the State through changes to the composition of
GPFG investments is the existence of robust long-
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Box 2.4 Research on the relationship between the oil price, the macro economy and

the financial markets

There is an extensive literature on the relation-
ship between oil price changes, macroeconomic
variables and financial market developments.
This box summarises the findings from import-
ant studies within the field.

Despite a broad consensus that the oil mar-
ket is of major importance to the world econ-
omy, researchers disagree about both the rela-
tionship between the oil price and macroeco-
nomic variables, and the relationship between
the oil price and equity prices. One complicating
factor is that oil price changes may influence the
macro economy through several channels. A
study from the IMF (2000) mentions five such
channels:

— Income transfers from oil consumers to oil
producers.

— Pressure on profit margins as the result of
increased production costs.

— Steep oil price increases may provide incen-
tives to postpone investment decisions.

— Changes to the structure of the energy mar-
ket as the result of changes in relative prices.

— Effects on the price level and on inflation.

— Direct and indirect effects on the financial
markets.

Another complicating factor is that the oil mar-
ket and the economy may influence each other
mutually (two-way causality). Macroeconomic
variables may influence the oil price and vice
versa, see for example Kilian (2009).

Hamilton (1983) is the classic contribution
on the relationship between the oil price and
macroeconomic variables. Hamilton notes that
the oil price has increased in advance of all US
recessions over the period 1945-1973, and
investigates potential explanations for this cor-
relation. Hamilton’s conclusion is that oil price
changes have driven recessions in the US.
Using an expanded set of data, Mork (1989)
finds no statistically significant correlation
between oil price reductions and GDP growth.
One explanation for the difference in the effects
of price reductions and price increases may be

that the negative effect of an oil price increase is

caused by the postponement of investment deci-

sions.

Lee et.al (1995) examine data covering a pro-
longed period of major oil price fluctuations. The
authors find that a major change in the oil price
has more of an impact on real GDP growth
during periods when the oil price is generally
stable than during periods when the oil price is
highly volatile. The authors explain their find-
ings by noting that there are costs associated
with the reallocation of resources between sec-
tors. If an oil price shock is large relative to cur-
rent price fluctuations, it triggers a costly reallo-
cation of resources, and thus lower economic
growth.

Kilian (2008) provides a broad discussion of
the economic effects of major changes in energy
prices. The standard approach in the literature
has been to study large oil price shifts via their
effects on production decisions in the economy.
Kilian argues that the demand side of the econ-
omy is a much more important channel for pass-
ing on effects of major changes in energy prices
than is the supply side, i.e. that a major shift in
energy prices has more of an impact on the
demand for a company’s products than on the
costs of producing these. Oil price shifts caused
by concern about future reduction in oil supply
may, unlike shifts that have other causes, have
immediate and large effects on the US economy.
Kilian also argues that there are weaknesses in
the empirical foundation for concluding that the
effects of oil price changes depend on whether
prices are increasing or declining.

Kilian (2009) studies effects on the oil price,
real growth and inflation in the US from three
different types of price shocks in the global oil
market:

— major shift in oil supply, as measured by per-
centage changes in global oil production;

— major shift in global demand for all types of
industrial goods, as measured by an index of
global economic activity; and

— major shift in global demand for oil.
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Box 2.4 (cont.)

The model is estimated on US data over the
period 1973-2007. An important finding is that
the effects on both the real price of oil and the
US economy depend on the type of price shock.
The study brings out the two-way cause-and-
effect relationship between oil prices and macro-
economic variables. It also illustrates that the
events driving the oil price may have both direct
effects on the US economy and indirect effects
via their impact on the oil price. This may
explain the instability of traditional regression
analyses. It may also explain how strong eco-
nomic growth and rising stock markets may be
accompanied by higher oil prices.

The number of analyses of the relationship
between oil prices and macroeconomic variables
that adopt a long-term perspective is small. An
exception is Berk and Yetkiner (2013), which
study the long-term relationship between gen-
eral energy prices and economic growth. The
analyses are based on annual data from 1978 to
2011 for 15 countries. The study finds a negative
long-term correlation between energy price
changes and GDP and energy consumption per
capita. The authors do not examine the relation-
ship between energy prices and financial market
returns.

Some studies directly address the relation-
ship between the oil price and the stock mar-
kets. Chen et.al (1986) examine whether oil
price variations constitute a systematic risk fac-
tor. The analysis implicitly assumes that the
cause-and-effect relationship is from the macro
economy to the stock market. This simplified
the analysis by permitting equity returns to be
modelled as a function of the macro variables.
The variables examined are interest rate differ-
ences between loans with a short and long term
to maturity, expected and unexpected inflation,
industrial production, interest rate differences
between loans with and without credit risk, as
well as the oil price. The analysis does not find
that differences in companies’ sensitivity to oil
price changes give rise to return differences. In
other words, it would appear that oil price risk is
not priced in the market. The absence of such a
relationship may be caused by a high correla-
tion between the oil price and industrial produc-
tion, thus implying that the effect of oil price
changes may be included in the effect of

changes in industrial production. Other explana-
tions may be that the oil price was very stable
over the time period under examination (1953-
1983) or the problem of reverse causality.

Jones and Kaul (1996) test whether major oil
price changes are rationally captured by earn-
ings and return expectations in stock markets.
The findings indicate that oil price changes
influence most macroeconomic series, and that
such changes have a negative impact on GDP
and equity returns. Jones and Kaul also find that
the effect of oil price shocks on US equities can
in its entirety be explained by the effect on com-
pany cash flows in real terms.

Driesprong et.al (2008) find that oil price
changes predict equity returns. Investors react
with a time lag and underestimate the effects of
oil price changes on the economy. These find-
ings are most pronounced for emerging markets
and for a global market index. The authors
argue that it is unlikely for the prediction effect
to be caused by time variations in the risk pre-
mium of investors. Firstly, the prediction effect
is brief. Secondly, there is little correlation
between the oil price and economic variables
that are assumed to predict variations in the risk
premium. Thirdly, higher oil prices predict
lower equity returns, which is difficult to recon-
cile with oil price changes as a signal of higher
economic risk.

Kilian and Park (2009) examine the relation-
ship between oil price changes and stock mar-
ket returns. The effects of oil price changes on
the stock market also differ considerably
depending on the underlying cause of such price
changes. A higher oil price only results in lower
returns for demand shifts that are specific to the
oil market. Positive shifts in the aggregate
demand for industrial goods result in both a
higher oil price and higher equity prices in the
first year following such shift. Major shifts in
global oil production also influence the stock
market, but such effects are weaker than the
effects of major demand shifts. Unlike Jones and
Kaul (1996), Kilian and Park find that the effect
of major price changes in the oil market on
equity returns partly reflects changes in
expected returns and partly changes in
expected dividend growth.
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term relationships between changes in financial
market values and oil price developments. How-
ever, a review of research on historical relation-
ships between the oil price, the macro economy
and the financial markets in general shows that
there is no clear understanding of such relation-
ships.

Deciding not to include an entire sector in the
investments of the Fund should, in the view of the
Ministry, be based on weighty arguments, and the
strategy for the Fund must be premised on robust
relationships.

The conclusion of the Ministry is that the anal-
yses of the relationship between the oil price and
financial market investments do not justify chang-
ing the current benchmark index.

The relationship between the oil market and
the financial markets is a theme that it is appropri-
ate for the Ministry to continue to monitor. If the
strategy of the GPFG is to be adjusted on the basis
of such relationships, it would have to be based on
thorough professional assessments. Reference is
made to the discussion in section 2.7.

2.5 Theresponsible investment
strategy

2.5.1

In January 2013, the Ministry of Finance
requested the Strategy Council for the GPFG to
assess how the joint resources and competencies
of the Ministry of Finance, the Council on Ethics
and Norges Bank can best be exploited to
strengthen responsible investment practice. The
mandate called on the Strategy Council to build on
the previous responsible investment experience of
the GPFG, as well as to compare it to other funds.
The Council was instructed to examine how one
might eliminate any deviation from best interna-
tional practice, thus making the Fund a driving
force for responsible investment development.
The mandate allows for the Strategy Council to
propose any changes it believes may strengthen
responsible investment practice, including opera-
tional and institutional changes.

The Strategy Council for 2013 was chaired by
Professor Elroy Dimson (London Business
School and Cambridge Judge Business School).
Other members were Idar Kreutzer (Chief Execu-
tive Officer of Finance Norway), Rob Lake (con-
sultant, former Director of PRI), Hege Sjo (Senior
Advisor at Hermes Fund Management) and Laura
Starks (Professor of Finance at the University of
Texas).

Background

The Strategy Council organised a broad-based
and transparent process in which various stake-
holders were invited to submit perspectives and
proposals. It held, inter alia, two responsible
investment conferences at the University of Cam-
bridge and BI Norwegian Business School,
respectively. The conference in Cambridge had a
special focus on academic research within the
field, whilst the conference at BI was convened to
invite non-governmental organisations, etc. to
present their views on the responsible investment
practices of the Fund. The Strategy Council has
also held discussions and meetings with other
funds, portfolio managers, consultants, research-
ers, non-governmental organisations, etc. and par-
ticipated in professional meetings on responsible
investments.

The Strategy Council submitted its report on
11 November 2013. The report was then circu-
lated for consultation. The Ministry of Finance
announced, in its consultation paper, that it would
examine how responsible investment tools can be
coordinated to ensure the integrated use of such
tools. The Ministry has received 27 sets of consul-
tative comments.

2.5.2 The current framework

The overarching objective for the investments of
the GPFG is to achieve the maximum possible
return over time, given a moderate risk level. Fur-
thermore, it is emphasised that the Fund shall
adhere to responsible investment practices. The
Ministry states in its mandate to Norges Bank
that good long-term returns are assumed to
depend on sustainable development in economic,
environmental and social terms, as well as on well-
functioning, legitimate and efficient markets.

The Ministry introduced ethical guidelines for
the management of the GPFG at an early stage,
compared to many other funds. Over time, more
weight has been attached to integrating corporate
governance, environmental and social consider-
ations in the investment activities.

Figure 2.7 illustrates the current responsible
investment framework of the GPFG. The Council
on Ethics adheres to the Guidelines for Observa-
tion and Exclusion adopted by the Ministry of
Finance. The Council on Ethics advises the
Ministry on individual companies that merit
observation or exclusion from the Fund. The cri-
teria stipulating what norm violations shall qua-
lify for exclusion are decided by political bodies.
Any decisions to exclude or observe companies
from the investment universe of the Fund are
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made by the Ministry. Norges Bank manages the
Fund on the basis of the Mandate for the Manage-
ment of the GPFG, laid down by the Ministry. The
mandate stipulates that the ownership rights of
the Fund are managed by Norges Bank and that
the Bank shall integrate sound corporate gover-
nance, environmental and social considerations
in such management, cf. box 2.5. Reference is
made to section 4.5 for a more detailed treatment
of the ongoing responsible investment effort.

2.5.3 The recommendations of the Strategy
Council

In its report, the Strategy Council provides an
overview of the responsible investment objectives
and strategies of other large funds internationally,
and outlines responsible investment research, cf.
the discussion in boxes 2.5 and 2.6. Furthermore,
the report presents a review of the current
responsible investment system.

The Council has considered the practices of
comparable funds, relevant research, feedback from
stakeholders, issues of relevance to responsible
investment and the current governance structure.
The Strategy Council recommends, based on these
assessments, that the Ministry of Finance changes

the Mandate for the Management of the GPFG,
which it has issued to Norges Bank. Furthermore,
the Strategy Council recommends changes to the
division of responsibilities between the Ministry, the
Council on Ethics and Norges Bank.

The Strategy Council makes a total of ten
recommendations on how the Ministry can
strengthen responsible investment in the GPFG.
The recommendations are based on three pillars,
cf. below.

Pillar 1: Objective and strategies

The Strategy Council states that the purpose of
Pillar 1 is to ensure consistency amongst the obje-
ctives, priorities and activities of the Fund. Ambi-
guous or conflicting objectives can lead to
undesirable consequences and hinder the effe-
ctive use of resources.

The Strategy Council recommends that the
mandate given to Norges Bank is as clear as possi-
ble on three dimensions:

— The Ministry of Finance specifies the responsi-
ble investment objective.

— The Ministry of Finance requires Norges Bank
to develop and communicate a set of overarch-
ing responsible investment principles.
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Box 2.5 What can we learn from the practices of other funds?

The report of the Strategy Council shows that
many funds are attaching weight to their roles
as responsible investors, although their motiva-
tions for this vary. Nor is there one specific strat-
egy pursued by other funds in this regard. The
report shows, at the same time, that responsible
investment approaches and strategies share cer-
tain common features. Several funds have, for
example, expressed a belief that attaching
weight to environmental, social and corporate
governance considerations (so-called ESG fac-
tors) is of importance to long-term value cre-
ation.

The report notes that clear responsible
investment principles serve to underpin the
active ownership strategies. Such principles elu-
cidate the expectations of funds vis-a-vis the
companies in which they are invested.

All funds examined by the Strategy Council
have, for example, signed up to the Principles for
Responsible Investment (PRI). These principles
focus on how investors can take environmental,
social and corporate governance considerations
into account in asset management. There are
also other sets of principles, guidelines and
codes addressing how investors should conduct
themselves.!

Funds based themselves on international
standards for what expectations should be
placed on companies, such as, inter alia, the UN
Global Compact and the OECD Guidelines for
Multinational Enterprises.

The funds examined by the Strategy Council
generally make use of several responsible
investment strategies. These include portfolio
monitoring, voting, company engagement, col-
laboration with other owners, dialogue with reg-
ulators, submission of shareholder proposals,
transparency, preparation of observation lists, as
well as exclusions.

The funds hold transparency to be important
for purposes of maintaining confidence in their
asset management and their investments. The

report notes that transparency considerations
need to be attended to without thereby reducing
the scope for realising the overarching objec-
tive. The Strategy Council observes that some
funds are of the view that they will have greater
influence by engaging with companies on a
more private basis, whilst other funds disclose
the names of companies they are engaging with.

The Strategy Council notes that other funds
are using the exclusion of companies as an own-
ership tool to a varying extent. Those funds that
exclude companies primarily do so on the basis
of production of specific products, especially
weapons and tobacco. The number of exclusions
on the basis of conduct is small. The report
notes that exclusion decisions vary between
funds, depending on the specific characteristics
of each fund. For funds whose assets are ulti-
mately owned by a state, decisions on the exclu-
sion of companies are made by the board of the
entity with operational responsibility for the
management of such fund — and thus at arm’s
length from the authorities. Other funds inte-
grate the exclusion of companies and active
ownership. The Strategy Council also observes
that active ownership is held to have more
impact when a company can be excluded if com-
pany dialogue does not succeed.

Other funds have a focus on understanding
the effects and outcomes of their responsible
investment activities. Some funds collaborate
with academics and consultants to systemise
such knowledge. The report notes, however,
that academic research in this field is limited.
The Strategy Council believes that more
research is needed to understand the financial
implications of responsible investment strate-
gies, and especially the effects of taking environ-
mental and social considerations into account.

1 For example the UK Stewardship Code and the Internati-
onal Corporate Governance Network’s Principles for Insti-
tutional Investors.
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Box 2.6 Lessons from research on responsible investments

Academic research on responsible investments
is, according to the Strategy Council, lagging
behind practices. Extensive research has been
conducted on the benefits of good corporate
governance (“G”), but there is significantly less
research into the effects of environmental (“E”)
or social (“S”) factors.

Corporate governance theory suggests that
well-governed companies should also have a
higher market value. However, the findings
from empirical analyses are more mixed. The
Strategy Council notes that this may be because
the causality is not clear, and that other factors
are of relevance. The report notes, moreover,
that there is limited research on the relationship
between environmental and social factors and
company values. Theory does not provide an
unequivocal answer as to whether such relation-
ship is positive or negative. The number of
empirical analyses conducted is also small.

A number of studies have been conducted on
the extent to which active ownership on the part
of institutional investors may improve corporate
governance. Empirical analyses show that the
companies subjected to company engagement
are also the companies where the need for
changes, and the scope for success, is the great-
est. The Strategy Council notes that such com-
panies are often characterised by poor perfor-
mance, weak corporate governance, high insti-
tutional ownership and small ownership stakes
held by people associated with the company.
Shareholders engaging in active ownership are,
according to the Strategy Council, more likely to
be able to change corporate governance if they
collaborate with other institutional investors, or
in cases when people associated with the com-
pany do not hold large ownership stakes.

Institutional investors may choose between
public and private company engagement in spe-
cific cases, cf. the discussion in box 2.5. A form
of public company engagement will, for exam-
ple, be submitting a shareholder proposal in the
general meeting of a company in which change
is needed. However, empirical analyses show
that the extent to which public dialogue results
in changes in companies, or creates value, is lim-

ited. Analyses of private company engagement
show, on the other hand, that individual institu-
tions have generally succeeded in attempts to
effect changes in corporate governance and
managerial decisions.

The report notes that there is limited
research into the effect of a shareholder’s com-
pany engagement on environmental and social
factors. At the same time, the Strategy Council is
of the view that there are indications that inves-
tors are more committed to raising such matters
with company managers than before. The report
also refers to research showing that institutional
ownership generally contributes to improved
corporate governance.

The Strategy Council notes that little
research has been conducted on the costs and
benefits of divesting or excluding companies.
There is also little research on whether divest-
ing companies affect the portfolio of an investor.
The report notes that a portfolio from which a
large number of equities have been excluded
may have a different return and risk profile than
implied by the original investment strategy. The
Strategy Council notes that funds like the GPFG
pursue an investment strategy based on achiev-
ing a return and risk in line with general market
developments. Consequently, the scope for devi-
ating from the benchmark index, which is a
description of the general market, is limited.
Major deviations from the benchmark index as
the result of the exclusion of companies or sec-
tors will result in different return and risk char-
acteristics of the fund than those on which the
strategy was premised. The Strategy Council
notes that this may again trigger a need for
changing the investment strategy or focusing
more on active management, to compensate for
the changes to the return and risk characteris-
tics of the portfolio. The Strategy Council notes
that the strategic benchmark index adopted by
the Ministry of Finance and endorsed by the
Storting is not necessarily achievable within cur-
rent risk risk limits if one were to exclude a
large number of companies, or a small number
of companies with high market value.
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— Norges Bank is asked to develop and apply
ownership strategies that support the responsi-
ble investment objective and principles.

It is also recommended that the mandate from the
Ministry requires Norges Bank to initiate
research into issues of relevance to responsible
investment that may have material effects on the
return on the Fund.

Recommendation 1: Clarify the responsible
investment objective

The Strategy Council recommends that the funda-
mental objective for the Fund’s responsible invest-
ment practices captures the following three prem-
ises:

i. The owner of the Fund is responsible for safe-
guarding its purchasing power for future gen-
erations through cost-effective asset manage-
ment at a moderate level of risk.

ii. The purchasing power available to future gen-
erations will depend on the total value created
by the companies in which the Fund holds own-
ership stakes. The owner therefore needs to
understand significant issues that may have an
impact on the future value of the Fund. The pri-
orities in responsible investment should be
based on which initiatives are expected to have
a material effect on the financial value of the
Fund.

iii. Based on assessments of overlapping consen-
sus in the Norwegian population, it is the
responsibility of the owner to impose certain
restrictions on the investment strategy fol-
lowed by the Fund.

The Strategy Council stresses that the objective of
the Fund is to maximise return, given a moderate
level of risk. The Fund’s responsible investment
activities should therefore be directed at value-
enhancing activities. It should not be a vehicle for
realising political objectives. The Strategy Council
does, at the same time, see a need for principles
and ethical considerations that impose certain
restrictions on asset management, and that may
not have positive financial effects on the perfor-
mance of the Fund.

Recommendation 2: Responsible investment should
be integrated and included in the Mandate for the
Management of the Fund

The Strategy Council notes that there is a link
between the investment strategy of the Fund and

the effectiveness of the various ownership strate-
gies. It is recommended that fundamental deci-
sions regarding responsible investment be consid-
ered holistically and in tandem with the invest-
ment strategy. The Strategy Council notes that
new insights about responsible investment issues
will be gained in coming years. Such insights may
lead one to consider changes to the allocation of
the investments of the Fund. It is recommended
that any such considerations be based on
research into the effect of such changes on portfo-
lio returns.

The mechanism whereby responsible invest-
ment is integrated into asset management will,
according to the Strategy Council, vary with the
orientation of the investment strategy. If the Fund
pursues a strategy based on achieving excess
return through deviating from a specific bench-
mark index, it is potentially useful to integrate
ancillary issues into the investment decisions per-
taining to individual companies. Conversely, if the
investment strategy is based on index replication,
then general initiatives aimed at the functioning of
the markets may be more relevant.” A more seg-
mented responsible investment strategy may be
more appropriate to the extent that one pursues a
mixture of different investment strategies.

Recommendation 3: Develop responsible investment
principles and base ownership strategies on these

The Strategy Council recommends that the Fund
be governed by one set of responsible investment
principles. The principles should holistically cover
all matters that influence the relationship between
the companies in which the Fund is invested and
the objective of maximising long-term value cre-
ation. The Council notes that the principles shall
articulate the expectations the Fund has of the
companies.6

The purpose of the ownership strategies
should be to follow-up and develop the responsi-
ble investment principles. The Strategy Council
recommends that the Fund should have principles
for how and when to apply the different tools in
the ownership strategy; including portfolio moni-
toring and verification, voting, company interac-
tions and engagement, shareholder collaboration,

5  Examples are improved transparency in companies, promo-

tion of fair business practices, pricing of externalities and
improvement in the quality and efficiency of the capital
markets.

These include the business purpose, strategies, financie-
ring, transparency, corporate governance and the manage-
ment of key stakeholders and the environment.

6
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the use of shareholder proposals, criteria for
divestment and exclusion of companies, cf. figure
2.8. It also recommends reporting and assessment
of the effects of these strategies.

The Strategy Council recommends that the
Fund is governed by a principle stating that priori-
ties should be on ownership strategies that are
expected to have a material effect on the return
and risk of the Fund.

Recommendation 4: Initiate research to elevate the
understanding of return and risk

The Strategy Council notes that the Fund has a
responsibility to develop an enhanced understand-
ing of which issues may affect future returns, in
line with the overarching objective of maximising
return at a moderate level of risk. The Strategy
Council believes that an investor as large as the
Fund can gain disproportionately from research
in this field.

The report notes that the Fund should have an
interest in research that has the potential to fill the
knowledge vacuum about the impact of ESG mat-
ters on real portfolio values.” The Strategy Coun-
cil is of the view that the Fund should prioritise
investigations that may inform the long-term
investment strategy of the Fund and enhance its
value for future generations. Such research may
result in new insights on, inter alia, allocation of
the investments, how exposed the Fund is to risk
in individual sectors, potential investments in new
asset classes, etc.

Recommendation 5: The Fund should endorse
regulations and new standards that enhance
portfolio value

Based on research as described in Recommenda-
tion 4, the Strategy Council believes that the Fund
should endorse new regulations that may enhance
the future value of the Fund. It is recommended
that the Fund prioritises initiatives that seek to
improve corporate transparency, ensure fair busi-
ness practices, improve the functioning of the cap-
ital market and endorses measures that seek to
quantify costs imposed on the environment and
society by companies.

7 Examples are the stability and functioning of the financial

system, the effects of climate change, resource scarcity
and productivity, deforestation and biodiversity loss,
human and labour rights, corporate tax strategies and tax
regulation, and social trends like wealth disparities within
and between countries.

Pillar 2: Transparency and accountability

Pillar 2 covers recommendations on transparency
concerning the Fund’s responsible investment
framework. By framework the Strategy Council
means what governs the process of determining
objectives, and the development of principles and
ownership strategies. The aims of this pillar are to
facilitate learning and improvement of the frame-
work, to secure public trust in asset management,
and ascertain what level of transparency provides
maximum effectiveness in implementing owner-
ship strategies.

Recommendation 6: Disclose the responsible
investment principles and ownership strategies

The Strategy Council notes that one challenge fac-
ing the Fund is to strike the appropriate balance
between transparency and the need for discretion
about operational matters.

It recommends openness about the Fund’s
responsible investment, including objectives, prin-
ciples, guidelines and strategies, rather than open-
ness about company-specific matters. The report
notes that such openness would in practice
involve, inter alia, describing the development of
the responsible investment framework.

The Strategy Council believes that disclosure
should emphasise principles and corresponding
ownership strategies. It is recommended that this
include the procedures for applying ownership
strategies. The Strategy Council is of the view that
the Ministry of Finance should in the mandate for
the GPFG ask Norges Bank to develop and dis-
close principles for the application of the compo-
nents in the ownership strategy. It is noted, at the
same time, that public reporting on ongoing com-
pany engagements may be detrimental to future
engagements. It is proposed, as a means of attend-
ing to the need for transparency, that Norges
Bank report more aggregated information on
ongoing company engagements.

Recommendation 7: Reporting on impacts of the
responsible investment strategy

The Strategy Council notes that an understanding
of the impacts of the ownership strategies is a pre-
requisite for improvements and for effective
resource allocation. It may be necessary to
change priorities if circumstances change or strat-
egies are less effective than anticipated. The Strat-
egy Council believes that disclosure and openness
about such considerations can add to the trust in
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how the Fund manages ownership strategies. A
culture of openness is, according to the Strategy
Council, necessary to ensure effective evaluation
of the impact of the ownership strategies and to
enable learning. The Strategy Council is of the
view that the Fund, by sharing this type of
insights, can take a leadership role within respon-
sible investment.

Pillar 3: Integrate the Fund’s responsible investment
work

The Strategy Council states that the objective of
Pillar 3 is to advise on how the responsible invest-
ment resources and competencies may best be
utilised to achieve the objectives through the
strategies and the principles proposed in Recom-
mendation 1. The Strategy Council specifies that it
by this means not only a cost-effective resource
utilisation. More important is the ultimate impact
of the principles and ownership strategies, as
described in Recommendation 3. The Council is of
the view that there is a need for organisational
changes in the Fund’s approach to its responsible
investment practices in order to implement the
recommendations in Pillars 1 and 2.

Recommendation 8: Exclusion decisions should
become part of an integrated chain of ownership
tools

The Strategy Council recommends that decisions
on the exclusion of companies due to companies’
conduct should be made on the basis of the
responsible investment principles for the Fund,
and that such decisions should be made after all

other policy tools have been considered. It is
noted that the current Guidelines for Observation
and Exclusion of companies should therefore be
integrated into the new responsible investment
principles. The Strategy Council notes, at the
same time, that ownership strategies are, gener-
ally speaking, not appropriate in case of product-
based exclusions.

The Strategy Council believes that applying a
chain of ownership tools will support the motives
behind conduct-based exclusions in a better way
than at present, see figure 2.8. Moreover, the Stra-
tegy Council is of the view that one should avoid
the duplication of resources between the Council
on Ethics, Norges Bank and, to an extent, the
Ministry of Finance. The Strategy Council is of
the view that the resources and competencies of
these institutions could be better utilised if combi-
ned.

A consequence would be the need to reorga-
nise responsible investment and the related deci-
sion-making processes. The Strategy Council
recommends that the Executive Board of Norges
Bank should decide on the principles and
ownership strategies, based on the mandate
from the Ministry of Finance. The Executive
Board should, in relation to this, also make the
decisions on the exclusion of companies, within
the framework governing the formal exclusion of
companies. The Council believes that one
favourable consequence of transferring the
exclusion mechanism from the Ministry of
Finance to Norges Bank is that one would achi-
eve more effective exercise of ownership rights
and avoid the problems of role overlap and the
other challenges, including the operational risk,
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Figure 2.9 Responsible investment framework and reporting

Source: Strategy Council for the GPFG (2013).

that are inherent in the current organisation and
that are placing demands on the Ministry.

Recommendation 9: Delegate exclusion decisions to
Norges Bank

The Strategy Council notes that accountability
requires a clear division of responsibilities and
roles, a governance structure that ensures trans-
parency on objectives, procedures and activities,
and an effective reporting framework. Figure 2.9
illustrates how decisions may be delegated down
through the system, with reporting taking place
upwards.

The Strategy Council notes that the Ministry
of Finance, as the owner of the Fund is responsi-
ble for the overarching responsible investment
framework for the GPFG. The owner is responsi-
ble for, inter alia, the process of defining the obje-
ctives and understanding the link between the
investment strategy and the objectives. Based on
this understanding, the Ministry shall, according
to the Strategy Council, produce a mandate for
Norges Bank based on the objectives for responsi-
ble investment practices (Recommendation 1) and
considerations about the impact on the invest-
ment strategy of the Fund (Recommendation 2).

The Strategy Council notes that decisions to
divest or exclude companies affect the investment
universe of the Fund and that the criteria for these
decisions should therefore be explicitly stated in
the mandate from the Ministry. The report notes
that Recommendation 3 implies that the Ministry

shall require Norges Bank to develop Responsible
Investment Principles. These principles will form
the basis for the ownership strategies of the Bank.
The Strategy Council notes that the Bank shall in
addition be required to incorporate the criteria for
the ethical exclusion of companies into the
Responsible Investment Principles.

It is also noted that the mandate from the Min-
istry should include requirements about report-
ing on both the application of the Responsible
Investment Principles and impact assessment of
the ownership strategies. It is further noted that
Recommendation 4 proposes that Norges Bank
shall initiate research on how responsible invest-
ment impacts the return on the Fund. The Strat-
egy Council is of the view that such research
would be of use in the process of evaluating the
mandate from the Ministry and in assessments of
the link to the remainder of the investment strat-
egy. The Strategy Council believes that the Minis-
try of Finance, as the owner of the Fund, should
report the results of such evaluations and assess-
ments to the Storting.

The Strategy Council notes that the Executive
Board of Norges Bank should be responsible for
deciding strategies for asset management imple-
mentation, developing responsible investment
principles and deciding on the application of own-
ership strategies (Recommendation 3). The Coun-
cil notes that some of the responsible investment
principles require supporting guidelines, and is of
the view that these should be developed by
Norges Bank Investment Management (NBIM).
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It is noted in the report that the implication of
Recommendation 9 is that the Executive Board of
Norges Bank would have the responsibility for
excluding companies and to decide an appropriate
level of transparency regarding such decisions.
The Strategy Council notes that the Bank will in
some cases divest from companies that are in
breach of the responsible investment principles,
based on considerations about expected return
and risk. Such decisions could, for example, be
based on exclusion as the last link in a chain of
ownership tools, cf. figure 2.8. The Strategy Coun-
cil notes that a conclusion that the financial risk
does not merit ownership of certain types of com-
panies would fall under the general asset manage-
ment responsibilities delegated to Norges Bank
and reported at frequent intervals. It is noted that
there could also be cases in which companies
breach certain criteria specified in the mandate
from the Ministry, and that such exclusions
should be subject to decisions at the Executive
Board of the Bank.

Recommendation 10: Ensure accountability and
alignment of interest

The Strategy Council notes that Recommenda-
tions 8 and 9 imply that the Executive Board of
Norges Bank would have extended responsibili-
ties for managing the Fund. One implication of
the recommendations is that Norges Bank will
be required to make decisions that may reduce
the return on the Fund, whilst there will be
costs implications that are not value enhancing
for the Fund. The Strategy Council notes, inter
alia, that Norges Bank will need to add exper-
tise and resources that are not currently repre-
sented in the Bank’s organisation. In order to
make sure that Norges Bank has the right
incentives to follow the provisions in the man-
date from the Ministry of Finance effectively,
the Strategy Council is of the view that the
owner should make adjustments for non-finan-
cially motivated costs in its performance evalua-
tion of the Bank. The Strategy Council believes
that the owner should also specify that the
Executive Board of Norges Bank needs the
expertise to handle its new duties.

The report lists mechanisms that could
enhance accountability and provide incentives to
counter the inherent conflicts between the finan-
cial and non-financial objectives of the mandate:

—  Benchmark index adjustments: The Strategy

Council is of the view that the benchmark

index should be adjusted to take into account

exclusion of companies on the basis of non-
financial criteria.

— Measure resource: The Strategy Council
believes that one should measure the costs of
analysing, verifying and preparing documenta-
tion on potential breaches of responsible
investment principles, and that such costs
should be excluded from the asset manage-
ment costs of the Fund.

— Relevant expertise: The Strategy Council notes
that the Council on Ethics possesses valuable
expertise about issues that are currently gov-
erned by the Guidelines for Observation and
Exclusion. It is recommended that these guide-
lines be integrated into the mandate from the
owner to the Executive Board of Norges Bank.
The Executive Board will have the responsibil-
ity to operationalise the mandate, and will
therefore need to have relevant expertise. The
Strategy Council is of the view that this could
be accomplished, for example, by establishing
a committee appointed by the Executive Board
of Norges Bank that provides advice and rec-
ommendations in matters related to exclu-
sions. Moreover, the Strategy Council believes
that the knowledge and competence that has
been accumulated in the secretariat of the
Council on Ethics should be utilised and inte-
grated into NBIM.

— Apply effective oversight functions: The Strategy
Council notes that Norges Bank’s work with
the Fund’s responsible investment principles
and ownership strategies should be subject to
internal controls in line with the general over-
sight functions of the Bank. The Strategy Coun-
cil is of the view that reports from such con-
trols should enable the Fund owner to assess
whether its mandate is being followed appro-
priately.

—  Transparency and reporting: The Strategy
Council believes that increased transparency
about how Norges Bank works with invest-
ment principles and subsequent ownership
strategies will in itself provide accountability to
the owner and to the public.

The Strategy Council believes that the recommen-
dations in the report will further contribute to
strengthening the work on responsible invest-
ment in the GPFG. It further believes that apply-
ing a more unified and holistic approach will give
the Fund a more powerful and influential respon-
sible investment strategy. This will, according to
the Strategy Council, be achieved through inte-
grating the resources and insights developed by
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the Council on Ethics and Norges Bank, by utilis-
ing one overarching set of responsible investment
principles and by having one common procedure
for ownership activities, including portfolio moni-
toring and analyses. The Strategy Council notes
that the recommendation on initiating research
into issues relevant to long-term return, and on
initiatives to address regulatory issues will
strengthen this approach further.

The Strategy Council believes that the recom-
mendations will enable the Fund to stay at the
forefront of responsible investment practices for
large, highly diversified investors. Furthermore,
that this should strengthen the legitimacy of the
Fund amongst the Norwegian population and
other stakeholders. The Strategy Council also
believes that the recommendations will guide the
Ministry of Finance and Norges Bank to pursue
responsible investment practices that enhance the
value of the Fund.

2.5.4 Consultative comments

Norges Bank states, in its consultative comments,
that the main features of the recommendations of
the Strategy Council are practicable and that
these will foster a more integrated approach to
active ownership. The Bank is of the view that the
outlined developments will strengthen the profile
of the Fund as a responsible investor. It supports
the recommendation to clarify the responsible
investment objective, including the description as
to which premises this should be based on.
Norges Bank believes that a mandate with a clear
objective will facilitate effective goal attainment
and reporting, and strengthen the scope of the
Fund for conveying a clear profile to companies
and countries in which it is invested.

The Bank agrees with the conclusion of the
Strategy Council that the responsible investment
focus of the Fund should be on value-enhancing
activities, and not on serving as instruments for
attaining other separate goals. It is noted, more-
over, that the use of responsible investment tools
needs to be considered in the context of the gen-
eral investment strategy of the Fund and the com-
position of the portfolio. An integrated approach
will, according to the Bank, facilitate realisation of
the overarching asset management objective.

Norges Bank agrees with the recommenda-
tion to integrate the responsible investment
framework in the mandate. The Bank also
endorses the proposed development of responsi-
ble investment principles, with the ownership
strategies being based on such principles. It is

noted that the Bank is continually involved in the
development of principles governing the use of
responsible investment tools, as well as overarch-
ing principles that, inter alia, convey expectations
to companies. The Bank agrees that such princi-
ples may support the conduct of the Fund as a pre-
dictable owner and investor, and may simplify
communication with companies.

Norges Bank agrees that additional research
may be needed to add to the understanding of
what issues may affect future returns. The Bank
states that it will contribute actively to this via,
inter alia, the Norwegian Finance Initiative (NFI).
Norges Bank also agrees that the Fund should
support regulations and new standards that are
assumed to enhance the value of the portfolio.
The Bank notes, at the same time, the observation
of the Strategy Council that although the relation-
ship between corporate governance and financial
value is documented in research, a corresponding
relationship with regard to environmental and
social factors has not been documented to the
same extent.

Norges Bank endorses the recommendation to
disclose the responsible investment principles and
ownership strategies. The Bank agrees, at the
same time, with the observation of the Strategy
Council that public reporting of ongoing company
engagements may be counterproductive and detri-
mental to future engagements. Transparency con-
siderations would therefore, according to the
Bank, merit the reporting of aggregated informa-
tion concerning such engagements.

Norges Bank agrees that information that can
shed light on the effects of the exercise of owner-
ship rights may promote the efficient use of
resources. It is noted, at the same time, that it will
in many cases be difficult to identify specific
results from active ownership, for example
because a company will typically present positive
changes as having been initiated by the company
itself, rather than resulting from investor pres-
sure. The Bank states, nonetheless, that it will be
focusing on analyses of the effects of responsible
investment. Norges Bank aims for transparency
about activities, processes and methods, and will
expand its responsible investment reporting.

Norges Bank supports the recommendation
that exclusion should become part of an inte-
grated chain of ownership tools. The size of the
Fund and its prominence as an investor has
increased in recent years. The Bank notes that
expectations from market participants, companies
and host countries indicate that it is difficult to
clearly separate the various ownership tools from
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each other. Exclusions as part of an integrated
chain of ownership tools will, in the assessment of
the Bank, strengthen the scope for long-term
influence from the Fund.

The Bank also notes the observation of the
Strategy Council that ownership strategies are not
generally appropriate for productbased exclu-
sions. Product-based exclusions may be effected
by clearly specifying in the guidelines which prod-
ucts are held to be unacceptable. It must, more-
over, be specified what is required to conclude
that a company participates in the production of
such products, which may be a difficult issue.
Norges Bank is of the view that it is feasible to
integrate the ownership tools in the operational
management of the Fund. The Bank believes that
such a solution is natural consequence of to the
assessments in relation to the Strategy Council’s
Recommendation 8, and that it is also more com-
mon within asset management in general and
amongst other funds with which it would be rea-
sonable to make comparisons.

Norges Bank assumes that any decision to
integrate the ownership tools in the operational
management of the Fund would pay heed to the
general division of responsibilities and roles. It is
noted that the Bank must have sufficient freedom
to organise and execute the management mission
in the most appropriate manner, including deci-
sions concerning internal structures.

The Bank is of the view that the proposal of
the Strategy Council that certain costs be
excluded from the asset management costs is
impractical, as it would involve unnecessary com-
plexity. It is also less appropriate in an integrated
model in which the purpose of the exercise of
ownership rights is to contribute to the maximum
possible long run return.

The Council on Ethics states that the consulta-
tive comments of the Council are predominantly
focused on issues relating to the handling of indi-
vidual companies in the Fund. The Council on
Ethics notes, in its consultative comments, that
public recommendations have been one of the key
elements of the current arrangement. The Coun-
cil on Ethics is unable to see that the proposal of
the Strategy Council will result in more transpar-
ency about the ethical considerations in the man-
agement of the Fund. It is noted, moreover, that
the Strategy Council believes that the overarching
financial objective of the Fund shall guide active
ownership. The Council on Ethics is of the view
that Norges Bank is likely, under such a mandate,
to have little engagement with individual compa-

nies concerning ethical challenges, and questions
whether this would be desirable.

The Council on Ethics is of the view that the
exclusion of companies from the Fund has
reduced the risk that the Fund contributes to seri-
ous norm violations. It is noted that the recom-
mendations of the Council on Ethics are public
and therefore thoroughly explained. The Council
on Ethics believes that this has enhanced the
legitimacy of the Fund and contributed to interna-
tional norm development. The Council on Ethics
is of the understanding that financial institutions,
special interest organisations and others have
confidence in the information disclosed in the rec-
ommendations of the Council and in the relevance
of the cases addressed by the Council. A number
of investors, both in Norway and internationally,
adhere to the recommendations of the Council on
Ethics, either by excluding the same companies
or by using such recommendations as a basis for
their own processes. Besides, non governmental
organisations use the recommendations to influ-
ence companies. The Council on Ethics notes that
the recommendations are also discussed in the lit-
erature and research on corporate responsibility.

The Council on Ethics is of the view that the
influential impact of exclusions and recommenda-
tions lies in the combination of the Fund being a
large player, there being a high exclusion thresh-
old with a relatively small number of clear criteria,
the recommendations being thorough and well
documented, and these being disclosed.

A challenge identified by the Council on Ethics
is that it will often take a long time from the Coun-
cil on Ethics issues a recommendation until a deci-
sion has been made by the Ministry of Finance,
especially in conduct cases. This means that the
recommendations are not up to date when dis-
closed, that companies remain too long in the
investment universe of the Fund, and that the
scope for influencing companies is not exploited
whilst the recommendation is under consideration
by the Ministry of Finance. Furthermore, the
Council on Ethics is of the view that the guidelines
are such as to create a grey area of cases that do
not fully qualify for exclusion, but are not
addressed by Norges Bank either out of consider-
ation of the long-term return on the Fund. The
Council on Ethics also notes the absence of coor-
dination in the use of ownership tools, which
would involve reaching an agreement as to how
individual companies should be dealt with. The
Council is of the view that the division of responsi-
bilities between the Council on Ethics and Norges
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Bank is less clear now than when the arrange-
ment was established.

The Council on Ethics is of the view that the
Ministry of Finance should stipulate objectives for
the exclusion of companies, for active ownership
on an ethical basis, and for attending to climate
considerations.

It is noted that the proposals of the Strategy
Council imply a continuation of the current objec-
tive of maximising the return on the Fund, given a
moderate level of risk, and avoiding certain invest-
ments on ethical grounds. The Council on Ethics
is of the view that if the Ministry of Finance would
like a larger number of individual companies to be
addressed via active ownership, it would be inap-
propriate to maintain the same objective. The
Council on Ethics believes that the main purpose
of exclusions should continue to be preventing the
Fund from contributing to particularly serious
ethical norm violation. It is noted that it should
still be the most serious norm violations that give
rise to exclusion from the Fund, and that the man-
date has to be clear about this. The Council on
Ethics is of the view that one should retain the
exclusion criteria, not only because these repre-
sent an overlapping consensus in Norway, but
also because the criteria reflect a minimum stan-
dard that enjoys widespread support through
international agreements and norms.

The Council on Ethics is of the view that the
Ministry of Finance must decide whether the
Fund shall address company-specific problems
that would not, as a main rule, result in exclusion.
In order to ensure consistency in the use of own-
ership tools between exclusion on ethical grounds
and the broader exercise of ownership rights, the
Council on Ethics is of the view that the Ministry
of Finance must therefore explicitly require
Norges Bank to address such issues through dia-
logue with individual companies. The Council on
Ethics is of the view that the Ministry needs to
stipulate a clear, separate objective for the Fund
with regard to active ownership on ethical
grounds, and that this will ensure that asset man-
agement is conducted in compliance with the
ever-increasing international responsible manage-
ment requirements.

The Council on Ethics also believes that the
climate issues should be addressed in the process
relating to the report of the Strategy Council. It is
noted that it is difficult to attribute climate
destruction to specific companies in the portfolio
as long as international agreements are based on
the premise that nation states shall decide how
their emissions shall be allocated. Thus far, the

Council on Ethics has not recommended exclu-
sion of any company from the Fund on grounds of
climate destruction alone, and notes that that this
has only to a limited extent been invoked as a sup-
plementary criterion.

The Council on Ethics believes that it seems
reasonable to assume that climate destruction will
have financial implications for the Fund, and notes
that the Ministry of Finance has taken initiatives
both to chart climate implications and to give
investments a climate-friendly bias. The Council
on Ethics is of the view that the Ministry of
Finance must continue to clearly communicate
that the Fund shall take the climate threat into
consideration in making its investments. In order
for this to be accorded the necessary weight, it is
imperative for the Ministry to describe the rele-
vant objective and strategy.

The Council on Ethics writes that the Strategy
Council has proposed that public recommenda-
tions for the exclusion of companies from the
Fund shall no longer be given. The Council on
Ethics believes that public recommendations are
important. The Council on Ethics is of the view
that disclosure of the recommendations communi-
cates to other companies how the Fund assesses
various types of activity. The Council on Ethics
believes that the current arrangement with thor-
ough public explanations of exclusions from the
Fund establishes norms. It is noted that a large
number of guidelines and expectations address-
ing companies are in existence internationally,
whilst the number of specific examples as to how
such guidelines can be applied is small. The pub-
lic recommendations contribute, according to the
Council on Ethics, to the international debate on
what expectations can be imposed on both compa-
nies and funds.

Concern for the legitimacy of the Fund also
suggests, in the view of the Council on Ethics, that
it needs to report on how principles and strategies
are turned into specific actions that affect individ-
ual companies and problem areas of the portfolio.
This implies disclosure of what companies Norges
Bank is pursuing a dialogue with, which issues
are raised in such dialogue, as well as explana-
tions of exclusions from the Fund.

The Council on Ethics agrees that it is no lon-
ger necessary for the exclusion decisions to be
made by the Ministry. The Council nonetheless
believes that it is important for the exclusion deci-
sions to be independent from the financial consid-
erations. The Council on Ethics is of the view that
this would not appear to be adequately safe-
guarded under the proposal to transfer the exclu-
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sion decisions to the Executive Board of Norges
Bank. Independence from financial considerations
can, according to the Council on Ethics, be safe-
guarded by the Ministry of Finance retaining
responsibility for appointing a Council on Ethics
with its own secretariat. The Council could provide
advice to the Executive Board on exclusion cases.

The Council on Ethics is of the view that the
Ministry of Finance needs to examine the organi-
sation of responsible investment more thoroughly.
If Norges Bank is given a mandate to engage in
active ownership on ethical grounds, the Council
on Ethics believes that it may be appropriate to
incorporate the secretariat of the Council into the
Bank. The Council on Ethics is of the view that the
organisational model needs to ensure that the
Bank has the expertise and incentives to comply
with the mandate, and that it is necessary to estab-
lish a control system to ensure that the mandate is
executed in conformity with intentions. It is noted
that such control can be exercised by way of a
Council on Ethics, appointed by the Ministry of
Finance, submitting public annual reports to the
Ministry regarding its activities. The Council on
Ethics notes, furthermore, that if the Ministry
does not believe that the Fund should address eth-
ical problems in individual companies unless it
does so in the furtherance of a financial responsi-
ble investment objective, then it would not be
appropriate to incorporate the secretariat of the
Council on Ethics into the Bank. In such case, the
Council on Ethics might retain its present form,
but submit its recommendations to Norges Bank
instead of to the Ministry. Besides, the Council on
Ethics agrees with the Strategy Council that these
activities should, irrespective of the model, have a
separate budget.

Furthermore, the Ministry has received con-
sultative comments from the asset managers Store-
brand, KLP and Folketrygdfondet. It follows from
the consultative comments that the initiative for
the further strengthening of responsible invest-
ment in the Fund is considered a very positive
development. The Strategy Council is seen to
have done a thorough job, in terms of both the
process and the recommendations. Several asset
managers have positive experiences with a num-
ber of the recommendations made by the Strategy
Council. They also endorse the belief of the Coun-
cil that a fundamental responsible investment
framework (motivation, mandate, principles, strat-
egies and evaluation) is very important for ensur-
ing performance, predictability, clarity, consis-
tency, legitimacy, etc. The asset managers agree,
at the same time, that there is a need for further

research into financial effects of responsible
investment strategies.

Storebrand encourages the examination of
specific themes or indicators rather than general
ESG effects. It notes that the number, weighting
and quality of sustainability indicators vary con-
siderably. Moreover, Storebrand notes that the
implications, in terms of return and risk character-
istics, of the exclusion of a large number of com-
panies can, in its experience, be countered
through modifications to the remainder of the
portfolio. Storebrand finds it positive that the
Council is emphasising openness about objec-
tives, principles and strategies. The company
believes that the positive implications of the sum
total of the recommendations of the Council for an
integrated and robust responsible investment
model will clearly outweigh the recommended
restriction regarding the disclosure of company-
specific matters. These positive implications are,
moreover, assumed to reduce the need for such
disclosure.

KLP emphasises that decisions concerning
the level of transparency about company-specific
matters should not be left to the Executive Board
of Norges Bank. The asset managers support the
proposed delegation of exclusion decisions to
Norges Bank and believe that an integrated chain
of ownership tools will contribute to more flexible
and effective responsible investment practices.
Storebrand notes that exclusion can, in its experi-
ence, be a highly effective tool in engaging with
companies when it is the last link in a chain of
ownership tools. It was observed that one should
refocus the core of the debate from the small
number of companies that are excluded to the
quality of the actual holdings of the Fund. KLP
notes that its experience with modifying the
benchmark index in response to the exclusion of
companies on the basis of non-financial criteria is
uniformly positive. Folketrygdfondet specifically
notes that if the responsibility for exclusions is
assigned to Norges Bank, it will be necessary to
perform a thorough assessment of what implica-
tions this will have for the holdings of Folketrygd-
fondet in companies within the same investment
universe.

The Ministry has also received consultative
comments from individuals in different academic
institutions: Rector Eva Liljeblom of Hanken
School of Economics and Professor Paul Ehling of
BI Norwegian Business School. Furthermore, the
Norwegian Centre for Human Rights at the Uni-
versity of Oslo has submitted consultative com-
ments.
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Rector Liljeblom supports the proposed frame-
work (motivation, mandate, principles and strate-
gies). With regard to the size of the Fund and the
lack of research into ESG effects, support is
expressed for the proposal to accord active owner-
ship priority on the basis of presumed importance
in terms of portfolio return and risk. Rector Liljeb-
lom notes that one must avoid making the deci-
sions political, and that these should therefore be
made as “mechanical” as possible. It is noted that
one should seek to report the return on the
benchmark index both with and without exclu-
sions, in order to facilitate follow-up of any cost
and risk implications of a responsible investment
strategy. Both Rector Liljeblom and Professor
Ehling note that allowing for delegation of the
exclusion decisions to Norges Bank is an import-
ant prerequisite for implementing the proposed
responsible investment strategy.

Professor Ehling is of the view that it is not
necessary, and in all likelihood not possible either,
to aim at best practice and being at the forefront
under as general a heading as responsible invest-
ment practices. Best practice is difficult to define
and its contents depend on the motivations behind
such practices. Furthermore, it is noted that ESG
is difficult to measure. It should, in any case, suf-
fice to report index performance, modified index
performance (adjusted for excluded companies)
and actual fund performance.

The Norwegian Centre for Human Rights is of
the view that human rights considerations, includ-
ing the international obligations of Norway and
how these shall be complied with, have been
accorded relatively low priority in the assess-
ments of the Strategy Council. The Centre for
Human Rights takes the view that it needs to be
clarified whether Norges Bank will attend to
human rights considerations in a satisfactory
manner before the proposal for the abolition of the
independent role of the Council on Ethics with
regard to exclusion can be endorsed. The Council
on Ethics or another control mechanism must,
according to the Centre for Human Rights, be
given the mandate, expertise, power and
resources necessary to ensure independent moni-
toring of whether Norway complies, through its
management of the Fund, with its international
obligations.

The Ministry has received consultative com-
ments from other business and social stakeholder
groups: the Norwegian Confederation of Trade
Unions (LO), the Confederation of Norwegian
Enterprise (NHO), Finance Norway, the FAFO
Institute for Applied International Studies, the

Norwegian United Federation of Trade Unions
(Fellesforbundet) and the Finance Sector Union
of Norway (Finansforbundet). NHO endorses the
recommendation of the Strategy Council. NHO
emphasises the importance of continued commit-
ment to the financial purpose of the Fund. NHO
states that the responsible investment activities of
the Fund should be focused on value-enhance-
ment, and not serve as an instrument for realising
political objectives. NHO supports the proposed
organisational changes, both for reasons of
resource use and to reduce the risk that opera-
tional decisions are perceived externally as
expressing the position of the Norwegian State
with regard to a company or country. LO, on its
part, cautions against the institutional proposals
and believes that decision-making responsibility
must remain with the Ministry of Finance. LO
states that this will contribute to maintaining the
necessary expertise within the Ministry.
Fellesforbundet believes that the ethics efforts are
fundamentally political and that the Fund shall
“use its power to comply with the ethical guide-
lines, not only in its own asset management, but
also on a global level”. Fellesforbundet favours a
higher degree of transparency at the company
level. Fellesforbundet agrees that it might be ben-
eficial to have closer contact between the govern-
ment bodies involved in responsible investment,
but cautions against abolishing the current
arrangement with a Council on Ethics.

Finansforbundet has no comments in relation
to the recommendations of the Strategy Council,
but would like to see “a closer integration of labour
rights in the future investment strategy of NBIM”.
FAFO is of the view that the recommendations of
the Strategy Council are not based on the UN
Guiding Principles on Business and Human
Rights. It is noted that the Fund needs to respect
human rights. FAFO states, furthermore, that the
current structure, with a separate and independent
Council on Ethics, should be retained, although it
might be appropriate to give the Council on Ethics
the power to make decisions. Moreover, FAFO is
concerned about openness about exclusions and
explanations for these. Finally, FAFO is of the view
that Norges Bank should be given a clear mandate
to develop tools in accordance with international
norms, as part of its risk management and active
ownership involvement.

Finance Norway endorses the recommenda-
tions of the Strategy Council and believes that
these can contribute to the Fund becoming a bet-
ter and more active owner, as well as offer protec-
tion against “populist initiatives”. Finance Norway
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states that the Fund needs to be measured on the
basis of financial returns. In addition, the organi-
sation emphasises that active ownership should
be subject to transparency, at times also at the
company level. Finance Norway states, moreover,
that exclusion decisions need to be disclosed and
explained and that the criteria for ethical exclu-
sions are a political responsibility and must be
determined by the Ministry of Finance. Finance
Norway proposes the establishment of an advi-
sory committee with independent expertise to
assist the Bank in this regard.

The Ministry received consultative comments
from the following non-governmental organisati-
ons: Bellona, Changemaker, FIAN, the Forum for
Environment and Development (ForUM), the
Future In Our Hands (FIOH), Norwegian Church
Aid, Norwegian People’s Aid, the Norwegian Cli-
mate Foundation, Publish What You Pay Norway
(PWYP Norway), Rainforest Foundation Norway,
WWF Norway and Zero. The non-governmental
organisations present many overlapping views.
They are, generally speaking, in favour of clarify-
ing the responsible investment objective. They
emphasise that it needs to be made clear that such
objective is not exclusively financial, and that
weight also needs to be attached to sustainability
and ethical considerations. Many of the organisa-
tions also emphasise that such considerations
need to be invoked independently of the Fund’s
ownership stake in a company. The organisations
are in favour of research into issues within this
field. They also support, in the main, a strengthen-
ing of the responsible investment involvement of
Norges Bank. Many organisations are also in
favour of increased responsible investment inte-
gration, but they believe that the Council on Eth-
ics needs to be an independent body. Some organ-
isations believe that Norges Bank could make the
exclusion decisions if certain conditions are met,
including, inter alia, independence for a Council
on Ethics, but the majority of the organisations
are opposed to this.

The organisations highlight the importance of
transparency in such regard, and appreciate that
this is emphasised by the Strategy Council. They
express, at the same time, concern as to whether
the solutions proposed by the Strategy Council
will, all in all, contribute to more transparency.
The organisations favour active ownership report-
ing at the company level. Some organisations note
that such reporting would not necessarily need to
be very detailed, but should cover active owner-
ship issues and objectives. Some organisations
refer to the reporting format of the Swedish AP

funds®. There is also a general view that the ethi-
cal exclusion decisions shall be transparent. Many
organisations highlight the contribution to the
development of norms. Many organisations also
emphasise the importance of the independence of
the Council on Ethics, and that this adds to its eth-
ical credibility.

Some organisations would like climate consid-
erations to be integrated into the mandate to a
greater extent, both in the exercise of ownership
rights and as an exclusion criterion.

Not many organisations argue in favour of
maintaining the current system in which deci-
sions are made by the Ministry of Finance, but
many of the non-governmental organisations
favour a solution in which the Council on Ethics is
authorised to make decisions in ethical exclusion
or observation matters. A number of consultative
comments note that some exclusion cases appear
to take a very long time to process under the cur-
rent system. One consultative comment argues
that the exclusion criteria need to be changed in
the direction of positive screening.

2.,5.5 The Ministry’s assessment

The Ministry believes that it is important to
assess, on a regular basis, how to further develop
the management of the GPFG. The report of the
Strategy Council and the consultative comments
provide useful input on how to strengthen the
responsible investment practices.

The Ministry introduced ethical guidelines for
the management of the GPFG in 2004. When the
ethical guidelines were introduced, these were by
several held to represent best practice. Responsi-
ble investment is, at the same time, a field in con-
tinuous development. Consequently, what is
deemed to represent leading practice, as well as
the practices of other international players, in this
field has changed significantly since 2004. More-
over, expertise and experience have been accumu-
lated by the Council on Ethics, Norges Bank and
the Ministry of Finance over the almost ten years
since the introduction of the ethical guidelines.

The Ministry is of the view that the report
from the Strategy Council provides useful propos-
als on how responsible investment in general can
be made as effective and targeted as possible. The
report does not, however, make a clear distinction

In its annual report, the Swedish Ethical Council reports on
activities focused on a sector or an issue, but company
information is included at times. General reporting on sele-
cted dialogues is done at the company level.
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between what already forms part of the responsi-
ble investment strategy of the GPFG and the rec-
ommended future strategy. The Ministry has
noted that the Strategy Council observes that the
current system for the exclusion of companies
poses a number of challenges, one of which is that
the current organisation of the exclusion process
may result in the Fund being perceived as a for-
eign policy tool. The Ministry has also noted that
the Strategy Council has not proposed changes to
the ethical restrictions that are already applicable
to the investments of the Fund and that are laid
down in the current Guidelines for Observation
and Exclusion.

A clearer objective

The Ministry agrees with the recommendation of
the Strategy Council that the responsible invest-
ment objective should be made even clearer. The
overarching objective for the management of the
GPFG is currently stipulated in chapter one of the
mandate of Norges Bank, and implies that the
Fund shall be managed with a view to achieving
the maximum possible return, given a moderate
level of risk. Chapter two of the mandate observes
that a good long-term return is held to be condi-
tional upon sustainable economic, social and envi-
ronmental development, as well as well-function-
ing, legitimate and efficient markets. The report
of the Strategy Council observes that no clear
relationship has been documented between, on
the one hand, attaching weight to environmental
and social considerations and, on the other hand,
financial returns. The report may therefore be
perceived as indicating that there may be a con-
flict between the overarching objective of the
Fund in chapter one of the mandate and the sus-
tainability assumption adopted in chapter two.

The Ministry is of the view that the reference
in chapter two of the mandate to the relationship
between sustainable development and good long-
term returns should be interpreted as a clarifica-
tion within the scope of the overarching objective
of maximum possible return. The said relation-
ship needs to be considered from the perspective
of the very long time horizon of the Fund and the
broad diversification of its investments.

The Ministry is of the view that environmental
and social considerations should continue to form
an integrated part of asset management and be
approached from the perspective of the overarch-
ing objective. The Ministry notes, at the same
time, that the relationship between the statement
of objective in chapter one of the mandate and the

assumption in chapter two has been perceived as

unclear. It is therefore proposed that the relevant

provisions be combined in chapter one of the man-

date, in the form of a new statement of objective

comprising the following elements:

a. The GPFG shall be managed with a view to
achieving the maximum possible return, given
a moderate level of risk and subject to the pro-
visions governing asset management.

b. The GPFG shall not be invested in companies
that violate certain ethical minimum standards.

¢. Good long-term returns are assumed to be con-
ditional upon sustainable economic, social and
environmental development, as well as well-
functioning, legitimate and efficient markets.

This statement of objective represents the motiva-
tion behind the exercise of the ownership rights,
as well the exclusion and observation mecha-
nisms, of the GPFG. The Ministry is of the view
that it also constitutes a good foundation for initi-
ating research to elevate the understanding of
how social or environmental matters may impact
on future returns, and for endorsing general initia-
tives for the development of new standards or reg-
ulations in this field that will enhance the value of
the portfolio, as recommended by the Strategy
Council. The Ministry will seek to reflect these
recommendations in the mandate of the GPFG as
well.

The Ministry is of the view that these changes
and clarifications to the mandate will make the
relationship between the responsible investment
objective, motivation and priorities clearer than at
present. These may also strengthen the Fund’s
contribution to the development of responsible
investment practice.

A clear financial purpose for the investments is
also in line with the international principles for
sovereign investment funds, the so-called Santi-
ago Principles, which are endorsed by Norway.
These principles have been formulated to prevent
the investments of sovereign investment funds
from being subjected to different, and more
restrictive, regulations than those of other inves-
tors.

Integrating the responsible investment tools

The evaluation of the ethical guidelines in 2009
proposed increased interaction between the exer-
cise of ownership rights and the exclusion of com-
panies. This intention has only been realised to a
certain extent, largely because the responsible
investment tools are managed by separate institu-
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tions. The Ministry is of the view that the interac-
tion and use of resources in the work on responsi-
ble investment should be strengthened.

The Ministry has noted that the Strategy
Council deems it necessary to make institutional
changes to strengthen the responsible investment
practice, and that such changes need to be consid-
ered in the context of the recommendations to
clarify the objective and increase transparency.
The Ministry agrees with the observation of the
Strategy Council that Norges Bank and the Coun-
cil on Ethics are increasingly pursuing similar
issues, and that this can be expected to become
more pronounced in coming years. This is the
result, inter alia, of the Bank having focused, since
the evaluation in 2009, on integrating environmen-
tal and social considerations in asset manage-
ment. The Bank is also engaging with companies
on topics that may touch on the exclusion criteria.
Uncertainty as to which body is in actual fact
attending to the interests of the Fund within a
field reduces its responsible investment impact.
Consistency and predictability in the use of vari-
ous tools in the management of the Fund are also
important. Integrating the responsible invest-
ments tools would facilitate a more holistic
approach.

It is the experience of the Ministry, as also
emphasised by the Strategy Council, that the cur-
rent system for excluding companies from the
GPFG entails an inherent operational risk. The
Council on Ethics receives information about
companies through other information channels
than Norges Bank. This may result in the Council
on Ethics, in examining a case, being unable to
draw on all the sources of information that are
normally available to an owner. Furthermore, the
current organisation may result in a failure to reg-
ister any changes to the basis for exclusion that
take place whilst the case is under consideration
by the Ministry, or after a decision has been
made. This may entail a risk of legal steps.

Experience from the present system shows
that it is very challenging for a ministry to make
operational decisions on the exclusion of individ-
ual companies from the GPFG. There is a risk, as
noted by the Strategy Council, that the decisions
of the Ministry are perceived as expressing the
position of the Norwegian State with regard to a
company or a country. It is noted that such risk
must be expected to increase in coming years.
One must also expect, according to the Strategy
Council, that the growth of the Fund will be
accompanied by increased public interest in indi-
vidual investments. The Ministry is therefore of

the view that such decisions should, also against
this background, be made on an arm’s length
basis from political bodies, as is also the case with
other funds in which a state is the ultimate owner
of the capital. Integrating all responsible invest-
ment tools in Norges Bank might, in the view of
the Ministry, serve to clarify that the exercise of
ownership rights in individual companies and the
exclusion of companies are not expressing the
position of the Government with regard to a spe-
cific company or country, but the implication of
the ethical restrictions governing asset manage-
ment. This will also reduce the risk that the
actions of the Fund are interpreted as reflecting a
desire to exercise political influence over compa-
nies or markets in which the Fund is invested.

The Ministry agrees with the conclusion of the
Strategy Council that it would be appropriate to
locate all the responsible investment tools within
Norges Bank. The Bank is already responsible for
the exercise of the ownership rights of the Fund,
and has accumulated comprehensive experience
and expertise in that field. By placing the respon-
sibility for the exclusion of companies with
Norges Bank, one will establish an integrated
chain of responsible investment tools, including
ethics tools. This offers improved scope for
attending to considerations of operational risk,
independence, consistency, predictability and
comprehensiveness. Such integration will make it
easier to benefit from any interactions between
exclusion and other ownership activities, and will
improve internal consistency in the management
of the Fund.

The Ministry has concluded, based on an over-
all assessment, that all of the responsible invest-
ment tools, including observation and exclusion,
should be concentrated in Norges Bank. The cri-
teria for what types of production and conduct
give rise to exclusion shall, however, continue to
be laid down by the Ministry of Finance and
endorsed by the Storting.

Norges Bank shall follow up companies

In order to ensure a focus on the upholding of eth-
ical considerations in asset management, the Min-
istry intends to implement the recommendation of
the Strategy Council for a unified and integrated
description of the responsible investment frame-
work in the mandate for the management of the
GPFG issued by the Ministry to Norges Bank.
This is also an implication of all the relevant tools
being concentrated in Norges Bank. The Ministry
intends to, against this background, to incorporate
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the criteria under the current Guidelines for
Observation and Exclusion and other relevant
parts of the Guidelines for Observation and Exclu-
sion into the mandate for the GPFG. The exclu-
sion and observation criteria will thereby be main-
tained. This implies that monitoring of the portfo-
lio and the potential exclusion of companies if the
investments violate ethical criteria corresponding
to the present ones will form part of the duties of
Norges Bank. When the criteria for the exclusion
of companies are incorporated into the mandate of
the Bank, it is also expected that Norges Bank will
follow up on the companies in which the Fund is
invested on the basis of the ethical restrictions
governing asset management.

The Ministry is of the view that a continuation
of the ethical criteria, and the incorporation of
these into the mandate of Norges Bank, will
ensure that Norges Bank pays sufficient attention
to ethical matters in its management of the Fund.
This will be further supported by the require-
ments imposed by the Ministry regarding the ex
post reporting on the follow-up of the exclusion
criteria and evaluation of Norges Bank. All in all,
the Ministry is of the view that these mandate and
organisational changes will increase the weight
attached to ethical considerations in the manage-
ment of the GPFG.

By integrating the criteria for exclusion and
observation into the mandate of Norges Bank, the
ownership activities of the Bank will be broader in
scope than at present. This is in line with the rec-
ommendation of the Strategy Council that Norges
Bank should develop an overarching set of
responsible investment principles, and that the
ownership strategies shall be based on these prin-
ciples. The Ministry is of the view that this will
result in more clarity, predictability and transpar-
ency about what ownership strategies and tools
are available and used in the follow-up of asset
management in practice, as well as what are the
expectations of Norges Bank vis-a-vis the compa-
nies in which the Fund is invested. It is reasonable
to expect that the principles and expectations of
the Bank will receive attention from companies
and other investors.

Reporting on dialogues and exclusions

The Ministry agrees with the Strategy Council
that transparency concerning the responsible
investment framework of the GPFG is important.
The Ministry is of the view that Norges Bank shall
disclose the responsible investment principles and
the strategies pursued in its exercise of ownership

rights. Moreover, the Ministry is of the view that
Norges Bank should report on the effects of its
active ownership. In order to attend to transpar-
ency considerations, the use of active ownership
tools, including on dialogues with individual com-
panies, shall be reported in a suitable manner.

It is important to prevent the asset manager
from modifying its investment universe in a man-
ner that is not implied by the criteria for the exclu-
sion of companies. The Strategy Council notes in
its report that it should be left to Norges Bank to
assess the level of transparency and public docu-
mentation in individual cases concerning the
exclusion of companies. The Ministry has noted,
at the same time, that a number of those submit-
ting consultative comments are of the view that
such decisions should be disclosed and explained
to ensure asset management transparency.

The Ministry has concluded, based on an over-
all assessment, that Norges Bank should report
on the follow-up of the company exclusion criteria,
and that the names of excluded companies and
explanations for the exclusions made under the
ethical criteria shall be disclosed.

The importance of legitimacy in ethical matters

A number of consultative comments draw atten-
tion to the importance of having an independent
Council on Ethics. This would appear, in particu-
lar, to be premised on the need to ensure a suffi-
cient focus on, and resources for, ethical matters.
Some stakeholders also take the view that the
Council on Ethics should serve as a supervisory
body. Also, non-governmental organisations and
the Council on Ethics itself emphasise that disclo-
sure of the recommendations of the Council con-
tribute to the development of norms, including the
use of such recommendations by companies and
other parties with an interest in the environmental
and social history of companies.

The Ministry notes that the Council on Ethics
has not served as a supervisory body, but as a pro-
fessional advisory board under the Ministry of
Finance, which has examined whether the activi-
ties of companies are such as to merit exclusion of
said companies based on the criteria in the guide-
lines. The Ministry has made the decisions and
considered the appropriate use of active owner-
ship, observation or exclusion. Control and super-
vision have been carried out by the Office of the
Auditor General (in relation to the Ministry of
Finance) and the Supervisory Council appointed
by the Storting (in relation to Norges Bank),
respectively. By transferring responsibility for
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decisions on the exclusion of companies to
Norges Bank, the exclusion process will be made
subject to the established management, control
and supervision system of the Bank. Besides, the
Ministry assumes that the Supervisory Council
will assess the need for devoting additional
resources once responsibility for the exclusion of
companies has been formally delegated to Norges
Bank.

The Ministry is of the view that it is important,
out of consideration for the legitimacy of asset
management, for the Bank to have access to rele-
vant knowledge and expertise when new duties
are assigned to it. It is, at the same time, import-
ant for Norges Bank, within the general frame-
work defined by the Ministry, to be granted the
freedom to choose the organisation it believes will
be best placed to perform such new duties in a
good manner. This will also contribute to making
the Bank accountable for its performance of the
said duties. This is in conformity with the princi-
ples governing the delegation of other asset man-
agement duties to the Bank.

The Ministry assumes that Norges Bank will
have access to independent external expertise
with the relevant competencies relating to the
assessment of the exclusion of companies. The
Ministry notes that Norges Bank has sourced rec-
ognized international expertise also on previous
occasions. One example is its establishment of a
Corporate Governance Advisory Board in 2013.

The Ministry is of the view that conducting
independent asset management assessments on a
regular basis is important to ensure widespread
confidence in such management. In order to
ensure the legitimacy of Norges Bank’s responsi-
ble investment activities, the Ministry proposes
the establishment of an independent board of
experts to assess Norges Bank’s performance of
its role as a responsible investor, including the
exclusion of companies according to the criteria in
the mandate. The board of experts shall issue
public reports on its assessments. The Ministry is
of the view that such reports will provide a basis
for comprehensive discussion of responsible
investment in the GPFG. The board of experts
shall not be endowed with any formal supervision
or control function, but contribute assessments
that will form part of the basis for the Ministry’s
follow-up of the management of the GPFG.

Furthermore, the Ministry is of the view that
the benchmark index shall be adjusted for compa-
nies that are excluded from the investment uni-
verse on the basis of the chosen exclusion criteria
relating to production and conduct. It is intended

that the mandate for the GPFG shall specify that
procedures for this shall be established. More-
over, the Ministry is of the view that further
adjustment of the index for costs incurred in
excluding companies under the ethical criteria
will add unnecessary complexity, as also noted by
Norges Bank, since these costs are fairly limited
compared to the other asset management costs.
The Ministry will nonetheless discuss the costs
incurred in the performance of these manage-
ment duties with the Bank on an ongoing basis.

Summary

The Ministry is of the view that the report of the
Strategy Council and the consultative comments
have identified changes that may strengthen
responsible investment and contribute to the
Fund maintaining its position as a leader within
this field. The Ministry is proposing, on the basis
of the received feedback, changes that will, all in
all, strengthen the responsible investment strat-
egy of the GPFG. The proposed changes will con-
tribute to a higher degree of consistency and pre-
dictability in responsible investment, improved
resource utilisation, as well as reinforcement of
positive interactions between the ownership tools.
The changes will also contribute to increased
transparency on responsible investment, partly by
continued openness about the companies
excluded from the GPFG according to the criteria
in the mandate and explanations for these exclu-
sions, and partly by Norges Bank reporting more
comprehensively on its activities than at present.
Moreover, the establishment of a separate board
to assess how Norges Bank has performed in its
role as a responsible investor will support the
legitimacy of the responsible investment practices
of the Fund. All in all, this will, in the view of the
Ministry, contribute to good long-term manage-
ment of the GPFG. The Ministry notes that the
changes are premised on the current responsible
investment strategy. Both the responsible invest-
ment motivation and the responsible investment
tools remain unchanged. The Ministry is of the
view that the proposed changes are fully consis-
tent with the established objective of the Fund,
the ethical restrictions and the fundamental ethi-
cal commitment to accumulate savings for the
benefit of future generations.

The Ministry intends to amend the mandate
for the GPFG in line with the assessments out-
lined in this section with effect from 1 January
2015, cf. the discussion in section 5.2. The institu-
tional changes will also enter into effect from the
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same date. The Ministry will inform the Storting
about the implementation of these changes.

2.6 Investmentsin renewable energy
and emerging markets

2.6.1 Introduction

The Government announced, in the Sundvolden
platform, that it will establish a separate invest-
ment programme in the GPFG to invest in sustain-
able businesses and projects in low-income coun-
tries and emerging markets. The programme
shall be subject to the same asset management
requirements as other investments of the GPFG.
In addition, the Government announced that it will
consider the establishment of a separate renew-
able energy mandate, which shall also be subject
to the same asset management requirements as
other investments of the GPFG.

The Ministry has received professional advice
and reports concerning such investments. Some
of the said advice is discussed in section 2.6.2.
Section 2.6.3 summarises experience from invest-
ments in the former Environmental Fund and the
current special environmentrelated mandates.
Section 2.6.4 discusses potential ancillary effects
of earmarked investments in addition to their
effect on the return and risk of the GPFG. Section
2.6.5 discusses the financial effects of such invest-
ments and section 2.6.6 addresses unlisted invest-
ments in renewable energy and emerging mar-
kets. Section 2.6.7 presents the Ministry’s assess-
ment.

2.6.2 External assessments of special
responsible investment mandates

Over time, the Ministry has received advice and
reports pertaining to the further development of
the strategy for the GPFG, which are of relevance
to the follow-up of the statements on investment
programmes in the Sundvolden platform.

In 2003, Professors Ole Gjelberg and Thore
Johnsen evaluated literature analysing so-called
Social Responsible Investments (SRI). They noted
that the return differences between SRI strategies
and developments in the general market will nor-
mally be small, but pointed out that such strate-
gies may entail considerable risk. The professors
stated, inter alia, the following:

“If SRI restrictions are imposed on an asset
manager by the owners of a fund, then all par-
ties should acknowledge that such restrictions

may entail significant downside risk. The mag-
nitude of such risk will depend on the strict-
ness of the restrictions imposed on the sample
space.”

In November 2013, the Strategy Council for the
GPFG submitted a report with recommendations
on how the Ministry of Finance can further
strengthen responsible investment in the Fund,
cf. the discussion in section 2.5. In its report, the
Strategy Council summarises research findings
within this field. It is noted that while there is
some evidence to suggest that good corporate
governance has a positive effect on the value of
companies, less research has been conducted into
whether funds managed pursuant to SRI or Envi-
ronmental, Social and Corporate Governance
(ESG) strategies have delivered higher returns
than the market. The Strategy Council notes that
some studies have found that such funds have
underperformed the market, whilst other studies
have found that returns are more or less in line
with general market returns. It is noted in the
report that we have limited knowledge of the
effects of environmental and social factors, as well
as responsible investment practices, on real long-
term portfolio values.

An expert group comprising Professor
Andrew Ang, Professor Michael Brandt and a for-
mer head of the Canadian pension fund Canada
Pension Plan Investment Board (CPPIB), David
Denison, has evaluated Norges Bank’s manage-
ment of the GPFG in a report of January 2014, cf.
the discussion in section 2.2. In their report, the
experts note that if the Ministry of Finance
excludes companies or imposes restrictions on
active management that cannot be justified on
financial grounds, it may result in a loss of invest-
ment opportunities and hence lower expected
return than in the absence of such restrictions.
They state, moreover, that as the Fund grows
larger it will become more tempting to channel
capital to investments that cannot be justified on
financial grounds. The experts refer to examples
of US funds that they believe to have been partly
managed on the basis of political considerations.
They also review academic studies concluding
that politically motivated investment choices in US
pension funds and sovereign investment funds
have delivered inferior risk-adjusted returns.

The authors discuss the current special envi-
ronment-related investments of the GPFG, which
also involve restrictions on Norges Bank’s asset
management. They highlight the weak perfor-
mance achieved for the environmentrelated
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investments over the period 2010-2013, and note
that the asset management costs are high com-
pared to those of the remainder of the Fund.

2.6.3 Experience from the Environmental
Fund and environment-related
investment mandates

In 2001, the Ministry of Finance established a sep-
arate Environmental Fund as a separate equity
portfolio in the GPFG. The Environmental Fund
had somewhat higher risk and delivered a return
that was about 2.4 percent lower than the return
on a comparable benchmark index over the
period of its existence, from January 2001 to
December 2004. The Environmental Fund was
discontinued in connection with the establishment
of ethical guidelines for the GPFG in the autumn
of 2004. At the time, weight was attached to the
absence of any financial arguments in favour of
having a separate environmental portfolio, as well
as the difficulty of substantiating any significant
environmental implications from a continuation of
the Environmental Fund.

In 2009, the Ministry of Finance introduced a
requirement for Norges Bank to establish envi-
ronment-related investment mandates in the man-
agement of the GPFG. This has formed part of the
responsible investment strategy ever since, cf. the
discussion in section 4.5. The mandate issued by
the Ministry to Norges Bank states that the value
of the environmentrelated investment mandates
shall normally fall within the NOK 20-30 billion
range. The investments shall be subject to the
same return requirements as the other invest-
ments of the Fund. In a letter of 13 December
2013, Norges Bank has provided an account of its
experience with the environmentrelated invest-
ments, cf. the discussion in section 2.2. Norges
Bank states that it has thus far chosen to make the
investments in listed companies engaged in activi-
ties within renewable and alternative energy,
energy efficiency, water infrastructure and tech-
nologies, pollution control, as well as waste man-
agement and technologies. The Bank notes that
the investment universe is not unambiguously
defined, and that such investments involve a num-
ber of demarcation problems. It is also stated in
the letter that the market segment is relatively
small, although the Bank can handle the current
volume of investments. Norges Bank emphasises
that environmentrelated investments are well
suited for active management, although these
have not contributed to the healthy return on the
Fund over the period.

The market value of the environment-related
investment mandates was NOK 31.4 billion as at
yearend 2013. The investments have delivered an
overall return of 12 percent over the period 2010-
2013, whilst the general stock market has gener-
ated a return of about 54 percent over the same
period. If one assumes that the environment-
related investment mandates amounted to NOK
25 billion over the entire period, the return would
have been about NOK 10 billion less than if such
capital had been invested in the general stock
market. The environment-related investment man-
dates have been in existence for a limited period
of time, which has coincided with a global finan-
cial crisis. Norges Bank notes that the crisis
resulted in increased volatility in this part of the
market, and had a negative impact on the risk
appetite of investors. However, returns rebounded
somewhat in 2013, which was a good year for the
environmental investments. Although these
investments have only existed for a short period
of time, they nonetheless illustrate that such ear-
marking may entail a significant risk of negative
excess return.

2.6.4 Potential ancillary effects

The Ministry has previously noted that the envi-
ronmental contribution from the environment-
related investment mandates will be difficult to
measure, cf. Report No. 15 (2010-2011) to the
Storting — The Management of the Government
Pension Fund in 2010. Apart from the fact that it is
difficult to measure such contribution, it is uncer-
tain whether it can be expected to be positive.

The motivation behind a separate investment
programme is often that one would like, in addi-
tion to a favourable financial return, to achieve
certain positive ancillary effects, for example envi-
ronmental benefits or poverty reduction. How-
ever, it is uncertain whether investments within
specific areas in well-developed markets, in which
a large number of other investors are also pur-
chasing and selling equities and participating in
any capital increases, can be expected to result in
such ancillary effects. In financial markets, equi-
ties will for example be priced relative to other
equities on an ongoing basis. Consequently, if
markets are well-functioning, the activities of the
GPFG will not influence prices over time or have
any significant impact on companies’ cost of capi-
tal or access to capital.

If the investment programmes are imple-
mented within the current investment limits,
such programmes will result in the investments
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being biased in favour of sectors or countries in
which the Fund is invested from before. The
GPFG is already holding considerable invest-
ments within fields that can be defined as envi-
ronmentally friendly or located in emerging mar-
kets.

As at yearend 2013, the equity benchmark
chosen by the Ministry for the GPFG comprised
46 countries. 22 of these are defined as emerging
markets by the index provider FTSE. The fixed
income benchmark comprised 21 currencies, of
which 10 currencies are from emerging markets.
As at yearend, the value of emerging markets
accounted for about 9 percent and 7 percent,
respectively, of the equity benchmark and the
fixed income benchmark. In addition, Norges
Bank has chosen to invest more outside the
developed markets than would be implied by the
benchmark index. As at yearend 2013, fixed
income investments had been made in 10 emerg-
ing market currencies that are not included in
the benchmark index. The equity benchmark
encompasses all the markets defined as emerg-
ing markets by the index provider FTSE. In addi-
tion to the investments in emerging markets,
Norges Bank has invested in 15 less developed
emerging markets defined as “frontier” markets
by the index provider FTSE.

Moreover, a significant portion of the Fund
can be characterised as environmentally friendly.
About 6 percent of the value of the GPFG equity
benchmark, corresponding to about NOK 180
billion, is already accounted for by companies
that derive more than 20 percent of their earn-
ings from environmentrelated activities, and
which therefore meet the environmental require-
ments in the FTSE Environmental Opportunities
All-Share Index. This is a recognised environ-
mental index developed by the index provider
FTSE in cooperation with Impax Asset Manage-
ment, which is an environmental technology spe-
cialist.

The magnitude of the investments in individ-
ual countries and companies are predominantly
determined by market size. This means that the
investments in companies in emerging stock mar-
kets and in renewable energy companies will
increase in coming years if the portion of global
stock markets accounted for by such companies
increases.

Total return
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Figure 2.10 Total return on S&P African Frontiers,
FTSE ET50 and FTSE All World. Index 31 December
1995 =100

Source: Thomson Reuters Datastream.

2.6.5 Historical return and risk
characteristics of investments in
developing countries and renewable
energy

Investments in renewable energy companies and
in companies in developing countries have histori-
cally been characterised by high risk. Figure 2.10
shows developments in the total return on an
index that covers less developed markets in Africa
(S&P AFRICAN FRONTIERS?) and a environ-
mental index (FTSE ET50)10 over the period
1996-2013, compared to a broad global index
(FTSE All World).

One will note from Figure 2.10 that returns on
emerging market investments and environmental
investments have been much more volatile over
the period and declined much more during cer-
tain periods of high turbulence than has been the
case with a broad global equity index. Moreover,
returns over this period have been high in the less
economically developed African countries, whilst
the environmental investments have performed
considerably weaker.

9 Asat yearend 2013, S&P African Frontiers comprised 113
companies in the countries Botswana, Cote d'Ivoire,
Ghana, Kenya, Mauritius, Namibia, Nigeria and Zambia

10 FTSE ET50 is a global index comprising 50 companies that
derive more than 50 percent of their earnings from environ-
ment-related activities
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Table 2.2 Annual return and risk for S&P African Frontiers, FTSE ET50 and FTSE All World. 1996-2013

FTSE ALL WORLD S&P AFRICAN FRONTIERS FTSE ET50
Return (percent) 8.4 14.3 6.3
Standard deviation (percent) 16.2 29.0 27.2
Return per unit of risk,
measured by standard deviation 0.52 0.50 0.23
Maximum drawdown (percent) -55 -72 -73

Sources: Thomson Reuters Datastream and the Ministry of Finance.

Table 2.2 shows that although investments in
the least developed emerging markets have gene-
rated a higher return than the broad global index
over the period 1996-2013, such investments have
also entailed higher risk.

The return and risk characteristics of invest-
ments in both less developed African markets and
in environment-related equities have varied consi-
derably over time, which implies that average figu-
res should be treated with caution. The fact that
these investments may at times involve high risk
is also illustrated by the decline of more than 70
percent in the indices from the beginning of 2007
to the beginning of 2009, whilst the decline in the
general stock market was significantly less.

The high risk involved in investing in compa-
nies in less developed African markets and in envi-
ronment-related equities implies that investors
will also demand high returns as compensation
for this risk. Higher return requirements may be
explained by such equities declining more in
value when the entire stock market slumps, by the
companies being smaller in size, by these being
less liquid and by these being more exposed to
political risk than investments in global indices
that are dominated by large companies in highly
developed markets. Consequently, one should
expect higher returns from such investments over
time. However, this is not a decisive argument in
favour of overweighting these companies relative
to the value put on them by the market. If it is
desirable to increase the expected return on the
Fund by accepting somewhat higher risk, this can
be achieved in several ways. Hence, expanded
investments in emerging markets need to be eval-
uated against the alternatives.

The Ministry of Finance has required Norges
Bank to establish specific environment-related
investment mandates. These mandates are sub-
ject to the same return and risk requirements as
the Fund in general. Since the returns on compa-

nies that can be defined as environmentally
friendly, such as renewable energy companies,
have fluctuated much more and, moreover, not in
step with the general stock market, a provision
requiring the Fund to invest in such mandates will
reduce the residual limit on so-called tracking
error. Simulations performed by the Ministry of
the effects on tracking error from investing 1 per-
cent of the GPFG in environmentrelated equity
mandates, which would have corresponded to
about NOK 50 billion at the present value of the
Fund, show that it would have resulted in a real-
ised annual tracking error of about 0.3 percentage
points for the period 1998-2013. The return on the
environmental index FTSE Environmental Tech-
nology 50 has been used as an estimate of the
return on the environmentrelated investment
mandates. If one had increased the environmental
investments to 2 percent, corresponding to NOK
100 billion, the tracking error would have
increased to 0.6 percentage points on average for
the entire period. During the most turbulent peri-
ods, like during the financial crisis and the dot-
com bubble, it would have presented much more
of a drain on Norges Bank’s available allowances
for deviations from the benchmark index.

The market risk of unlisted investments can-
not be measured on an ongoing basis. It is there-
fore common to illustrate the risk of unlisted
investments by analysing corresponding listed
investments. It is, at the same time, commonly
assumed that the risk of unlisted investments is
higher than that of listed investments. It was
noted in Report No. 20 (2008-2009) to the Stort-
ing — The Management of the Government Pen-
sion Fund in 2008, that the average return on the
unlisted funds that were invested in emerging
markets over the preceding decade was lower
than the corresponding return on the listed stock
market. The analyses show, at the same time, that
return differences were particularly large
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between the funds invested in emerging markets.
This means that the risk of incurring a loss on
such investments is high.

2.6.6 Unlisted investments

In Report No. 15 (2010-2011) to the Storting —
The Management of the Government Pension
Fund in 2010, the Ministry of Finance presented a
broad review of investments in unlisted equities
and infrastructure. The conclusion at the time was
that a strategic allocation for, or a general authori-
sation, of such investments was not called for. It
was noted, at the same time, that the special char-
acteristics of the GPFG make it appropriate to
revert to the issue later.

A general authorisation of investments in
unlisted markets would not necessarily result in
an increase in the investments of the GPFG within
renewable energy and companies in developing
countries. It is not necessarily the case that these
areas account for a larger share of the institution-
ally investable unlisted market than of the listed
market. Within renewable energy, for example, it
would appear that many of the technology compa-
nies are listed. The listed utility companies also
own a lot of power generation capacity within
hydro, sun and wind.

Although developing countries may have large
unlisted stock markets, it is not necessarily the
case that the authorisation of investments in
unlisted equities and infrastructure will result in
the GPFG investing in these markets. It would
appear, for example, that investments in develop-
ing countries do not account for a large share of
the unlisted equity and infrastructure investments
of globally invested pension funds. One reason for
this may be that such investments are operation-
ally challenging and involve high risk.

Although there are large differences between
developing countries, investments in these mar-
kets are generally very challenging. The rights of
investors are often not as well protected by legisla-
tion and supervisory bodies as in more developed
markets. Besides, transparency and corporate
governance are often weaker than in more devel-
oped markets. Another factor that leads to ele-
vated risk is that there is often high country-spe-
cific risk relating to macroeconomic and political
factors.

Funds with which it would be reasonable to
make comparisons have not started out with
unlisted investments in the least developed mar-
kets either. It is only after they have gained experi-
ence in the more developed markets that they

have, if at all, embarked on investments in the less
developed, emerging markets. A corresponding
approach has been adopted for the investments in
the listed equity portfolio and the real estate port-
folio of the GPFG.

2.6.7 The Ministry’s assessment

In principle, the investments of the GPFG can be
earmarked for specific areas by changing the
benchmark index or by issuing instructions to
Norges Bank regarding its asset management
focus. However, both of these solutions are hard
to justify on financial grounds.

The current benchmark index is premised on
the objective of the maximum possible return,
given a moderate risk level. The composition of
the equity and fixed income benchmark indices of
the Fund is based on, inter alia, the relative sizes
of the markets and the economies. These are
robust principles reflecting market pricing and
the ability of countries to repay loans.

If the Ministry were to overweigh, via invest-
ment programmes, certain sectors or countries at
the expense of others, this will represent active
investment decisions. There is nothing in eco-
nomic literature to suggest that biasing the portfo-
lio away from the market portfolio and towards
theme-based investments can be expected to con-
tribute to improved performance of the GPFG
over time. In order for such investment choices to
be profitable, these would have to be based on the
Ministry being privy to information regarding the
future return on such investments that is not
already reflected in current market prices. There
is no reason to expect that the Ministry will be
able to acquire such information, and hence the
strategy of the Fund has not been based on such
an approach either.

The Mandate for the Management of the
GPFG authorises Norges Bank to make invest-
ments that deviate from the benchmark index
within specific limits, including tracking error. If
the Ministry were to expand the investments of
the GPFG in renewable energy or in individual
countries by instructing Norges Bank to over-
weigh certain market segments or countries, it
will amount to placing restrictions on the Bank’s
asset management. This may curtail the scope of
Norges Bank for generating excess return.

The GPFG is already holding major invest-
ments within fields that may be defined as envi-
ronmentally friendly, as well as in emerging mar-
ket companies. The equity benchmark index
adopted by the Ministry for the GPFG included 46
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countries as at yearend 2013. In addition, Norges
Bank may invest in countries that are not included
in the benchmark index. The mandate requires
the Bank to have internal procedures for the
approval of new markets and countries. Norges
Bank has, following thorough assessment,
invested in a number of less developed emerging
markets, so-called frontier markets, but has also
chosen to refrain from investing in other markets
because these are held to be insufficiently devel-
oped and too high risk. Such assessments require
specialist expertise and proximity to the markets.
Norges Bank is better placed to perform such
operational assessments than is the Ministry.

The Ministry is supportive of Norges Bank’s
approach of investing, as part of its active manage-
ment, in emerging markets that are not included
in the benchmark index. The Ministry believes
that Norges Bank should retain responsibility for
approving investments in such markets. Refer-
ence is made to the discussion of the Bank’s vari-
ous deviations from the benchmark index in sec-
tion 2.2.

In order to highlight the asset management of
the Bank and the investments of the GPFG in
emerging markets and renewable energy, it is
intended for Norges Bank to report specifically on
such investments.

The GPFG is not an instrument for furthering
the investments of the State in developing coun-
tries or renewable energy. The Norwegian Invest-
ment Fund for Developing Countries (Norfund)
was established to make high-risk investments in
the least developed countries. The Ministry is of
the view that a good follow-up of the Sundvolden
platform would be to invest in sustainable busi-
nesses and projects in low-income countries via
ordinary appropriations to, for example, Norfund.
The Government will revert to this in the fiscal
budgets.

The Ministry also is proposing an increase in
investments in renewable energy by expanding
the scale of the environmentrelated investment
mandates, of which companies engaged in renew-
able energy activities constitute one of five sec-
tors. The mandate issued by the Ministry stipu-
lates that the environmentrelated investment
mandates shall normally be in the range of NOK
20-30 billion. It is in this report proposed that this
be increased to NOK 30-50 billion. The invest-
ments shall be subject to the same return and risk
requirements as the other investments of the
Fund. In assessing the scale of the environment-
related investment mandates, weight has been
attached to the fact that Norges Bank identifies

such investments as well suited for active manage-
ment. Hence, the expanded range will contribute
to enhancing the asset management expertise of
Norges Bank within a field that the Bank holds to
be well suited for such management. A higher
range would, at the same time, represent a restric-
tion on the scope of the Bank for deviating from
the benchmark index that would be difficult to jus-
tify financially.

The Ministry will initiate an assessment of the
effects of further expansion of the investments
within renewable energy. Such assessments will
be based on these investments being subject to
the same asset management requirements as the
other investments of the GPFG.

2.7 The GPFG and the climate

Global climate change may affect the future
return on the GPFG. The potential return implica-
tions of climate change may be referred to as cli-
mate risk.

Norges Bank has for some time had a special
focus on climate change in its management of the
GPFG. The climate expectation document issued
by the Bank to the portfolio companies has been
followed up by a number of sector reports. In
2012, this expectation document was revised to
include, inter alia, companies’ handling of defor-
estation in tropical areas as a topic. The Bank also
divested its holdings in a number of palm oil com-
panies in 2012. Norges Bank has subsequently
divested its holdings in several mining companies.
In addition, the Bank actively supports the Carbon
Disclosure Project (CDP), a leading international
initiative for promoting, inter alia, company mea-
surement and reporting of greenhouse gas emis-
sions and other environmental information.

Climate change has also been a key consider-
ation in the Ministry’s follow-up of the manage-
ment of the Fund for a considerable period of
time. It was an issue when establishing the ethical
guidelines in 2004 and when evaluating the guide-
lines in 2009. In the autumn of 2009, the Ministry
initiated a collaboration with the consultancy firm
Mercer to examine long-term implications of cli-
mate change for the global capital markets in gen-
eral, and for the portfolio of the GPFG in particu-
lar. This project was also supported by 13 other
large institutional investors in Europe, North
America, Asia and Australia.

Mercer studied implications of climate change
for global capital markets until 2030 based on,
inter alia, economic assessments from the
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Grantham Research Institute on Climate Change
and the Environment at the London School of Eco-
nomics.

The analyses of Mercer did not give reason to
believe that climate change will have a major
impact on growth in the world economy until
2030. Expected effects on returns in global capital
markets were also held to be moderate over this
time horizon. A recurring theme in the report was
that global warming will increase the uncertainty
of expected future returns. Mercer therefore rec-
ommended, inter alia, that investors closely moni-
tor relevant risk developments. Moreover, it rec-
ommended dialogue with governments, compa-
nies and asset managers to reduce, if possible,
such uncertainty in the long run.

The fossil energy investments of the Fund
have been discussed in 2013 and 2014. Some
stakeholders have argued that the Fund should
divest such investments, on both financial and
environmental grounds. The Ministry believes
that any changes to the investment strategy of the
Fund should be founded on thorough professional
assessments and widespread support in the Stort-
ing. This report to the Storting discusses, for
example, the return and risk characteristics of
equities in the oil and gas sector, cf. the discussion
in section 2.4.

2.7.1 Future climate risk initiatives

The Strategy Council discusses, in its report for
2013, an interrelationship between investment
strategy and responsible investment, cf. the dis-
cussion in section 2.5. The Council recommends
that any decisions on changing the investment
strategy be based on research on the expected
effect on Fund returns and risks. The Strategy
Council notes, moreover, that a review of
research and current practices amongst other
funds indicate a considerable shortfall in our
understanding of the effects of responsible
investment practices on returns. The Strategy
Council recommends that the Fund initiates and
supports independent research to add to our
knowledge in this field.

One aspect of this is the need for an improved
understanding of whether social and environmen-
tal factors may influence financial returns. The
equity investments of the GPFG are based on the
premise that the Fund holds a small share of the
global stock market. This implies that we expect
return and risk to develop in line with develop-
ments in the general stock market in the long run.
The Ministry is of the view that weighty argu-

ments are required to deviate from this strategy.
As discussed in section 2.6, economic theory or
empirical findings do not support that biasing the
portfolio away from the market portfolio in favour
of individual companies or sectors to address, for
example, climate risk, can be expected to improve
the performance of the GPFG over time. In order
for such investment choices to be profitable it
would be necessary for the Ministry to have infor-
mation regarding the future return on such invest-
ments that is not already reflected in current mar-
ket prices. The Ministry is of the view that it must
be assumed that one is not in a better position
than the market to know how individual sectors
will develop in future. Consequently, the strategy
of the Fund has not been based on such an
approach.

Research and development have long been
part of the responsible investment tools of the
GPFG. In 2014, the Ministry intends to initiate
work to shed additional light on the risk to the
future return on the Fund posed by climate
change. This initiative will not be restricted to any
specific sector or product. The Ministry notes that
the issues involved are complex and subject to
considerable uncertainty, and it aims to revert to
the matter in its future reports on the Govern-
ment Pension Fund.

2.7.2 Assessment of relevant policy
instruments

Certain types of fuels and certain methods of pro-
duction are more greenhouse gas intensive than
others. Thus far, greenhouse gas emissions have
not been a separate criterion for ethical exclusion,
cf. the Guidelines for Observation and Exclusion.
The report prepared prior to the establishment of
the ethical guidelines in 2004, the NOU 2003: 22
green paper “Management for the Future”, states,
inter alia, the following:

“The Committee is of the view that negative
screening to exclude companies that produce
coal power or petroleum from the Fund would
not be appropriate. The Committee deems
active ownership and advocacy to represent a
more effective strategy than exclusion for
addressing climate issues and effecting
change”.

It is now just over a decade since the NOU 2003:
22 green paper was published. Reference is made
to Recommendation No. 141 (2013-2014) to the
Storting, in which the Standing Committee on
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Finance and Economic Affairs advised the Stort-
ing to pass the following resolution:

“The Storting requests the Government to
appoint an expert group. The group shall
examine whether the exclusion of coal and
petroleum companies may be considered a
more effective strategy than exercise of owner-
ship and excertion of influence for addressing
climate issues and effecting future change. The
expert group shall also advise on criteria for
the potential exclusion of these types of compa-
nies. The recommendations of the expert
group shall form part of the basis for the
Report to the Storting on the management of
the Government pension fund in the spring of
2015.”

The Ministry of Finance will, in line with the reso-
lution passed by the Storting, appoint an expert
group to examine whether the exclusion of coal
and oil companies may be considered a more
effective strategy than active ownership and advo-
cacy for purposes of addressing climate issues
and effecting future change. The expert group
shall also advise on possible criteria for the poten-
tial exclusion of this type of companies. The mem-
bers and the mandate of the group will be pub-
lished on the Ministry website. The recommenda-
tions of the expert group will be submitted in the
autumn of 2014 and will be subjected to open dis-
cussion. The recommendations and the feedback
from the open discussion will form part of the
basis for the Report to the Storting on the man-
agement of the GPFG in the spring of 2015.
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3 The investment strategy of the Government Pension Fund
Norway

3.1 Background

The capital base of the Government Pension Fund
Norway (GPFN) originates primarily from
national insurance scheme surpluses from the
introduction of the scheme in 1967 and until the
late 1970s. The capital of the GPFN is deposited
with Folketrygdfondet, which manages the assets
in its own name and in accordance with a mandate
issued by the Ministry. The return on the assets
of the GPEN is not transferred to the Treasury,
but is added to the fund capital on an ongoing
basis. Hence, there are neither any transfers
between the fiscal budget and the GPFN, nor any
capital transfers between the GPFG and the
GPFN.! The market value of the GPFN was NOK
167.8 billion at yearend 2013, cf. section 4.3.

The main part of the assets of the GPFN is
invested in the Norwegian stock and bond mar-
kets. The characteristics of the Fund, such as size
and a long investment horizon, distinguish the
GPFN from many other investors in the Norwe-
gian capital market. Size entails certain benefits,
including the ability to exploit economies of scale
in asset management. At the same time, the size of
the Fund relative to the Norwegian capital market
somewhat restricts opportunities for major portfo-
lio allocation changes within a short space of time.
The Norwegian market is, moreover, character-
ised by low liquidity in several companies. This
adds to the challenges associated with major port-
folio adjustments.

The GPFEN is a major owner and lender in the
Norwegian capital market. The Norwegian equity
portfolio represents about 10 percent of the mar-
ket value of the main index of the Oslo Stock
Exchange (adjusted for ownership stakes that are
not freely tradable; so-called free float), thus mak-
ing the Fund one of the principal investors on that
exchange. The Norwegian fixed income portfolio

1 Section 5 of the Government Pension Fund Act stipulates

that the assets of the Government Pension Fund may only
be used for capital transfers to the fiscal budget pursuant to
a resolution of the Storting.

represents 2.6 percent of the Norwegian bond and
note market. The large long-term holdings of the
GPFN in the Norwegian stock and bond markets
contribute to market stability. The rebalancing
rules are an important part of this, cf. the discus-
sion in section 3.3. These imply that the Fund
acquires additional holdings in the asset class
whose value has declined, in order to maintain the
distribution between equities and bonds stipu-
lated in the mandate. Hence, the Fund will pur-
chase equities during periods when others are
selling, and thus contribute liquidity to the stock
market during periods of volatility.

3.2 Theinvestment strategy

The investment strategy of the GPFN is defined
by a benchmark index and risk limits laid down by
the Ministry. The benchmark index is divided into
equities (60 percent) and bonds (40 percent).
Besides, it is divided into two geographical
regions; Norway (85 percent) and the rest of the
Nordic region excluding Iceland (15 percent), cf.
figure 3.1.

Folketrygdfondet may, within certain limits,
deviate from the benchmark index. The purpose
of such deviations is to conduct cost-effective
asset management, as well as to generate excess
return. The Ministry requires Folketrygdfondet,
under the mandate for the GPFN, to organise
asset management with a view to keeping the
expected tracking error within 3 percentage
points. The method for calculating expected track-
ing error shall be approved by the Ministry. In
addition, a number of supplementary risk limits
have been adopted, cf. Report No. 15 (2010-2011)
to the Storting — The Management of the Govern-
ment Pension Fund in 2010.

The mandate adopted by the Ministry for the
GPFN allows for the Fund assets to be invested in
unlisted companies (private equity), provided,
however, that the board of directors has
expressed an intention to seek a listing on a regu-
lated market place. Hence, it does not allow the
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Figure 3.1 Strategic benchmark index of the GPFN. Percent

Source: Ministry of Finance

Fund assets to be invested in private equity on a
general basis.

3.3 Rebalancing

3.3.1

The rebalancing rules form part of the investment
strategy for the GPFN. Experience from the rebal-
ancing of the GPFG was discussed in Report No.
17 (2011-2012) to the Storting — The Manage-
ment of the Government Pension Fund in 2011.
The Ministry emphasised that the purpose of
rebalancing is to ensure that the risk of the Fund
does not over time deviate materially from the risk
implied by the long-term allocation adopted for
the Fund between different asset classes. The
Ministry notes, at the same time, that rebalancing
is somewhat countercyclical in nature, inasmuch
as the Fund will sell assets whose value has
increased the most, in relative terms, and pur-
chase assets whose value has declined. The Min-
istry concluded that rebalancing of the GPFG
should continue, although revision of the detailed
rules was called for. The new rebalancing rules
for the GPFG were presented in the National Bud-
get 2013, cf. Report No. 1 (2012-2013) to the
Storting.

The Ministry stated, in Report No. 27 (2012-
2013) to the Storting — The Management of the
Government Pension Fund in 2012, that the Min-
istry would consider, in view of the amendments
to the GPFG rebalancing rules and after taking

The background to rebalancing

advice from Folketrygdfondet, whether the cur-
rent rebalancing rules for the GPFN are also in
need of adjustment. The Ministry would inform
the Storting of any such adjustments.

On 12 February 2014, the Ministry received a
letter from Folketrygdfondet summarising its
experience with the rules on rebalancing of the
benchmark index of the GPFN. The main conclu-
sion is that experience with the rebalancing rules
is favourable. According to Folketrygdfondet, the
equity portion has not deviated significantly from
its strategic weight for a long period of time, and
the GPFN has achieved a better ratio between risk
and return than would have been achieved with-
out rebalancing. The rebalancing costs have been
moderate, and the rebalancings have probably
had a stabilising effect on the Norwegian financial
market.

Folketrygdfondet is nonetheless proposing
certain adjustments to the rules. There may,
under the current rebalancing rules, be a time lag
from the occurrence of a rebalancing need until
the actual commencement of rebalancing. Folke-
trygdfondet is of the view that asset management
is restrained during that period, inasmuch as
planned portfolio modifications are largely put on
hold as a result of the upcoming rebalancing.
Folketrygdfondet therefore proposes that rebal-
ancing shall commence automatically on the basis
of criteria defined by the Ministry, that the Minis-
try shall be informed immediately upon the rebal-
ancing signal being triggered, and that Folket-
rygdfondet shall report retrospectively. The pro-
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posed amendments will, according to Folketrygd-
fondet, somewhat simplify the rebalancing rules
and reduce the inconvenience for the asset man-
agement. Folketrygdfondet states that the pro-
posed amendments will not materially change the
risk exposure of the GPFN, the number of rebal-
ancings over time, the transaction costs or the
returns, when compared to the current rules.

The current rules on the rebalancing of the
GPFN are confidential. The GPFN is a large inves-
tor in financial markets that are characterised by
low liquidity at times. Folketrygdfondet is of the
view that the need to avoid influencing the market
and ensure the sound execution of asset manage-
ment suggests that detailed parameters relating to
the implementation of rebalancings shall be kept
confidential.

3.3.2 The Ministry’s assessments

Rebalancing of the equity portion forms part of
the strategy of the GPFN. The calculations of
Folketrygdfondet show that rebalancing has con-
tributed to an improvement in the ratio between
risk and return of the Fund since the introduction
of the rebalancing rules in 2008. The Ministry
notes that Folketrygdfondet is of the view that the
proposed amendments will not materially change
the risk exposure of the GPFN, the number of
rebalancings over time, the transaction costs or
the returns, when compared to the current
regime. The Ministry of Finance will consider cer-
tain amendments to the rebalancing rules for the
GPFN against the background of the advice from
Folketrygdfondet.
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4 Asset management follow-up

4.1 Performance of the Government
Pension Fund Global

4.1.1

A broad upturn in developed markets character-
ised the world stock market in 2013. Higher
interest rates resulted in a bond market return of
close to zero. An important event in the first
quarter was the interim budget compromise in
the US, which was followed by a stock market
surge. Economic data from the Euro zone were
weak throughout the quarter, and sovereign debt
concerns resurfaced in March with the request
for an anti-crisis package from the Cypriot
authorities.

In April, the Japanese central bank announced
that it would engage in significant quantitative eas-
ing to stimulate economic growth. This resulted in
Japanese equities rebounding steeply. In May,
markets reacted negatively to a statement from
the Fed Chair that the Federal Reserve might
reduce its bond purchases in 2013. Risky assets
were divested and long-term US interest rates
increased considerably. The Japanese stock mar-
ket slumped by close to 20 percent. In China, the
financial market liquidity situation worsened in
June when the Chinese central bank attempted to
control credit growth. The Euro zone did, at the
same time, show signs of improvement. All in all,
broad global equity indices gained somewhat in
the second quarter. However, broad emerging
market indices went into steep decline in the sec-
ond quarter, after poor performance in the first
quarter as well. Fixed income indices depreciated,
like in the first quarter.

In the third quarter, the Euro zone countries
as a group emerged from their longest ever reces-
sion, after six consecutive quarters of negative
growth. Growth was strongest in Germany and
France, whilst the more peripheral Euro zone
countries were still faced with GDP contractions.
In September, the US Federal Reserve surprised
markets by not cutting back on quantitative eas-
ing. That resulted in bond markets breaking with
the declining price trend of the two preceding

Market developments in 2013

quarters, and broad fixed income indices appreci-
ated. Global stock markets also gained in the third
quarter. Emerging markets contributed to the
upsurge after the Chinese interbank market
showed signs of stability.

In the US, the third and fourth quarters were
turbulent as the result of continued federal budget
discord in Congress, especially with regard to
raising the debt ceiling (the national debt cap
adopted by Congress). A two-year agreement that
also encompassed the debt ceiling was concluded
in December, and is considered one of the rea-
sons why the Federal Reserve announced, in that
same month, that it would start scaling back quan-
titative easing. The US Federal Reserve also com-
municated that short-term interest rates will be
kept low for quite some time. The events in the US
served, together with more good economic news
from the Euro zone, to overshadow the turbulence
in the Chinese interbank market, which flared up
briefly again in December. Bond markets con-
tracted as the result of the news from the US Fed-
eral Reserve, and 10-year US treasury bond yields
increased to 3 percent. News of the scaling back
was well received by the stock markets, which
gained in the fourth quarter. Emerging economy
stock markets appreciated in the fourth quarter,
but the recoupment was not large enough to pre-
vent a weak year for equity investments in these
countries as a whole.

4.1.2 The market value of the Fund

At yearend 2013, the market value of the Govern-
ment Pension Fund Global (GPFG) was NOK
5,038 billion. Developments in stock market
values resulted in the portion of equities in the
benchmark index exceeding 64 percent as at the
end of September 2013. Hence, the equity portion
of the benchmark index was rebalanced to 60 per-
cent as at the end of the following month, in line
with the provisions of the mandate laid down by
the Ministry. At yearend, the assets of the actual
portfolio comprised NOK 3,107 billion in equities,
NOK 1,879 billion in bonds and NOK 52 billion in
real estate, cf. figure 4.1.
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Figure 4.1 Distribution of the actual investments
of the GPFG by asset classes at yearend 2013. Per-
cent

Source: Norges Bank.

The market value of the Fund increased by
NOK 1,222 billion during the course of 2013.
Figure 4.2 shows the change in the Norwegian
kroner market value of the Fund in 2013 and since
its inception in 1996, split into capital inflows,
returns, changes in the Norwegian kroner
exchange rate, as well as asset management costs.
Total capital inflow since inception is NOK 3,299
billion, whilst the total return, net of the Norges

Figure 4.3 Developments in the market value of
the GPFG since inception. NOK billion

Source: Norges Bank.

Bank asset management costs, is NOK 1,775 bil-
lion. Figure 4.3 shows fund value developments
since inception.

In 2013, the inflow to the Fund was NOK 241
billion. Just over NOK 2 billion of such inflow was
used to cover the costs of Norges Bank in mana-
ging the GPFG in 2012. About 62 percent of the
remainder was invested in equities. A further 30
percent was invested in bonds, whilst real estate
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Figure 4.2 Developments in the market value of the Fund in 2013 and since inception of the Fund in

1996. NOK billion

Sources: Norges Bank and the Ministry of Finance.
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Figure 4.4 Ownership stakes of the GPFG in global stock and bond markets. Percent

Source: Norges Bank.

accounted for 8 percent. About 8 percent of the
capital inflow in 2013 was invested in emerging
markets. This amounts to about NOK 19 billion.

At yearend 2013, 58 countries were approved
as market places where the Fund can trade in
equities. That was six more than at the beginning
of the year. New market places were Kuwait,
Oman, Tunisia, Vietnam, Slovakia and Pakistan.
At yearend, about 10 percent of the equity hold-
ings were invested in emerging markets. The
Fund also made its first investments in the local
government bond markets in Colombia, the Phil-
ippines and Hungary in 2013. According to figures
from Norges Bank, about 12 percent of the fixed
income portfolio was invested in emerging mar-
kets at yearend, as compared to 10 percent at the
beginning of the year.

At yearend 2013, the Fund held an average
ownership stake of about 1.3 percent in global
stock markets, as defined by the index provider
FTSE. The average ownership stake was somew-
hat larger in emerging markets than in developed
markets. Ownership stakes in global bond
markets were about 0.9 percent, cf. figure 4.4.

During 2013, the Fund acquired new real
estate in the US and Europe valued at just over
NOK 22 billion. The real estate was principally in
the form of office properties, shopping centres
and logistics properties. In addition to the said
investments, the Fund concluded agreements for

the acquisition of an office property and a number
of logistics properties in the US at the end of 2013.
These transactions will be completed in 2014.

External management

At yearend 2013, 3.8 percent of the GPFG was
managed by external managers. That was the
same portion as one year earlier. 96.2 percent of
the Fund is managed internally by Norges Bank.
External management predominantly involves
equity mandates in emerging markets and small
companies in developed markets. These are mar-
kets and segments where Norges Bank does not
deem it appropriate to develop internal expertise,
whilst the Bank believes that prospects are good
for outperforming the general market.

4.1.3 Return

Reporting of the return on fund assets is focused
on developments measured in the currency bas-
ket of the Fund, cf. box 4.1 and the discussion in
section 4.2. The investments of the GPFG seek to
maximise international purchasing power, given a
moderate level of risk. Changes in the Norwegian
kroner exchange rate may in some years have a
major impact on fund value measured in Norwe-
gian kroner, but do not affect the international
purchasing power of the Fund. All return data in
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Figure 4.5 Annual nominal returns on the GPFG,

ranked from lowest to highest return. Measured in
the currency basket of the Fund and before asset
management costs. Percent

Sources: Norges Bank and the Ministry of Finance.

this section are measured in the currency basket
of the Fund, unless otherwise specified.

The overall portfolio

The GPFG registered an aggregate return of 15.9
percent in 2013, before the deduction of asset
management costs, cf. table 4.1. This was the sec-
ond best performance in the history of the Fund,
cf. figure 4.5. This favourable outcome reflects
strong stock market performance, whilst bond
market returns were close to zero. Positive
returns have been generated in 12 out of 16 years
since 1998, with only one year of significant nega-
tive returns (2008). Appendix 1 to this report pres-
ents returns measured in Norwegian kroner and
certain other currencies. In 2013, the return on
the GPFG measured in Norwegian kroner was
25.1 percent. Since 1 January 1998, the average
annual return on the GPFG has been 5.7 percent
measured in the currency basket of the Fund,
whilst the return in Norwegian kroner has been
5.5 percent. The annualized return was 6.8 per-
cent measured in US dollars.

Equities

The equity portfolio achieved a return of 26.3 per-
cent last year. The equity investments held by the
Fund in North America, Europe and Japan

Box 4.1 Return measured in the
currency basket of the Fund and in
Norwegian kroner

GPFG assets account for the majority of State
financial savings. The Norwegian kroner value
of the Fund is therefore of relevance to State
finances when taken in isolation. The fiscal pol-
icy guideline is, for example, based on the
premise that transfers from the GPFG to the fis-
cal budget correspond to four percent of the
Norwegian kroner value of the Fund. However,
the Norwegian kroner value of the Fund is of
less relevance to Norway as a nation.

Oil and gas sales leave Norway with a con-
siderable trade surplus. A major part of this sur-
plus accrues to the State, most of which is
saved through the GPFG. Hence, the Fund
plays an important role in national savings.

Qil and gas sales generate foreign currency
revenues for Norway. The foreign currency
revenues are reinvested in international cur-
rency equities, bonds and real estate through
the transfers to the GPFG. A major part of the
petroleum revenues is not converted into Nor-
wegian kroner. The foreign currency revenues
of the State from SDFI (the State’s Direct
Financial Interest) are, for example, transferred
directly to Norges Bank, which then invests
these revenues in the Fund.

In a national perspective, the savings held in
the GPFG shall finance future purchases of
goods and services produced internationally —
i.e. future imports. The quantity of foreign goods
and services that may be financed by the fund
capital depends on the fund value measured in
international currency, and not on its value mea-
sured in Norwegian kroner. Hence, the invest-
ments of the Fund seek to maximise interna-
tional purchasing power, given moderate risk.

Consequently, the main emphasis is on
reporting the return on the Fund measured in
international currency, despite the financial
statements of the GPFG being prepared in Nor-
wegian kroner. No single currency is appropri-
ate for reporting such return, cf. the discussion
in section 4.2. A basket comprising several cur-
rencies is used instead. The currency basket of
the Fund is a weighted combination of the cur-
rencies included in the benchmark indices for
the equity and fixed income investments of the
Fund; currently a total of 34 currencies.
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Figure 4.6 Yields on 5-year government bonds
from selected countries. Percent

Source: Macrobond.

achieved a return of about 30 percent. Emerging
markets delivered a weaker return of about 1 per-
cent, but with major return differences between
countries. Countries with large balance of pay-
ment deficits saw capital outflows, which resulted
in weak performance of the respective stock mar-
kets.

All equity sectors delivered positive returns in
2013. The telecommunications sector generated
the highest sector return, with a 37.5 percent
return on the investments of the Fund. The health
sector delivered the second best sector perfor-
mance, registering a return of 35.0 percent.
Expectations of slower growth in China resulted
in weaker demand for commodities. This influ-
enced developments in the materials sectors,
which registered the weakest sector performance
with a return of 5.1 percent.

Bonds

The return on the fixed income portfolio in 2013
was 0.1 percent. Government bond yields
increased through 2013, from very low levels at
the beginning of the year, cf. figure 4.6. Increasing
yields entail declining bond prices, thus reducing
overall returns on bonds. Government bonds
accounted for more than 60 percent of the fixed
income investments, and registered a return of -
2.3 percent in 2013. Inflation-linked bonds deliv-
ered the weakest sector performance, with a
return of -3.0 percent. However, these only

accounted for a minor part of the fixed income
investments of the Fund. Corporate bonds deliv-
ered a return of 2.1 percent, whilst bonds issued
by government-related companies generated a
return of 1.9 percent. Securitised bonds delivered
the strongest performance, with a return of 7.7
percent. The securitised bonds are principally
denominated in euros. Euros appreciated relative
to the currency basket in 2013, which contributed
to the high return on these bonds as measured in
the currency basket.

At yearend 2013, the average effective yield on
bonds held by the Fund was 2.4 percent, with a
duration of 5.1 years. Duration is a measure for
the average time until an investor can expect to
receive the entire cash flow from a bond. A fixed
income portfolio with a long duration will be more
sensitive to yield changes than a portfolio with a
short duration. At yearend, the duration of the
Fund was somewhat less than that of the bench-
mark index, thus implying that the actual portfolio
of the Fund was somewhat less exposed to yield
increases, in relative terms, than the benchmark
index.

Real estate

The overall real estate investment return in 2013
was 11.8 percent, measured in the currency bas-
ket of the Fund. Net rental income was 4.6 per-
cent. Changes in the value of properties and asso-
ciated debts contributed 3.8 percentage points to
the overall return. Transaction costs for real
estate purchases reduced the return by 0.4 per-
centage points. The return on each property is
measured in local currency. The overall return on
the real estate portfolio is, however, measured in
the currency basket of the GPFG. The real estate
portfolio is in an establishment phase, and has
thus far been concentrated in three currencies
(euros, US dollars and pound sterling). Exchange
rate changes may therefore have a major impact
on returns as measured in the currency basket of
the Fund. In 2013, exchange rate changes
increased the return on the real estate portfolio by
about 3.8 percentage points.

It takes a long time for index providers to pre-
pare return data for unlisted real estate. The
United Kingdom is amongst the first markets in
Europe for which return data are available, and
data from the index provider IPD show that
returns in the UK market were slightly below 11
percent in 2013, as measured in pound sterling. In
the other European countries for which the index
was available by the end of March, the average
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Figure 4.7 Developments in the benchmark indi-
ces of the GPFG. Index. 31 December 1997 = 100

Sources: Norges Bank and the Ministry of Finance.

return was slightly above 4 percent, measured as
a weighted average of local currency returns. On
the whole, real estate values in Europe have
declined somewhat in 2013. Current rent income
nonetheless ensured a positive overall return. The
return on the IPD US real estate index was just
over 11 percent in 2013, as measured in dollars.

The Ministry of Finance has commissioned an
annual report from IPD on real estate investment
returns in the GPFG. The most recent report
shows that the return on the real estate portfolio
of the GPFG in 2012 somewhat exceeded that of
an index including the European countries in
which IPD is represented, with the exception of
Norway. In 2012, the real estate portfolio of the
GPFG comprised a relatively small number of
properties in Europe, and hence the informational
value of the index comparison is limited. The
report is available on the Ministry website
(www.government.no/gpf).

The real estate investments made by Norges
Bank comply with international environmental stan-
dards for real estate development and reporting.
Analyses of potential real estate investments include
an assessment of environmental factors. Measures
aimed at improving the efficiency of energy and
water consumption, as well as waste handling, are
addressed in the ongoing dialogue between Norges
Bank and its cooperation partners.

Norges Bank is a member of Global Real
Estate Sustainability Benchmark (GRESB), a

Figure 4.8 Return on the equity and fixed income
portfolios of the GPFG over time, measured in the
currency basket of the Fund. Percent

Sources: Norges Bank and the Ministry of Finance.

reporting tool for real estate companies. In 2013,
all the cooperation partners of Norges Bank
reported environmental information to GRESB.

Norges Bank makes use of subsidiaries when
investing in real estate, in order to limit and clarify
risk and liability. This is in line with market prac-
tice and supports the Bank’s objective of safe-
guarding the financial interests of the Fund
through sound risk management. The incorpora-
tion of subsidiaries enables financial liability to be
limited to the capital of the relevant subsidiary.

Norges Bank shall, under the mandate for the
GPFG, seek to maximise the return net of costs.
Taxes may in some cases be an important cost
component. Norges Bank notes, in its annual
report on the management of the GPFG in 2011,
that it is important for the investments to be taxed
correctly in compliance with local regulations,
whilst also ensuring that the Fund does not incur
larger tax costs than are necessary. See also the
discussion in Report No. 16 (2007-2008) to the
Storting — The Management of the Government
Pension Fund in 2007.

Norges Bank has incorporated subsidiaries in
Luxembourg, which make and follow up on the
real estate investments in Continental Europe, cf.
Report No. 17 (2011-2012) to the Storting — The
Management of the Government Pension Fund in
2011. For the US real estate investments, Norges
Bank has incorporated companies in Delaware.
The choice of these jurisdictions is based on a
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Figure 4.9 Grossexcessreturn performance of the
GPFG over time. Percent

Sources: Norges Bank and the Ministry of Finance.

number of considerations, such as predictable and
robust legal frameworks and their general use by
international institutional investors. Local tax reg-
ulations and bilateral tax treaties are also import-
ant in this context.

The agreements and corporate documents
established by the Bank ensure access to relevant
information about the subsidiaries for the Supervi-
sory Council, the internal audit unit of the Bank
and the external auditor of the Bank.

Equity and fixed income investment performance

Equities are expected to generate higher returns
than bonds over time. Since 1998, the Fund has
experienced high bond returns as the result of
declining bond yields. The market has been
through two periods of steep equity price slumps
over the same period, both in 2000 when prices
declined after the bursting of the dot-com bubble
and during the financial crisis in 2008. On the
whole, equities were therefore outperformed by
bonds over the period from January 1998 to
December 2012, inclusive. The return differences
between equities and bonds in 2013 meant that
equities outperformed bonds in terms of overall
returns since 1998, as at yearend 2013. This
applies to both the benchmark indices of the
Fund, cf. figure 4.7, and the actual return on the
Fund, cf. figure 4.8.

As at yearend 2013, the return on equities had
contributed more than 2/3 of the overall return on

Figure 4.10 Accumulated excess return on the
GPFG, 1998-2013. NOK billion

Sources: Norges Bank and the Ministry of Finance.

the Fund since 1996. Equity investment returns
accounted for NOK 1,242 billion, whilst bond
returns represented NOK 551 billion. Overall real
estate returns accounted for NOK 5 billion.

Relative return

The return on the investments of the Fund is com-
pared to the return on the benchmark index
defined by the Ministry. All in all, Norges Bank
achieved a return before the deduction of costs in
2013 that outperformed the benchmark index by
1.0 percentage point. The equity portfolio outper-
formed the benchmark index by 1.3 percentage
points. The Ministry has estimated the gross
excess return on the equity portfolio in 2013 at
about NOK 28 billion.!

Investments within the finance and consumer
goods sectors generated the greatest positive con-
tribution to the excess return. Health sector
investments delivered the largest negative contri-
bution. In geographical terms, equities in the US
and Germany contributed most to the positive
excess return, whilst equities in Spain and Canada
delivered the most negative contributions.

The fixed income investments of the Fund out-
performed the benchmark index by 0.2 percent-

1 Estimated by multiplying the excess return each month by

the capital invested at the beginning of the month, and the-
reafter adding it together over all months. Hence, the esti-
mate does not include the compound interest effect.
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Table 4.1 Return on the GPFG in 2013, the last 3, 5 and 10 years, as well as over the period 1998-2013,
measured in the currency basket of the Fund and before the deduction of asset management costs.

Annual geometric average. Percent

Last year Last 3 years Last 5years  Last 10 years 1998-2013
GPFG incl. real estate
Actual portfolio 15.95 8.62 12.03 6.30 5.70
Inflation 1.39 2.07 2.00 2.14 1.89
Management costs 0.07 0.07 0.09 0.10 0.09
Net real return 14.29 6.35 9.74 3.98 3.65
GPFG excl. real estate
Actual portfolio 15.97 8.64 12.04 6.31 5.70
Benchmark index 14.98 8.31 10.88 6.07 5.39
Excess return 0.99 0.33 1.16 0.24 0.31
Equity portfolio
Actual portfolio 26.28 10.77 15.64 7.81 5.66
Benchmark index 24.99 10.42 14.96 7.33 5.13
Excess return 1.28 0.34 0.69 0.49 0.53
Fixed income portfolio
Actual portfolio 0.10 4.55 6.01 441 5.03
Benchmark index -0.15 4.39 417 4.20 4.82
Excess return 0.25 0.16 1.83 0.21 0.21
Real estate portfolio
Actual portfolio 11.79 457

1 Since 1 April 2011.
Sources: Norges Bank and the Ministry of Finance.

age points, which corresponds to about NOK 3 bil-
lion. The average duration of bonds held by the
Fund was somewhat lower than that of the bonds
in the benchmark index. The fixed income portfo-
lio of the Fund was therefore less affected by yield
changes, and declined less in value than the
benchmark index as the result of increasing yields
over the year. Overweighting in covered bonds
denominated in euro also made a positive excess
return contribution. Overweighting in emerging
market government bonds made a negative
excess return contribution.

Since 1 January 1998, Norges Bank has
achieved an average gross annual excess return of
0.31 percentage points, cf. figure 4.9. This is
slightly higher than the expectation previously
signalled by the Ministry, given the exploitation of
the scope for deviations from the equity and fixed
income benchmarks, cf. Report No. 10 (2009-
2010) to the Storting. The Ministry has estimated
the total gross excess return on the Fund for the
period from January 1998 to December 2013 at
about NOK 90 billion, cf. figure 4.10.
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Figure 4.11 Real return on the GPFG over time,
measured in the currency basket of the Fund.
Percent

Sources: Norges Bank and the Ministry of Finance.

Real return

The return on the GPFG in 2013 after the deduc-
tion of asset management costs and inflation (net
real return) was 14.3 percent, cf. figure 4.11. The
average annual net real return over the period
from January 1997 to December 2013 was 3.9 per-
cent. Measured from January 1998, the average
annual net real return was 3.6 percent. This is 0.7
percentage points higher than the corresponding
figure at yearend 2012.

4.1.4 Risk and limits
Fund risk

Standard deviation is a statistical measure of risk.
Standard deviation can, under the simplified
assumption that return data follow a normal distri-
bution over time, be used to indicate the expected
normal volatility of annual fund returns, measured
in the currency basket of the Fund. Norges Bank
has estimated the expected standard deviation at
yearend 2013 at 9.3 percentage points, or about
NOK 470 billion at a fund size of NOK 5,038 hil-
lion. Fluctuations will fall outside the said range in
one out of three years. Historically, volatility has
exceeded that implied by the normal distribution
assumptions.

Figure 4.12 shows how the realised standard
deviation of the GPFG benchmark indices has

Figure 4.12 Developments in the 12-month roll-
ing standard deviation of the GPFG benchmark
indices. Percentage points

Sources: Norges Bank and the Ministry of Finance.

developed since 1998. The figure reflects the
standard deviation at any given time as computed
on the return over the preceding 12 months. The
figure shows that risk measured in this way has
varied considerably over time. During periods of
major market turbulence, such as during the
financial crisis in 2008-2009, the risk as measured
by the standard deviation has been significantly
higher than for the entire period as a whole. In
2013, risk declined in the first half of the year, but
increased again in the second half. At yearend, the
overall risk of the Fund was about the same level
as at the beginning of the year. Stock market
developments have the most impact on the overall
risk of the Fund.

As at yearend 2013, bond risk over the last 12
months was around the historical average for the
period 1998-2013. Equity risk was low when com-
pared to historical developments in figure 4.12
and the long-term expectation of the Ministry.

Relative risk

The mandate for the GPFG stipulates limits defin-
ing the extent to which Norges Bank may, in its
asset management, deviate from the benchmark
index as measured by expected tracking error.
The purpose of such deviations is to achieve a
higher return than the benchmark index by
exploiting weaknesses in the index and opportuni-
ties in the market, as well as the characteristics of



74 Meld. St. 19 Report to the Storting (white paper)

2013-2014

The Management of the Government Pension Fund in 2013

457 Equitiy and bond portfolio [ 43
40 4 —Equity portfolio L 40
Bond portfolio
35 1 - 3.5
3.0 A - 3.0
25 1 r 2.5
20 A - 2.0
1.5 A 1.5
1.0 1 1.0
0.5 1 - 0.5
0 0

T
m
—
o
(o}

1998

1999 A
2000 A
2001 A
2002 A
2003 A
2004 A
2005 A
2006
2007 A
2008 -
2009 A
2010
2011
2012 A

25 7 r 25
= GPFG
Benchmark index

20 A r 20
15 A - 15
10 A f/\ r 10

s | HP\”NJNV”ﬁ \\ \vfi 5

»qfd”\j u

O T T T T T T T T T T T T T T O
W O O —m AN M T 1N ONN 0O O — AN M
DO O O O O © O O O O — — — —
OO OO O O O O O O O O O O O O O
— = AN AN AN AN ANANAN NN NN AN AN N

Figure 4.13 Rolling 12-month realised tracking
error of the equity and fixed income portfolios of
the GPFG, as well as of the Fund as a whole.
Percentage points

Sources: Norges Bank and the Ministry of Finance.

the Fund. The mandate stipulates a number of
supplementary risk measures, thus defining a risk
management framework.

Expected tracking error is a statistical mea-
sure as to how much the actual return on the
Fund can be expected to deviate from the return
on the benchmark index. The mandate for the
GPFG stipulates that Norges Bank shall organise
asset management with a view to preventing
expected tracking error from exceeding 1 per-
centage point. If one assumes that the return devi-
ations follow a normal distribution, this means
that one can in two out of three years expect the
return on the Fund to deviate by less than 1 per-
centage point from the return on the benchmark
index. In one out of three years one must expect
such deviations to exceed 1 percentage point. The
Ministry has emphasised that the expected track-
ing error may, under extraordinary -circum-
stances, be higher without representing a viola-
tion of the mandate. The method for calculating
expected tracking error is determined by Norges
Bank and approved by the Ministry. According to
Norges Bank, the estimated expected tracking
error during 2013 was well below 1 percentage
point, and was calculated to be 0.6 percentage
point at yearend.

The limit on deviations from index applies to
expected future deviations. In retrospect, it may
be useful to compare this to the actual deviations.

Figure 4.14 Rolling 12-month standard deviation
of the actual portfolio of the GPFG vs. the bench-
mark index. Percentage points

Sources: Norges Bank and the Ministry of Finance.

Figure 4.13 shows tracking error based on actual
deviations between the return on the Fund and
the return on the benchmark index. At any given
time in the figure, tracking error is computed on
the basis of the excess return over the preceding
12 months. As at yearend 2013, the realised track-
ing error over the preceding 12 months was 0.4
percentage points; somewhat lower than the cur-
rent expectations of Norges Bank.

Situations may arise in which actual return
deviations between the benchmark index and the
actual portfolio exceed those implied by expected
tracking error. One reason for this is that tracking
error does not capture all types of risk that may
arise in asset management. An example of this is
provided by the experience from 2008 and 2009.

Figure 4.14 shows developments in the stand-
ard deviation of the Fund and of the benchmark
index, based on returns in rolling 12-month peri-
ods. The risk in the Fund has been more or less
on a par with the risk in the benchmark index dur-
ing most of the period since 1998. An exception
was registered during and after the financial crisis
in 2008, when the risk in the Fund was higher
than that of the benchmark index. The figure illus-
trates that it is predominantly the risk in the
benchmark index that determines the overall risk
in the Fund, whilst Norges Bank’s deviations from
the benchmark index only make a minor contribu-
tion. This is in line with the conclusions in the



2013-2014

Meld. St. 19 Report to the Storting (white paper) 75

The Management of the Government Pension Fund in 2013

Table 4.2 Absolute and relative risk measures for the GPFG, monthly observations.

January 1998-December 2013

Lastyear Last3years Last5years Last10years 1998-2013
GPFG excl. real estate
Absolute volatility
(percentage points) 6.31 7.27 9.01 8.54 7.67
Tracking error
(percentage points) 0.38 0.37 0.68 0.90 0.75
Skewness! -1.08 -0.60 -0.20 -1.08 -0.96
Kurtosis? 4.04 3.11 2.83 6.85 6.77
Information ratio® 2.62 0.90 1.70 0.27 0.42
Equity portfolio
Absolute volatility
(percentage points) 8.76 12.39 15.05 14.81 15.63
Tracking error
(percentage points) 0.35 0.43 0.41 0.80 0.85
Skewness -0.98 -0.70 -0.22 -0.97 -0.80
Kurtosis 3.92 3.91 3.22 5.57 4.32
Information ratio 3.71 0.81 1.68 0.61 0.62
Fixed income portfolio
Absolute volatility
(percentage points) 2.95 2.67 342 3.55 3.48
Tracking error
(percentage points) 0.61 0.45 1.36 1.42 1.13
Skewness -0.31 -0.33 -0.08 -0.46 -0.41
Kurtosis 1.91 2.71 3.21 4.57 411
Information ratio 0.41 0.37 1.35 0.15 0.19

1

Skewness is a measure of the asymmetry in the distribution of returns. A positive skewness implies that there are more very

high values than very low values compared to the median value, and vice versa.

2

Kurtosis is a measure of how likely it is that extreme positive or negative values will occur. A value in excess of 3 indicates that

extreme values occur more often than under the normal distribution.

3
against the active risk (tracking error).
Sources: Norges Bank and the Ministry of Finance.

report from Ang, Brandt and Denison, cf. the dis-
cussion in section 2.2. The risk in the Fund, as
measured in this way, has been somewhat higher
than the risk in the benchmark index during 2013.

The excess return that Norges Bank is able to
generate through its management of the GPFG

Information ratio (IR) is a risk-adjusted measure expressing how much excess return a manager has achieved as measured

depends on, inter alia, the limit on deviations from
the benchmark index. The ratio between the achi-
eved excess return and tracking error is called
the information ratio, and expresses the risk-
adjusted excess return on investments. With an
expected excess return of about Y4 percentage
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Table 4.3 Limits applicable to the management of the GPFG, laid down by the Executive Board of Norges

Bank
Actual utilisation
as per 31 Decem-
Risk Limits ber 2013 (percent)
Counterparty risk! Maximum 0.5 percent for any one counterparty 0.1
Credit risk® Any one issuer of bonds with a credit rating
below BBB- can represent a maximum of
1 percent of the fixed income investments 0.1
Overlap® between actual holdings  Equities: minimum 60 percent 81.1
and benchmark index Bond issuers: minimum 60 percent 74.0

Liquidity requirement for the Fund, Minimum 10 percent in government bonds

excl. real estate

issued by the US, the UK, Germany, France and

Japan 14.9
Leverage Maximum 5 percent of the equity and fixed

income investments 0.1
Securities lending Maximum 35 percent of the Fund 3.3
Issuance of options Maximum 2.5 percent of the Fund 0.0
Securities borrowing through Maximum 5 percent of the Fund
borrowing programmes 0.0
Investment in any one company Maximum 1.5 percent of the Fund 0.8
Assets managed by any one Maximum 1 percent of the Fund
external management organisation 0.2

1 Counterparty risk is the risk that a bank or other contracting party is unable to meet its obligations, such as for example paying

the value of a derivatives contract upon settlement.

2 Credit risk is the risk of a borrower being unable to fulfil its legal obligations, like for example the payment of accrued interest

or the repayment of principal.

3 Overlap shows what portion of the actual portfolio is identical to the benchmark index. If overlap is 100 percent in the equity
portfolio, the actual portfolio comprises the same companies as the benchmark index and each company accounts for the same
portion of the actual portfolio as of the benchmark index. If the actual portfolio comprises other companies than the benchmark
index, or is over- and underweighted in certain companies, the overlap will be less.

Source: Norges Bank.

points, and expected tracking error of less than 1
percent, the expected information ratio over time
should be somewhat above Y. Norges Bank achie-
ved an information ratio of just above 0.4 over the
period 1998-2013. The information ratio of the
equity portfolio was about 0.6 over the same
period, whilst that of the fixed income portfolio
was just below 0.2; see table 4.2. The calculated
information ratios show that Norges Bank has
achieved an excess return somewhat higher than
the expected Y percentage points, whilst the mea-
sured relative risk has been below the 1-percent
limit. This results in a risk-adjusted excess return
that is better than expected.

Credit risk

All the bonds included in the benchmark index of
the GPFG have been accorded a credit rating? by
at least one of the leading rating agencies. The
purpose of credit ratings is to indicate how likely it
is that the borrower will be able to meet the inter-
est costs and repay the loan. The portion of bonds
with a credit rating of A or weaker at yearend 2013

2 The rating scale for credit quality is AAA, AA, A, BBB, BB,
B, CCC, CC, C, D, with AAA as the top rating. Bonds with a
credit rating from AAA to BBB, inclusive, are deemed to
have a high credit rating and are termed “investment
grade” bonds. Bonds with a lower credit rating are deemed
to have a low credit rating and are termed “high yield”
bonds.
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Table 4.4 Limits applicable to the GPFG real estate investments, laid down by the Executive Board of

Norges Bank
Actual utilisation
as per 31 Decem-
Risk Limits ber 2013 (percent)

Country distribution

France, Germany and the UK: Up to 35 percent

of the strategic real estate allocation for the 7.2

Fund

Other countries: Up to 10 percent of the strate-
gic real estate allocation for the Fund 2.8

Sector distribution

Office premises: 0-60 percent of the strategic

real estate allocation for the Fund
Retail premises: 0-60 percent of the strategic real

estate allocation for the Fund 13.1
Other real estate: 0-30 percent of the strategic 5.0
real estate allocation for the Fund 4.6

Emerging market real estate invest- Maximum 10 percent of the strategic real estate

ments

Investments in real estate under

allocation for the Fund 0.9

Maximum 15 percent of the real estate invest-

development ments 4.3
Investments in unoccupied real Maximum 15 percent of the real estate invest-
estate ments 5.0
Investments in interest-bearing Maximum 25 percent of the strategic real estate
instruments allocation for the Fund 0.0
Investments in listed Maximum 25 percent of the strategic real estate
real estate equities allocation for the Fund 0.0
Debt-equity ratio Maximum 50 percent of the real estate invest-
ments 11.0
Maximum 70 percent for each investment 53.3

Source: Norges Bank.

was 29 percent. This is the same level as at year-
end 2012.

Bonds with low credit ratings, so-called high-
yield bonds, are not included in the benchmark
index of the GPFG. Norges Bank may neverthe-
less invest in such securities within the defined
management limits. The Ministry has stipulated
that the asset management shall be organised
with a view to ensuring that such bonds do not
represent more than 5 percent of the market value
of the fixed income portfolio. This also ensures
that Norges Bank does not have to sell fixed
income instruments that are downgraded. At year-
end 2013, Norges Bank reported that the portion
of bonds classified as high-yield bonds was 0.6
percent, as compared to 0.7 percent at the begin-
ning of the year.

Individual investments

The growth of the Fund in recent years has
resulted in increased ownership stakes in a num-
ber of companies. At yearend 2013, the Fund held
ownership stakes of more than 2 percent in 1,088
companies, up from 891 at yearend 2012. The
number of companies in which the Fund held
ownership stakes of more than 5 percent
increased to 45, up from 34 at the beginning of the
year.

The role of the Fund is to be a financial inves-
tor. It seeks to diversify risk in the best possible
manner. The Ministry has therefore stipulated
that the Fund can hold a maximum of 10 percent
of the voting shares of any one company. At year-
end 2013, its largest ownership stake in one single
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company was 9.4 percent. The market value of the
largest investment of the Fund in one single com-
pany at yearend 2013 was NOK 39 billion.

At yearend 2013, the Fund held equities of
8,213 companies, up from 7,427 companies one
year earlier.

Limits defined by Norges Bank

In addition to the abovementioned requirements,
the Executive Board of Norges Bank shall define
further limits in order to manage and curtail the
risk in the management of the GPFG. Any chan-
ges to the supplementary risk limits shall be pre-
sented to the Ministry before entering into effect.
Table 4.3 shows the limits defined by the Exe-
cutive Board for various risk categories, as well as
the actual levels as per yearend 2013.

Real estate investment limits

The mandate for the management of the GPFG
stipulates that up to 5 percent of the Fund value
shall be invested in real estate over time. The
Fund made its first real estate investment in 2011,
and Norges Bank is required to spread the expan-
sion of these investments over several years. In
addition, the Executive Board of Norges Bank is
required to impose additional limits to curtail the
real estate investment risk, cf. table 4.4. In addi-
tion to the limits in table 4.4, the Executive Board
has stipulated that a maximum of 2 percent of the
Fund can be invested in real estate in any one
year.

Systematic risk factors

Norges Bank shall, according to the mandate for
the GPFG, seek to organise asset management to
ensure that the return on active positions is
exposed to several different systematic risk fac-
tors. One example of such a risk factor is company
size. The value of small company equities has
developed differently from, and over long time
horizons better than, the value of large company
equities. Size is measured as the market value of
the company’s equities. Another example is value.
Equities of companies with low valuations (value
equities) have delivered different, and over long
time horizons better, returns than equities with
high valuations. Valuation is measured by the mar-
ket value of company equities relative to funda-
mentals like the company’s book value of equity,
profits, sales or dividends. How exposed the Fund
is to such factors can be analysed by comparing
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0.02 0.02
0 T’iﬁfr\‘fM’uQJEﬂr\!h‘ 0
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Benchmark index
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Emerging markets

0.06 - 0.06
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Figure 4.15 Systematic risk factors in the GPFG
equity portfolio. Coefficients

Source: Norges Bank.

the excess return on the Fund to the return from
such factors.

Figure 4.15 shows the findings from such an
analysis of the equity portfolio carried out by Nor-
ges Bank. The analysis indicates that the equity
portfolio has over the last two years been more
exposed to small company developments than has
the benchmark index. The equity portfolio has
also been more exposed to market developments
than has the index. The other factors register
minor impacts only. What portion of the excess
return volatility can be explained by the model
varies over time. According to Norges Bank, the
risk factors used in the analysis explain about 20
percent of the excess return volatility of the equity
portfolio in 2013. Hence, the findings generated
by the model are subject to uncertainty.

Figure 4.16 presents an analysis of systematic
risk factors in the fixed income portfolio. The ana-
lysis indicates that the fixed income portfolio was,
towards the end of 2012 and throughout 2013, less
exposed to increasing bonds yields than was the
benchmark index (the Fund was underweighted
in the term premium). This implies that the Fund
will depreciate less, in relative terms, than the
benchmark index when yields increase, but also
that the Fund will appreciate less in the event of
falling yields. The analysis is unable to uniformly
establish whether the credit risk in the fixed
income portfolio is higher or lower than that in
the benchmark index. This would appear to vary
over time. According to Norges Bank, the model
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Figure 4.16 Systematic risk factors in the GPFG
fixed income portfolio. Coefficients

Source: Norges Bank.

can only explain a minor part (about 30 percent)
of the excess return volatility in 2013.

4.1.5 Costs

The mandate given by the Ministry to Norges
Bank implies that the actual management costs of
the Bank are covered up to an upper limit, which
for 2013 was fixed at 0.09 percent (9 basis points)
of the average market value of the Fund. In addi-
tion, Norges Bank is compensated for perfor-
mance fees to external managers.

Asset management costs, excluding perfor-
mance-based fees for external managers,
amounted to NOK 2.2 billion in 2013. This corre-
sponds to 0.05 percent of the average market
value of the Fund, down from 0.053 the previous
year.

Overall asset management costs increased to
NOK 2.9 billion in 2013, from NOK 2.2 billion in
2012. Higher fees to external managers as the
result of higher excess returns were the main rea-
son for such increase, cf. figure 4.17. In addition,
the minimum fees of external managers increased
as the result of the increase in assets under mana-
gement. Custodianship costs are partly dependent
on fund assets, and increased due to the growth in
the value of the Fund. The number of employees
increased to 370, from 336 at the beginning of
2013, which resulted in higher salary and person-
nel costs. Parts of the asset management costs are
incurred in other currencies than Norwegian kro-

Figure 4.17 GPFG costsin 2012 and 2013, by cost
components. NOK million

Source: Norges Bank.

ner. Norwegian kroner depreciated in 2013, thus
implying that costs incurred in other currencies
increased as measured in Norwegian kroner.
Overall asset management costs in 2013 represen-
ted 0.066 percent of the average market value of
the Fund.

Operating and administration costs will be
incurred in subsidiaries established in connection
with the real estate investments. These costs are
deducted, in line with the accounting provisions
adopted by Norges Bank, from the return on the
real estate portfolio, and are not charged to the
asset management costs. These costs amounted
to NOK 61 million in 2013, but are likely to incre-
ase somewhat in coming years as the real estate
portfolio grows. These costs are included in the 9-
basis point cost limit on reimbursements to Nor-
ges Bank from the Ministry.

International cost comparison

The company CEM Benchmarking Inc. has com-
pared the costs of the Fund in 2012 with the costs
of other funds, cf. report published on the Minis-
try website. The comparison shows that the
GPFG has the cheapest asset management of all
funds that submit data to CEM, when costs are
measured relative to assets under management.
One of the reasons is that the GPFG has few
investments in asset classes that entail relatively
high costs, like for example private equity and real
estate. Another reason is that most of the assets
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are managed internally by Norges Bank and that
the Bank makes only limited use of external man-
agers. CEM also finds that internal management
at Norges Bank is cost effective compared to the
management activities of the other funds.

Cost developments over time

Asset management costs have increased over
time in absolute terms, when performance-fees
are excluded. Some costs depend on the size of
the Fund and will increase when assets under
management grow. Norges Bank has increased its
asset management staff. Recent years have, in par-
ticular, seen a need for more man-years in conne-
ction with the real estate investments. This has,
together with a general salary increase, resulted
in higher internal costs. Costs have nonetheless
increased at a slower pace than the value of the
Fund, thus implying that costs as a percentage of
assets under management have declined, cf.
figure 4.18.

4.1.6 Environment-related mandates

In 2009, it was decided to establish specific man-
dates for environment-related investments within
the GPFG, cf. Report No. 20 (2008-2009) to the
Storting. The investments are made within the
same limits as apply to the Fund’s other invest-

ments, and form part of the asset management
performed by Norges Bank. In Report No. 15
(2010-2011) to the Storting, the Ministry wrote
that it is intended for the investments to normally
be in the range of NOK 20-30 billion.

High returns in 2013 contributed to the value
of the investments being just in excess of NOK 31
billion at yearend 2013. At yearend, investments
were held in 166 companies within renewable
energy, water management and waste handling.
The total return on the environmentrelated
investments was about 41 percent in 2013, mea-
sured in the currency basket of the Fund. This is
significantly better than the return on the other
equity investments of the Fund. Nonetheless,
these investments have underperformed the
other equity investments of the Fund over time.
The average annual return on the environment-
related investments was 2.7 percent over the
period 2010-2013, whilst the corresponding
return on the equity portfolio of the Fund was 11.4
percent, cf. the discussion in section 2.2.3.

4.1.7 Operational reference portfolios

Norges Bank has established so-called operational
reference portfolios for the equity and fixed
income portfolios. Norges Bank measures its
asset managers against these reference portfolios.
The reference portfolios start out from the bench-
mark index defined by the Ministry, but modifica-
tions are made in order to, inter alia, better reflect
the characteristics of the Fund. The deviations
take place within the limits for deviations from the
benchmark index. The reference portfolio for
equities registered a return of 25.0 percent in
2013, which was on a par with the return on the
benchmark index defined by the Ministry. The
reference portfolio for bonds registered a return
of -0.7 percent, which was 0.6 percentage points
weaker than the return on the benchmark index.
The difference was primarily caused by the refer-
ence portfolio for bonds featuring a larger portion
of emerging market government bonds than the
benchmark index.

4.1.8 Changes to the benchmark index for
government bonds

The management of the fixed income portfolio of
the GPFG is premised on a benchmark index
developed by the index provider Barclays. The
fixed income benchmark index of the GPFG is
comprised exclusively of investment grade bonds,
and is made up of two parts: 70 percent bonds
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issued by governments and 30 percent issued by
companies.

In Report No. 17 (2011-2012) to the Storting,
the Ministry described a number of changes to
the strategic fixed income benchmark index of the
GPFG. GDP weights were introduced for the gov-
ernment sub-index of the fixed income bench-
mark, together with a principle that the govern-
ment sub-index shall include government bonds
from all countries approved by Barclays (with the
exception of Norwegian kroner). The Ministry
stated, inter alia, the following:

“The Ministry also envisages the inclusion of
all currencies forming part of the GDP
Weighted Government Bond Index provided
by Barclays Capital. If the index provider alters
the selection of emerging market currencies
included, the GPFG’s fixed income benchmark
will be amended accordingly. As for the other
parts of the government sub-index, the princi-
ple of GDP weighting of individual countries is
to be used for the new emerging markets.”

Norges Bank has noted, in a letter of 14 March
2014 to the Ministry of Finance, that its overall
experience with managing a GDP-weighted gov-
ernment bond portfolio is a positive one. The
Bank states, at the same time, that this entails
large ownership stakes for the Fund in countries
with relatively high GDP and a small market for
government bonds.

The Bank notes that the index provider Bar-
clays announced, in November 2013, that nominal
government bonds issued in Russian roubles and
Turkish lira will be included in Barclays’ GDP-
weighted index as from the close of trading on 31
March 20143, and that this change necessitates an
assessment of the benchmark composition in view
of reasonable requirements as to the investability
of the Fund.

Norges Bank’s calculations show that the
Fund, if it were to be invested in accordance with
the benchmark index, would hold about 17, 14, 13
and 6 percent of the market for government bonds
in Chile, Hong Kong, Russia and Turkey, respec-
tively. The Bank states the following:

Inflation-linked government bonds issued by New Zealand
and Denmark were included in the government sub-index
of the benchmark on 1 January and 1 April this year. These
additional

inflation-linked markets will only influence the allocation
across the various sub-markets within the relevant country
weights, as determined by relative GDP.

“We are of the view that this represents an
excessive ownership stake in one single mar-
ket, and that it would in practice be challenging
to establish such an investment in a cost-effec-
tive manner. We are therefore of the view that
the markets for government bonds in these
countries are currently not investable for the
Fund on the scale suggested by the benchmark
index.”

The Bank further states that:

“The GDP weights of the strategic benchmark
index for government bonds should be subject
to an adjustment factor to ensure that the index
is investable for the Fund. We recommend that
the Ministry assigns a factor of 0.25 to Chile,
Hong Kong and Russia and 0.5 to Turkey with
effect from 31 March 2014”

The Ministry agrees with the assessment of the
Bank that investability considerations suggest
that the index weights of the stated four curren-
cies should be adjusted. The adjustment factors
have been specified in line with the proposal of the
Bank. These changes have been implemented
with effect from 1 April 2014. The Ministry has
noted that the Bank intends to revert to the issue
of investability in more general terms at a later
date.

4.1.9 The Ministry’s assessment

2013 was a year of good performance. The return
on the GPFG in 2013 of close to 16 percent was
the second best performance since the Fund was
established. 2013 was the second year in a row of
high returns on the investments of the Fund.
Returns were particularly high in the stock mar-
ket, whilst yield increases brought fixed income
portfolio returns close to zero. Both the equity
and the fixed income portfolio outperformed the
benchmark index. All in all, the GPFG invest-
ments outperformed the benchmark index by
about 1.0 percentage point.

The Ministry is satisfied with the fact that the
average annual return since 1998 has been 0.31
percentage points higher than that on the bench-
mark index. This performance is better than the
expectation of Y4 percentage points previously
expressed by the Ministry.

Unlisted real estate investment is a new asset
class for Norges Bank. It is necessary to develop
expertise and experience with this asset class, and
that will take time. The Ministry is satisfied with
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how the Bank has discharged these duties thus
far.

Norges Bank has established so-called opera-
tional reference portfolios that deviate from the
benchmark indices defined in the mandate from
the Ministry. The deviations take place within the
limits for deviations from the benchmark index, as
measured by tracking error. The Ministry deems
it positive that the operational reference portfolios
may contribute to the Fund exploiting its charac-
teristics to improve the ratio between risk and
return. The operational reference portfolios may
also contribute to increased transparency in the
operational implementation of the management of
the Fund.

The Ministry is satisfied with the fact that
asset management costs have been reduced in
recent years, as a portion of assets under manage-
ment. In comparison with other funds, the costs
are low. This indicates that Norges Bank is able to
exploit economies of scale in asset management.
The Ministry is committed to keeping costs under
control. The real estate investments will, when
taken in isolation, increase costs, but growth in
the size of the Fund should still offer a potential
for exploiting economies of scale. The Ministry
also acknowledges that changes in the Norwegian
kroner exchange rate may influence the cost level.

4.2 Return measurementin
international currency

4.2.1 Introduction

The objective of the investments in the GPFG is to
maximise international purchasing power, given a
moderate level of risk. Consequently, the main
emphasis is on reporting the return on the GPFG
in international currency, and not in Norwegian
kroner, cf. box 4.1. This section discusses the
method used to calculate the return on the Fund
in international currency.

4.2.2 Current method for calculating the
return on the GPFG

From a national perspective, the assets of the
GPFG shall finance future purchases of goods and
services produced internationally — ie. future
imports. The amount of foreign goods and ser-
vices that can be financed by the Fund’s assets
depends on the value of the Fund as measured in
international currency, and not on its value as
measured in Norwegian kroner.

No single currency is appropriate for repor-
ting the return measured in international cur-
rency. A basket comprising several currencies is
used instead. In the present currency basket, the
currencies included in the benchmark index of
the equity and fixed income investments of the
Fund; currently 34 currencies, are weighted toget-
her.

Figure 4.19A illustrates that there can be signi-
ficant differences from year to year between
returns as measured in the currency basket and
returns as measured in Norwegian kroner. This is
because Norwegian kroner returns are influenced
by fluctuations in the Norwegian kroner
exchange rate. Over time, however, the effect of
fluctuations in the Norwegian kroner exchange
rate is less pronounced, see figure 4.19B.

The nominal return on the Fund is calculated
in compliance with the Global Investment Perfor-
mance Standards (GIPS). Reference is made to
the GIPS manual of Norges Bank, which is publis-
hed, together with the annual reports of the
GPFG, on the NBIM website (www.nbim.no/en).

At present, the real return on the Fund is cal-
culated as a nominal return adjusted for weighted
average international inflation (here referred to as
the deflator of the Fund). The country weights of
the deflator correspond to the weights in the cur-
rency basket of the Fund. Inflation in each coun-
try is measured by changes in the consumer price
index of the country in question. An increase in
consumer prices is a well-established measure of
general price growth (inflation). In other words,
the current calculation method for the real return
on the GPFG expresses the overall return on the
Fund adjusted for inflation in the markets and cur-
rencies in which the Fund is invested. This is used
as an approximate measure of developments in
the international purchasing power of the Fund.

4.2.3 Choice of currency basket

The present method of calculation, using a cur-
rency of measurement with the same currency
distribution as the equity and fixed income bench-
mark of the Fund, may be termed an investment
approach, since the currency of measurement is
closely aligned with the actual investments.
Hence, currency volatility has low impact on mea-
sured returns.

An alternative approach would be to measure
the return on the basis of what such return is
going to be spent on. This may be termed a
consumption approach. Unlike the investment
approach, the relevant weights under a consump-
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Figure 4.19 Nominal return on the GPFG, as measured in Norwegian kroner and in the currency basket

of the Fund. 1998-2012

Source: Norges Bank.

tion approach are not known. The composition of
future imports will depend, inter alia, on economic
developments in both Norway and internationally,
on preferences and on technological develop-
ments.

Figure 4.20 shows the return as measured by
two alternative currency baskets based on con-
sumption approaches, in addition to the present
currency basket and Norwegian kroner. The
weights of the currency basket designated as 144
are based on the statistics compiled by Statistics
Norway on Norwegian imports from the 44 larg-
est countries, as measured by import value. The
weights of the currency basket designated as
GDP18 are based on the countries that contribute
more than one percent to world GDP. Calculations
based on GDP weights may be considered an
approximation of developments in international
purchasing power if one assumes that future
import patterns are correlated with the distribu-
tion of global production of goods and services.

The figure shows that returns as measured in
Norwegian kroner differ significantly from
returns in international currency. However, diffe-
rences between the various currency baskets are
relatively minor, with the exception of the years
2002 and 2003. The small return differences
reflect, inter alia, the fact that the four major cur-

rencies US dollars, euro, pound sterling and Japa-
nese yen dominate all of the selected baskets.

4.2.4 Choice of deflator

Developments in the international purchasing
power of the Fund are best captured by measur-
ing the performance of the Fund in a suitable cur-
rency basket. Thereafter, nominal returns are
adjusted for a suitable measure of international
inflation; a deflator. Calculating the deflator
requires a choice between different indices for
developments in the prices of goods and services
(price indices). In addition, it is necessary to
choose a method for weighting together inflation
data from different countries (weights). The Min-
istry has requested, against this background, Sta-
tistics Norway to calculate historical develop-
ments for the following alternative deflators:

1. Import weights and CPI presents a weighted
average of international consumer price indi-
ces, with the weights being determined by the
import weights of the various countries from
the perspective of the Norwegian economy.
Import weights are an appropriate alternative
for the choice of country weights. In order to
limit data requirements, Statistics Norway is
focusing on Norway’s 20 main trading partners
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Figure 4.20 Nominal return on the GPFG, 1998-2012, as measured in Norwegian kroner and in different
currency baskets. Percent

Sources: Statistics Norway, Norges Bank and the Ministry of Finance.

only. Consumer price indices measure develop-
ments in the prices of goods and services con-
sumed in the home country. The advantage of
this measure of price developments is availabil-
ity and frequent updating (monthly in most
countries). A disadvantage is that the goods
and services included in consumer price indi-
ces are not necessarily in conformity with
actual Norwegian imports.

Import weights and export prices are based on
international export prices, again weighted by
Norway’s import weights for 20 countries.
International export prices may provide a bet-
ter indication of developments in the purchas-
ing power of the GPFG, given that these reflect
the prices that Norwegian importers are faced
with in the global market for goods and ser-
vices.

Import weights and CPI with “China effect” and
Import weights and export prices with “China
effect” are alternatives based on the deflators
described above, but adjusted for a so-called
“China effect”. The adjustment factor is
intended to capture the redistribution of Nor-
wegian imports away from countries with high
price levels and low inflation towards low-cost
countries that often have higher inflation. This
price-reducing effect is not captured by tradi-
tional methods for calculating price indices.
The method employed is still being developed
by Statistics Norway, and hence the magnitude
of the said effect is uncertain.

4. GDP and CPI uses consumer price indices

weighted by the distribution of world GDP.
Norway’s future import pattern is subject to
considerable uncertainty. The motivation
behind this alternative is that current import
weights do not necessarily provide the best
illustration of the future composition of Nor-
way’s trading partners. The distribution of
global production may be a better alternative.
GDP and GDP deflator uses international GDP
deflators weighted by countries’ relative shares
of total GDP. A GDP deflator is a recognised
measure of inflation in a country’s production
of goods and services. The GDP deflator is, at
the same time, the deflator with the broadest
composition of goods and services and
includes, inter alia, public services and invest-
ments. Discrepancies in the composition of
goods between a deflator and Norway’s import
pattern represent, to an even greater extent
than for CPI, a disadvantage of the GDP defla-
tor.

Statistics Norway has compared these alternative
deflators with Norges Bank’s reported interna-
tional inflation? and Statistics Norway’s import
deflator from the national accounts.

Table 4.5 summarizes the main findings from

Statistics Norway’s report. The report is pub-

Cf. Norges Bank’s annual report on the management of the
GPFG in 2012.
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Table 4.5 Alternative calculations of the real return on the GPFG over the period 1998-2012.

Nominal Annual Real Deviation
Set of Set of return  inflation return (percentage
Deflator weights prices Currency (percent) (percent) (percent) points)
Return based on GIPS*:
Current method GPFG CPI 136 5.1 1.9 3.1 0.0
NOK 4.3 1.2 3.1 0.0
Import weights and CPI 120 CPI 120 5.0 2.2 2.8 -0.3
NOK 4.3 1.4 2.8 -0.3
Import weights and CPI 120 CPI 120 5.0 0.9 4.1 1.0
with “China effect” NOK 4.3 0.2 4.1 1.0
Growth rate based on changes in annual average levels* *:
Import weights and export 120  export
prices prices 3.3 0.7%**
Import weights and export 120 export
prices with “China effect” prices 4.5 1.8%**
GDP and CPI GDP18 CPI 2.3 -0.3%**
GDP and GDP deflator GDP18 GDP
deflator 2.4 ().9%**
Import deflator 144  import
prices 2.3 -0.4***

* Return is calculated as the value of the return index as at the end of year ¢, divided by the value of the return index as at the

beginning of year ¢, minus 1.

** Growth rates are calculated as the average level of the return index in year #+1, divided by the average level of the return index

in year ¢, minus 1.

*** The relevant basis for comparison of the values is 2.6, since the growth rate is based on changes in annual average levels, cf. the

report from Statistics Norway.
Sources: Statistics Norway and the Ministry of Finance.

lished on the Ministry website (www.regjerin-
gen.no/gpf). For the current method, Import
weights and CPI and Import weights and CPI with
China effect, the calculation of nominal return and
deflator are presented in both Norwegian kroner
and the relevant currency basket.

Table 4.5 shows that the measured real return
is the same irrespective of whether the calculation
is made in Norwegian kroner or in the currency
basket of the Fund (I36). Hence, the choice of the
currency of measurement is not relevant, provi-
ded that the nominal return and the deflator are
calculated consistently.

Moreover, table 4.5 shows that Statistics Nor-
way has used two different real return definitions
in its report, since it was not possible to calculate
returns in accordance with the internationally
recognised GIPS for the deflators based on natio-

nal account figures (GDP deflator, export prices
and import prices). For these deflators, the annual
“return” was calculated from the difference in ave-
rage levels between the current year and the pre-
vious year, corrected for inflow. By using this met-
hod, Statistics Norway was able to calculate the
effect of several alternative sets of weights and
prices.

Three main effects are evident from the calcu-
lations of Statistics Norway, when compared to
the actually reported figures:

1. GDP weights or import weights will, all else
being equal, result in a lower measured real
return over the period, because countries with
higher inflation over the period are accorded
more weight.

2. International export prices will result in a
higher measured real return because the
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prices of tradable goods have increased by less
than CPL

3. If the so-called China effect is included in the
calculations, the real return is increased fur-
ther, because measured inflation is reduced. It
should be noted that the method for calculating
the China effect is subject to some uncertainty.

Table 4.5 shows that measured real return until
2012 is in the 2.3-4.5 percent range. Real return as
measured by the current method is roughly in the
middle of this range. Furthermore, the alternative
using a GDP deflator results in more or less the
same outcome as using CPI.

Use of the import deflator from the national
accounts produces a measured real return that is
one percentage point lower than the deflator
based on import weights and export prices. Gen-
erally speaking, one would expect the import
deflator to generate an outcome between the alter-
natives Import weights and export prices and
Import weights and export prices with China effect,
since the import deflator is based on the prices of
tradable goods and hence should capture changes
in the composition of trade flows. Statistics Nor-
way indicates that the unexpected outcome may
be caused by problems with the data used to cal-
culate the import deflator.

4.2.5 The Ministry’s assessments

The calculations of alternative deflators and cur-
rency baskets illustrate that any real return calcu-
lation is subject to uncertainty and is sensitive to
the assumptions made.

The Ministry is of the view that the currency
basket and deflator analyses lend credence to the
current method for reporting the return on the
GPFG in international currency. The present cal-
culation method is based on an investment
approach, in the sense that one uses the currency
and country composition from the benchmark
index of the Fund in the calculation of nominal
returns and international inflation.

Nonetheless, the current calculation method
is only an approximation of a fully adequate mea-
sure for the international purchasing power of the
Fund. Ideally speaking, purchasing power should
be measured on the basis of what one is going to
purchase. Future consumption is, at the same
time, subject to considerable uncertainty. Future
import will depend on economic developments in
both Norway and internationally, on individual
preferences, on technological developments, as
well as on a number of other factors.

It is difficult to conclude, based on the analy-
ses commissioned by the Ministry, that alterna-
tive baskets and deflators provide a significantly
better illustration of developments in the interna-
tional purchasing power of the Fund than the
present calculation method. The challenge lies in
the fact that it is difficult to measure future pur-
chasing power with any precision. This problem is
not resolved by any of the alternative methods
presented in this report.

GDP deflator, export prices and import prices
are all sets of prices based on national account fig-
ures. One practical implication of this is that infla-
tion can only be calculated as the difference
between average price levels in two subsequent
years. This limitation suggests that it will not be
possible to calculate a deflator based on such sets
of prices that is, at the same time, consistent with
nominal return figures calculated in compliance
with the international standard for the reporting
of return figures; GIPS.

The Ministry is of the view that major uncer-
tainty with regard to future consumption, limited
data availability for alternative sets of prices, as
well as the observation that the current method
would appear to neither overestimate, nor under-
estimate, developments in the international pur-
chasing power of the Fund, suggest that the cur-
rent method of real return reporting should be
retained.

4.3 Performance of the Government
Pension Fund Norway

4.3.1

Stock markets in Norway and the rest of the Nor-
dic region experienced strong growth in 2013.
The main index of the Oslo Stock Exchange
gained 24 percent over the year, and reached an
all time-high on 27 December. The strong equity
price performance had to do with increased risk
appetite amongst investors and positive underly-
ing developments in the world economy. Other
Nordic stock markets also registered strong per-
formance in 2013. Swedish, Danish and Finnish
equities delivered returns of 26 percent (OMXSB
index), 27 percent (OMXCB index) and 35 per-
cent (OMXHB index), respectively.

At yearend 2013, the yield on Norwegian gov-
ernment bonds with a long time to maturity was
significantly higher than at the beginning of the
year. Whilst the average yield on 10-year Norwe-
gian government bonds was 2.0 percent at year-
end 2012, the corresponding yield was 3.0 percent

Market developments in 2013
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Figure 4.21 Developments in the market value of
the GPFN, 1996-2013. NOK billion'

1 A major part of the GPFN assets was invested with the Trea-
sury in the form of mandatory deposits until 2005. The man-
datory deposits were discontinued in December 2006. This
implied that the State redeemed deposits valued at NOK
101.8 hillion, and that a corresponding amount was repaid
to the State from fund assets.

Source: Folketrygdfondet.

at yearend 2013. The yield on Norwegian treasury
bills declined slightly from January to December
2013. The yield spread between loans to banks
and loans to corporates also declined somewhat
over the year. The fixed income markets in Swe-
den, Denmark and Finland developed correspond-

ingly.

4.3.2 The market value of the Fund

At yearend 2013, the market value of the GPFN
was NOK 168 billion; NOK 23 billion higher than
at the beginning of the year, cf. figure 4.21. The
value of the equity portfolio was just over NOK
105 billion, of which about NOK 88 billion com-
prised Norwegian equities and close to NOK 17
billion comprised equities in the other Nordic
countries. The value of the fixed income portfolio
was NOK 63 billion at yearend, comprised of NOK
53 billion in bonds from Norwegian issuers and
NOK 10 billion in bonds from issuers in the other
Nordic countries. The distribution of fund assets
at yearend 2013 is presented in figure 4.22.

The GPFEN is a major investor in the Norwe-
gian stock market. At yearend 2013, the value of
the Norwegian equity portfolio of the Fund repre-
sented about 5 percent of the value of all equities

Figure 4.22 Distribution of the GPFN across asset
classes at yearend 2013. Percent

Source: Folketrygdfondet.

on the Oslo Stock Exchange. Moreover, the Nor-
wegian equity portfolio of the GPFN represented
about 10 percent of the value of the equities inclu-
ded in the main index (OSEBX) of the Oslo Stock
Exchange, which is the benchmark index of the
Fund for Norwegian equities. The GPFN is a
smaller investor, in relative terms, in the rest of
the Nordic region. The Nordic equity portfolio of
the Fund accounted for about 0.3 percent of the
value of the equities included in the Nordic equity
index VINX at yearend 2013, excluding Norway
and Iceland.

4.3.3 Return
The overall portfolio

The GPFN registered an aggregate return of
15.7 percent in 2013, measured in Norwegian
kroner and before the deduction of asset man-
agement costs, cf. table 4.6. The strong perfor-
mance was primarily the result of high stock
market returns. Declining yields reduced bond
market returns.

The return on the Fund is compared to a
benchmark defined by the Ministry. All in all,
Folketrygdfondet underperformed the bench-
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Figure 4.23 Yields on 5-year government bonds
from the Nordic countries, 1998-2013. Percent

Source: Macrobond.

mark index by 0.9 percentage points, before the
deduction of asset management costs, in 2013.

Equities

The equity portfolio achieved a return of 24.2 per-
cent in 2013. The Norwegian companies in the
equity portfolio delivered a return of 21.6 percent,
whilst the Nordic companies in the equity portfo-
lio returned 39.7 percent, measured in Norwegian
kroner. Norwegian kroner depreciated by about
10 percent against Swedish kronor and 14 percent
against euros and Danish kroner. When taken in
isolation, this increased the return on the Nordic
companies in the equity portfolio, as measured in
Norwegian kroner. The Norwegian and other
Nordic stock markets largely tracked interna-
tional stock markets in 2013, appreciating over the
year in response to improvements in the world
economy and continued expansive monetary pol-
icy internationally.

The equity portfolio underperformed the
benchmark index by 2.1 percentage points. The
Norwegian companies in the equity portfolio
underperformed the benchmark index by 2.0 per-
centage points, whilst the investments in other
Nordic companies underperformed the bench-
mark index by 2.6 percentage points.

The manufacturing industry and energy
sectors contributed the most to the negative
excess return, whilst consumer goods and the
financial sector made positive excess return con-

Figure 4.24 Gross excess return performance of
the GPFN, 1998-2013. Percentage points

Sources: Folketrygdfondet and the Ministry of Finance.

tributions. Folketrygdfondet emphasises the long-
term risk and return characteristics of companies.
The predictability and quality of expected
company cash flows is one of several criteria
determining the investments made by Folke-
trygdfondet. Folketrygdfondet will typically not
choose to invest in companies characterised by
high financial and/or operational risk, or to under-
weight such companies relative to the benchmark
index. This strategy had a negative impact in 2013.
Several companies characterised by high financial
and/or operational risk registered the strongest
stock market performance in 2013 due to, inter
alia, a reduced risk premium in the stock market.

Bonds

The fixed income portfolio achieved a return of
3.1 percent in 2013. The return on the Norwegian
part of the fixed income portfolio was 1.6 percent,
whilst the Nordic part delivered a return of 12.2
percent measured in Norwegian kroner. This
high return on the Nordic bonds was caused by
the depreciation of Norwegian kroner against
Swedish kronor, Danish kroner and euros.

Both Norway and the other Nordic countries
experienced rising yields on government bonds
with a long time to maturity, which reduced
returns. The yield level remains somewhat higher
in Norway than in the other Nordic countries,
thus resulting in somewhat higher current
returns on Norwegian government bonds. At yea-
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Figure 4.25 Accumulated excess return on the
GPFN 1998-2013. NOK billion

Sources: Folketrygdfondet and the Ministry of Finance.

rend, the yield on Norwegian government bonds
with five years to maturity was about 2.2 percent.
The yield on Swedish, Danish and Finnish govern-
ment bonds with same time to maturity was 1.8
percent, 1.2 percent and 1.1 percent, respectively,
cf. figure 4.23. The low yield level limits the scope
for high returns on the fixed income portfolio in
coming years.

Businesses normally need to offer higher
yields than governments in order to borrow
money. This means that corporate bonds often
offer somewhat higher returns than government
bonds. In 2013, the premium that businesses need
to pay on top of government bond yields declined,
which served to further increase corporate bond
returns.

The fixed income portfolio outperformed the
benchmark index by 0.8 percentage points. The
excess return was 0.9 percentage points for the
Norwegian part of the portfolio and 0.5 percen-
tage points for the Nordic part. The main reason
for the excess return was the current yield of the
Fund being higher than that of the benchmark
index throughout 2013. The high current yield
reflected both a higher portion of corporate
bonds and a somewhat lower average credit
rating for the actual portfolio than for the bench-
mark index.

Figure 4.26 Developments in the 12-month roll-
ing standard deviation of the GPFN benchmark
indices. Percentage points

Sources: Folketrygdfondet and the Ministry of Finance.

Performance measured over time

From January 1998 to December 2013, the GPFN
has registered an average annual return of 7.1 per-
cent. This is 0.4 percentage points higher than the
return on the benchmark index, cf. figure 4.24.
The Ministry has previously expressed an expe-
ctation for an annual net value added from the
active management of the GPFN of % — % percen-
tage points, cf. Report No. 15 (2010-2011) to the
Storting — The Management of the Government
Pension Fund in 2010. Over the said period, the
excess return on the Norwegian equity portfolio
was 1.4 percentage points, whilst the excess
return on the Norwegian fixed income portfolio
was 0.2 percentage points. The GPFN was not
invested in Nordic equities and bonds in 1998. If
one studies a shorter period, the Nordic portfolios
have generally registered somewhat lower excess
returns than the corresponding Norwegian port-
folios, cf. table 4.6. The Ministry has estimated
that the gross excess return on the Fund over the
period 1998-2013 amounts to a total of about NOK
5 billion®, cf. figure 4.25.

> Estimated by multiplying the excess return each month by
the assets at the beginning of the month, and thereafter
adding it together over all months. Hence, the estimate
does not include the compound interest effect
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Table 4.6 Return on the GPFN in 2013, the last 3, 5 and 10 years, as well as over the period 1998-2013,
measured in Norwegian kroner. Annual geometric average. Percent

Last year Last 3 years Last5years  Last 10 years 1998-2013
GPFN
Actual portfolio 15.71 7.63 13.92 7.77 7.13
Benchmark index 16.58 7.35 14.01 7.31 6.70
Excess return -0.87 0.28 -0.09 0.46 0.43
Equities (Norway and the
Nordic region in total)
Actual portfolio 24.22 7.96 18.16 12.30 791
Benchmark index 26.31 8.20 19.07 12.04 6.60
Excess return -2.09 -0.24 -0.91 0.26 1.31
Norwegian equities
Actual portfolio 21.59 7.52 18.67 12.72 8.25
Benchmark index 23.59 7.67 19.47 12.37 6.90
Excess return -2.00 -0.15 -0.80 0.35 1.36
Nordic equitiesl
Actual portfolio 39.67 10.06 14.99 9.90
Benchmark index 42.27 10.92 16.58 9.70
Excess return -2.60 -0.86 -1.59 0.20
Bonds (Norway and the
Nordic region in total)
Actual portfolio 3.13 6.32 6.72 5.60 6.03
Benchmark index 2.36 5.16 5.46 5.20 5.83
Excess return 0.77 1.16 1.26 0.40 0.20
Norwegian bonds
Actual portfolio 1.60 6.12 7.23 5.66 6.11
Benchmark index 0.73 4.86 591 5.20 5.87
Excess return 0.86 1.26 1.32 0.46 0.24
Nordic bonds*
Actual portfolio 12.22 7.43 3.78
Benchmark index 11.70 6.79 2.81
Excess return 0.52 0.64 0.97
Real return
Inflation 2.13 1.38 1.74 1.75 2.00
Costs 0.10 0.09 0.09 0.06 0.05
Net real return 13.20 6.08 11.89 5.85 4.98

1 Nordic equity investments commenced in May 2001.
2 Nordic fixed income investments commenced in February 2007.
Sources: Folketrygdfondet and the Ministry of Finance.
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Figure 4.27 Rolling 12-month realised tracking
error of the GPFN, 1998-2013. Percentage points

Sources: Folketrygdfondet and the Ministry of Finance.

4.3.4 Risk and limits
Fund risk

Expected standard deviation is a measure of
expected normal variations in the return on the
Fund. Folketrygdfondet has estimated that the
expected standard deviation was 12.1 percentage
points as at yearend 2013, or about NOK 20 billion
with a fund size of NOK 168 billion. Fluctuations
will exceed the said amount in one out of three
years if we assume, for the sake of simplicity, a
normal distribution over time.

Figure 4.26 shows how the realised standard
deviation of the GPFN has developed since 1998.
The standard deviation is calculated on the basis
of returns over the preceding 12 months. Based
on these calculations, risk declined in the first half
of 2013, but then increased somewhat again in the
second half of the year. At yearend, the measured
risk of the Fund as a whole was somewhat lower
than its risk at the beginning of the year. Risk in
the equity portfolio in 2013 was low compared to
historical developments, whilst risk in the fixed
income portfolio was at a more normal level. The
overall risk in the Fund is primarily affected by
developments in the equity portfolio.

Relative risk

The mandate for the GPFN requires Folketrygd-
fondet to organise its management activities with a
view to ensuring that expected tracking error does

Figure 4.28 Rolling 12-month standard deviation
of the actual portfolio of the GPFN vs. the bench-
mark index, 1998-2013. Percentage points

Sources: Folketrygdfondet and the Ministry of Finance.

not exceed 3 percentage points. Expected tracking
error is a statistical measure showing by how much
annual excess returns can be expected to fluctuate.
According to Folketrygdfondet, expected tracking
error was in the range of 0.5 — 0.8 percentage
points in 2013. At yearend, expected tracking error
was 0.8 percentage points, somewhat higher than
at the beginning of the year. Nonetheless, Folke-
trygdfondet is only utilising a minor part of the 3-
percentage point limit.

Realised tracking error expresses the magni-
tude of the actual fluctuations in achieved excess
return. Realised tracking error was about 0.3 per-
centage points over the last 12 months, cf. figure
4.27 and table 4.7. Realised tracking error over the
last 12 months may seem low given the negative
excess return on the Fund. The explanation lies in
several months of low negative excess returns,
thus implying that the fluctuations in negative
excess returns were generally low. Both expected
and realised tracking error were at historically
low levels at yearend 2013, and considerably
below the limit stipulated in the mandate. The
measurement of tracking error is affected by flu-
ctuations in the overall market. In 2013, market
fluctuations were small, which contributed to a
low calculated tracking error. Tracking error
must be expected to increase during periods of
larger market fluctuations.

Figure 4.28 shows developments in the stan-
dard deviations of both the GPFN benchmark
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Table 4.7 Absolute and relative risk measures for the GPFN. Annual data based on monthly observations

Last year Last 3 years Last5years  Last 10 years 1998-2013
GPFN
Absolute volatility
(percentage points) 5.94 8.05 9.81 10.43 8.60
Tracking error
(percentage points) 0.34 0.47 0.90 1.35 1.31
Skewness -1.19 -0.63 -0.01 -1.13 -1.22
Kurtosis 5.63 3.69 3.11 6.75 8.98
Information ratio -2.53 0.60 -0.10 0.34 0.33
Norwegian equities
Absolute volatility
(percentage points) 10.13 14.46 17.52 20.94 21.75
Tracking error
(percentage points) 0.62 0.86 1.67 3.08 3.90
Skewness -0.58 -0.37 0.05 -1.16 -0.95
Kurtosis 4.49 3.88 3.02 6.03 5.12
Information ratio -3.23 -0.18 -0.48 0.11 0.35
Nordic equities
Absolute volatility
(percentage points) 9.68 15.03 17.07 17.11
Tracking error
(percentage points) 0.74 0.78 1.23 1.43
Skewness -0.28 -0.98 -0.02 -0.32
Kurtosis 2.28 4.23 5.58 442
Information ratio -3.53 -1.10 -1.30 0.14
Norwegian bonds
Absolute volatility
(percentage points) 2.88 2.50 2.49 2.45 2.52
Tracking error
(percentage points) 0.40 0.74 0.75 1.00 0.87
Skewness -0.32 -0.43 -0.39 0.19 0.24
Kurtosis 1.33 2.61 2.54 3.07 343
Information ratio 2.16 1.72 1.78 0.46 0.28
Nordic bonds
Absolute volatility
(percentage points) 4.69 5.13 6.73
Tracking error
(percentage points) 0.15 0.32 0.62
Skewness 0.08 -0.05 -1.40
Kurtosis 1.34 2.36 8.46
Information ratio 3.49 2.01 1.56

Sources: Folketrygdfondet and the Ministry of Finance.
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Table 4.8 GPFN ownership stakes in Norwegian companies in 2013

Norwegian Nordic
Number of companies where the ownership stake exceeds companies companies
10 percent 3 0
5 percent 30 0
1 percent 48 1
0.5 percent 49 11
0.1 percent 50 77
Total number of companies invested in the GPFN 51 106

Source: Source: Folketrygdfondet.

index and the actual fund portfolio. The standard
deviation of the actual portfolio has been less than
that of the benchmark index for major parts of the
period. This has been especially pronounced in
sub-periods of increasing market volatility. The
figure shows that overall risk in the Fund is predo-
minantly determined by the benchmark index, alt-
hough management by Folketrygdfondet may in
some periods have reduced the overall risk
somewhat.

The equity portion of the Fund was increased
from less than 20 percent to 60 percent over the
period from 2006 to 2008. This change heralded a
general increase in the standard deviation, and is
the main reason why standard deviation appears
to be at a higher level after 2007 than before.

Credit risk

Folketrygdfondet has somewhat increased the
average credit rating of the fixed income portfolio
during 2013, principally by increasing the portion
of loans with a high credit rating (AAA® and AA),
as well as reducing the portion with a moderate
credit rating (A and BBB). Bonds with a low credit
rating, so-called high-yield bonds, are not
included in the GPFN benchmark index. The
mandate for the Fund nonetheless allows Folke-
trygdfondet to invest in such securities within a
defined limit. Folketrygdfondet is required to
organise its asset management with a view to

6 The rating scale for credit quality is AAA, AA, A, BBB, BB,
B, CCC, CC, C, D, with AAA as the top rating. Bonds with a
credit rating from AAA to BBB, inclusive, are deemed to
have a high credit rating and are termed “investment
grade” bonds. Bonds with a lower credit rating are deemed
to have a low credit rating and are termed “high yield”
bonds.

ensuring that such bonds do not represent more
than 25 percent of the market value of corporate
bonds in the fixed income portfolio under normal
market conditions. At yearend 2013, high-yield
bonds represented just over 13 percent of the cor-
porate bonds in the fixed income portfolio, or
about 10 percent of the overall fixed income port-
folio. This is about the same level as at the begin-
ning of the year.

Individual investments

The GPFEN is a major investor in the Norwegian
stock market. At yearend 2013, the Fund held
ownership stakes of more than 10 percent in three
companies, and more than 5 percent in 30 compa-
nies, cf. table 4.8. The GPFN is a much smaller
investor in the Nordic market, with an ownership
stake of more than 1 percent in only one of the 106
companies in which the Fund was invested.

The Fund is a financial investor. The Fund
aims to diversify risk across many different
securities. The Ministry has therefore stipulated
that it shall hold no more than 15 percent of the
stocks of any one Norwegian company and no
more than 5 percent of the stocks of any compa-
nies from other Nordic countries. At yearend
2013, the largest ownership stake in a Norwegian
company was 11.0 percent. The largest single
ownership stake in the Nordic equity portfolio
was 1.1 percent.

Overlap

Overlap shows what portion of the actual portfolio
is identical to the benchmark index. If overlap is
100 percent, the actual portfolio comprises the
same companies as are included in the bench-
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Figure 4.29 Overlap between the actual equity
portfolios of the GPFN and its benchmark indices,
2009-2013. Percent

Source: Folketrygdfondet.

mark index and each company accounts for the
same portion of the actual portfolio as of the ben-
chmark index. If the actual portfolio is invested in
equities of companies that are not included in the
benchmark index, or if Folketrygdfondet chooses
to be overweighted in some companies and under-
weighted in others, overlap is reduced. Overlap
between the Norwegian equity portfolio and the
benchmark index has increased in recent years.
Overlap was just above 90 percent from late 2011
until the end of 2013, cf. figure 4.29. Develop-
ments in recent years suggest that the portfolio
matches the benchmark index more closely than
before. This is mirrored by a reduction in tracking
error over the same period. Variations in overlap
with the benchmark index have been greater for
the Nordic equity portfolio. At yearend 2013, over-
lap was about 91 percent in the Norwegian part
and 85 percent in the Nordic part of the equity
portfolio.

4.3.5 Costs

According to the mandate from the Ministry, the
actual asset management costs of Folketrygdfon-
det are covered up to a fixed Norwegian kroner
limit. The Norwegian kroner limit is determined
on the basis of a reasoned proposal from Folke-
trygdfondet, in which aggregate costs are the sum
total of a number of individual components. The
Ministry defines an overall cost limit, and does

Figure 4.30 Developmentsin GPFN asset man-
agement costs, 1998-2013. Measured in NOK
million (left axis) and in basis points (right axis)

Source: Folketrygdfondet.

not take a view on each individual cost compo-
nent.

The overall asset management fee limit for
2013 was NOK 160 million, including investments.
This amount was intended to cover the costs of
Folketrygdfondet in relation to both the GPFN
and the Government Bond Fund (GBF), as well as
dividends for the State. Total asset management
costs in 2013 were NOK 145 million, inclusive of
dividends. In addition, investments were made in
the amount of NOK 7 million. Consequently, total
expenses were NOK 152 million, which was about
NOK 8 million below the limit.

NOK 139 million of the total asset manage-
ment costs in 2013 pertained to the GPFN, with
the residual amount of NOK 6 million being costs
relating to the GBE. Measured as a portion of
assets under management, GPFN costs represen-
ted 8.9 basis points (0.089 percent).

Figure 4.30 shows the development in asset
management costs over time. Costs have
increased since 2006. This has to do with much
stricter management and compliance require-
ments with regard to risk and reporting, which
have entailed major systems investments and
additional man-labour years.

The company CEM Benchmarking Inc.
compares the costs of the GPFN with the costs of
other funds. The most recent report examines
costs in 2012 and shows that costs as a percentage
of GPFN assets under management are significa-
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ntly lower than the average costs of other funds.
The GPFN is not invested in asset classes like pri-
vate equity and real estate, which generally
involve high costs. However, CEM finds that the
costs of the GPFN are low even if adjusting for
asset composition differences. The main reason
for this is that all management of the GPFN is
handled internally by Folketrygdfondet.

4.3.6 The Ministry’s assessment of GPFN
performance

2013 was a year of high stock market returns,
whilst returns in the fixed income markets were
generally low due to increasing yield levels. Nor-
wegian kroner depreciated against the currencies
of the other Nordic countries, which resulted in
high returns on investments in those countries.
Overall, Folketrygdfondet underperformed the
benchmark index by about 0.9 percentage points
in 2013. The Ministry has noted that the negative
excess return on the Fund was caused by weak
equity management performance, whilst fixed
income management generated a positive excess
return. The Ministry is primarily concerned about
performance over time and is satisfied with the
fact that the annual average excess return since
1998 has been about 0.4 percentage points.

The Ministry has noted that Folketrygdfon-
det’s deviations from the benchmark index, as
measured by expected tracking error, are moder-
ate when compared to the limit stipulated in the
mandate. It is, at the same time, anticipated that
expected tracking error will increase somewhat if
market risk increases.

The costs of Folketrygdfondet have increased
considerably in recent years, which has to do with
much stricter risk management and compliance
requirements. Despite this increase, costs as a
percentage of assets under management are low
compared to those of other funds. The Ministry
finds it satisfactory that the management of the
GPFN appears to be cost effective under the new
management framework.

4.4 Follow-up of the management
framework

4.4.1 Norges Bank’s risk management and
compliance framework for active

management

The Supervisory Council of Norges Bank has
commissioned the external auditor of the Bank
(Deloitte) to perform an assurance engagement

reviewing Norges Bank’s risk management and
compliance framework for active management of
the GPFG. The purpose of such review was to
assess the risk management and compliance pro-
cesses established to support active management.
The auditor has examined the following elements
of the risk management and compliance frame-
work for active management: delegation of invest-
ment mandate, governance structure, information
flow (compliance, monitoring and reporting), as
well as periodical review.

The auditor has examined neither the real
estate asset class or responsible investment pro-
cesses, nor whether objectives defined or risks
identified by the Bank are complete and represen-
tative of the Bank’s activities. Besides, the auditor
has not examined whether the investment strate-
gies are appropriate or whether active manage-
ment performance is satisfactory.

The auditor’s review did not uncover any mate-
rial deviations from the measurement criteria
established for such review. Deloitte notes that
the assessment was based on the current risk pro-
file. It is emphasised that potential changes to the
securities composition in the form of, for example,
increased derivatives exposure, or increased utili-
sation of the tracking error limit, may make mat-
ters that are currently immaterial become more
important, and thus merit reassessment in the
context of a different risk profile. The assurance
report is published on Norges Bank’s website.’

4.4.2

The Ministry of Finance has commissioned the
Spaulding Group to review the GPFG return data.
The Spaulding Group is also Norges Bank’s inde-
pendent GIPS (Global Investment Performance
Standards) compliance reviewer; see report pub-
lished on the Bank website (www.nbim.no/en).
The Spaulding Group receives, at the request
of the Ministry, data on holdings directly from
Norges Bank’s custodian for those asset classes
where such information is available, i.e. for listed
equities and bonds. Based on these data, the con-
sultancy firm calculates returns, measured in Nor-
wegian kroner, for the asset classes equities and
bonds. The Spaulding Group also verifies, based
on supplementary data on the GPFG benchmark
indices from the Ministry of Finance, return data
measured in the currency basket of the Fund.

Independent review of the return data

7 See http://www.norges-bank.no/pages/96006/Attesta-
sjonsoppdrag_SPU_2013.pdf.
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The verification calculations made by the
Spaulding Group for the financial year 2013 show
no deviations from the return data reported by
Norges Bank. The report of the consultancy firm
is published on the Ministry’s website (www.gov-
ernment.no/gpf).

4.4.3 International frameworks

OECD Guidelines for Multinational Enterprises

Norges Bank shall exercise the Fund’s ownership
rights on the basis of recognised international
standards and principles, such as the UN Global
Compact, the OECD Principles of Corporate
Governance and the OECD Guidelines for Multi-
national Enterprises, cf. the discussion in section
4.5.

The OECD Guidelines for Multinational Enter-
prises express voluntary and non-legal recom-
mendations on how multinational enterprises are
expected to exercise responsible business con-
duct. What enterprises the guidelines may be
applicable for is not specifically defined, since the
guidelines have the status of recommendations. In
principle, it is up to each enterprise to assess
whether and how the guidelines is applicable to
exercise responsible business conduct. Conse-
quently, the guidelines do not require compliance
in the legal sense, and hence one does not use
terms like “violations” to characterise perceived
non-observance of the recommendations. There
is, nonetheless, an expectation that enterprises
will observe the guidelines to the extent applica-
ble to each enterprise.

The states that have signed up to the guide-
lines have committed to promote and implement
the guidelines. Each country shall also establish a
national contact point charged with promoting the
application of the guidelines and assisting with
guidance and advice in specific instances. The
national contact points shall be a resource for
enterprises wishing to exercise responsible busi-
ness conduct. The guidelines imply that it is to a
large extent up to each country to organise its
own contact point. In Norway, the contact point
may provide professional advice in specific
instances independently of the views of the Nor-
wegian authorities, but it is not a supervisory
authority or compliance body.

The Ministry holds the OECD Guidelines for
Multinational Enterprises to be an important con-
tribution to promoting responsible business con-
duct. The guidelines have formed part of the fun-
damental responsible investment principles of the

Government Pension Fund since 2004. In its
active ownership, Norges Bank communicates to
companies in which the GPFG is invested that
they are expected to follow the recommendations
set out in the guidelines. The due diligence rec-
ommendations in the guidelines are incorporated
into the Bank’s operational asset management
implementation, including its active ownership.
The recommendations are also reflected in the
system for the exclusion of companies based on
ethical criteria.

The Ministry has noted the comment of the
Norwegian contact point of 27 May 2013 in rela-
tion to a specific instance concerning the invest-
ments of the Fund, referred to as “NBIM vs.
FORUM?”, asserting that the Bank has “violated”
the OECD Guidelines. The contact point is of the
view that NBIM does not conduct sufficient due
diligence with regard to the risk of human rights
violations prior to making investments, with the
exception of children’s rights. The Ministry does
not agree with this assessment. The role of due
diligence in the Bank’s active ownership is not
restricted to children’s rights. The investment
analyses forming the basis for GPFG asset man-
agement implementation include analyses of
countries, markets and companies, including risk
assessments of environmental, social and corpo-
rate governance issues. Norges Bank tailors the
fund portfolio to environmental and social risks of
potential relevance to the return on the Fund. The
portfolio adjustments are based on sector and
company analyses intended to identify business
models that are considered less sustainable and
profitable over time. Norges Bank has, inter alia,
assessed risk in sectors facing major environmen-
tal challenges, and has divested its holdings in a
number of companies as the result of such risk
assessments. Moreover, the Bank is required to
conduct a thorough due diligence assessment
prior to each real estate investment. At the same
time, the Ministry agrees with the conclusion of
the contact point that it is impracticable to con-
duct due diligence of each of the listed invest-
ments of the Fund, since the Fund is invested in
more than 8,000 companies. The Ministry notes
that the guidelines express no expectation to such
effect either, although it is recommended that
enterprises using many sub-contractors make
some general prioritisations on the basis of risk
assessments.

A Norwegian initiative has resulted in the
OECD currently seeking to clarify what the guide-
lines imply and what expectations can reasonably
be imposed on various financial sector stakehold-
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ers in practice. The Ministry is of the view that
clear expectations with regard to how the guide-
lines can be practised are important to promote
the guidelines in a sound and constructive man-
ner.

The Ministry is committed to responsibility
and ethical awareness in the management of the
GPFG, as well as transparency in such regard, cf.
the discussion in sections 2.5 and 4.5.2.

ICESCR

Norway participated in a hearing before the UN
Committee on Economic, Social and Cultural
Rights in November 2013. The hearing, which was
based on a report from the Norwegian authori-
ties, addressed the implementation of the Interna-
tional Covenant on Economic, Social and Cultural
Rights (ICESCR) in Norway.

Following the hearing, the committee pre-
sented its concluding observations on the follow-
up of the covenant.® The committee expresses
concern that the various steps taken by Norway in
the context of the social responsibility of the
GPFG have not included the institutionalization of
systematic human rights impact assessments of
its investments. The Committee recommends that
Norway ensures that investments by Norges
Bank in foreign companies operating in third
countries are subject to a comprehensive human
rights impact assessment prior to and during the
investment.

The Ministry points to the emphasis that is put
on the role of the Fund as a responsible investor.
The mandate for the management of the GPFG
and the Guidelines for Observation and Exclusion
of companies from the Fund mean that Norway
has already institutionalised a system for attend-
ing to human rights considerations. The Council
on Ethics for the GPFG performs systematic
assessments as to whether the companies in
which the GPFG is invested are engaged in activi-
ties that contravene certain ethical criteria, includ-
ing human rights. Positive screening of compa-
nies has earlier been considered by the Ministry,
and not deemed appropriate for the listed part of
the portfolio. The GPFG is invested in more than
8,000 listed companies. The companies are moni-
tored by the Council on Ethics and Norges Bank
on an ongoing basis.

8 See http://thinternet.ohchr.org/_layouts/treatybodyexter-
nal/SessionDetails1.aspx?SessionID=622&Lang=en

In connection with the hearing, two NGOs
argued that the covenant entails extraterritorial
obligations on the State Parties for compliance
with the provisions of the covenant. The Ministry
is committed to, and has clear ambitions for,
responsible investment in the management of the
GPFG. This is a key, integral part of the asset
management strategy, cf. section 4.5. However, it
is the Ministry’s view that the Covenant cannot be
interpreted to entail extraterritorial responsibility
for the State Parties for compliance with the provi-
sions of the coventant.

4.4.4 Folketrygdfondet’s risk management
and compliance framework for the
trading process

Folketrygdfondet’s auditor (Ernst & Young) has,
as an element in the follow-up of the management
of the GPFN, reviewed Folketrygdfondet’s risk
management and compliance framework for the
trading process. This refers to the risk manage-
ment and compliance processes established to
support the trading process, i.e. the activities per-
formed from an investment decision is made until
the trade is confirmed by the counterparty.

The auditor has not examined the asset man-
ager’s assessments of portfolio composition, asset
classes, individual securities, foreign exchange
risk, interest rate risk, etc. Nor has the auditor
evaluated whether the risk management and com-
pliance system has been effective and worked as
intended, or whether the risks identified by
Folketrygdfondet are complete and representa-
tive of the activities.

The auditor has concluded, in its report, that
the risk management and compliance framework
for the trading process is designed, in all material
respects, in accordance with international practice
and leading standards, and that the framework is,
in all material respects, implemented in accor-
dance with its design. Ernst & Young notes that
the assessment is based on the current risk pro-
file. It is emphasised that material changes to the
financial instrument product range, or increases
to the limits, can make matters that are currently
immaterial become more important, and thus
merit reassessment in the context of a different
risk profile.

The assurance statement is published on the
Ministry’s website (www.government.no/gpf).
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Figure 4.31 Development of the GPFG responsible investment strategy

Source: Ministry of Finance.

4.5 Responsible investment

4.5.1 Introduction

The investment objective of the Government
Pension Fund is to maximise return, given a
moderate level of risk, cf. chapter one. The Fund
shall, within its role of financial investor, be a
responsible investor. The Ministry of Finance
has been at the forefront in adopting ethical
guidelines for asset management. In line with
international developments, more emphasis has
over time been placed on integrating environ-
mental, social and corporate governance consi-
derations in the investment activities. Weight has
also been attached to using the available respon-
sible investment tools in a coordinated, predicta-
ble and consistent manner. Figure 4.31 shows
the main milestones in the development of the
responsible investment strategy of the GPFG. In
2008 and 2009, the Ministry evaluated the ethical
guidelines for the GPFG. The evaluation resulted
in the introduction of new measures and tools to
strengthen the Fund’s responsible investment

practice, including an increased emphasis on the
interaction between such tools and exclusion as
the final link in a chain of tools. The Ministry
introduced new responsible investment guideli-
nes on 1 March 2010, which replaced the ethical
guidelines of 2004. The strategy of the GPFN has
also developed over time.

The responsible investment strategy for the
management of the Government Pension Fund
currently encompasses the following areas:

— international collaboration and contribution to
the development of best practice;

— environmentrelated investments;

— research and analysis;

— active ownership; and

— observation and exclusion of companies on
ethical grounds

Specific environment-related investment man-
dates were established as the result of the evalua-
tion of the ethical guidelines. The investments are
made within the same framework as governs the
other investments of the Fund in equities and
bonds. The performance of the environment-
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related mandates is discussed in more detail in
section 4.1.6. See also section 2.6.

In January 2013, the Strategy Council was
requested to prepare a report addressing the
overarching responsible investment strategy for
the GPFG. The report was submitted on 11
November 2013 and circulated for consultation on
29 November 2013. The Strategy Council made a
number of suggestions for the further strengthen-
ing of responsible investment practice. The
report, the consultative comments and the Minis-
try’s assessments are discussed in section 2.5.

The Ministry of Finance, Norges Bank, Folket-
rygdfondet and the Council on Ethics all partici-
pate in the international responsible investment
debate and collaborate with others in promoting
the development of practices and research within
their areas. This type of collaboration is useful
because it can contribute to the development and
clarification of international practice, whilst at the
same time proving a basis for refining the Fund’s
own strategy.

Norges Bank and Folketrygdfondet have defi-
ned their own active ownership principles for the
GPFG and the GPFN, respectively, on the basis of
internationally recognised principles, cf. box 4.2.

Active ownership is a key tool in the manage-
ment of the Government Pension Fund. Both Nor-
ges Bank and Folketrygdfondet have, in line with
international developments, expanded and
developed their active ownership. The interaction
between active ownership and asset management
in general has been strengthened. The active
ownership of Norges Bank and Folketrygdfondet
is discussed in sections 4.4.2 and 4.4.3.

Companies shall be excluded from the Fund if
they produce certain products. Companies may
also be excluded if there is an unacceptable risk
that they contribute to, or are themselves respon-
sible for, grossly unethical activities as defined in
the guidelines. Exclusion of companies is a tool
reserved for special cases. Observation may be
used in case of doubt as to whether the exclusion
criteria are met, in case of doubt as to future devel-
opments, or if deemed appropriate for other rea-
sons. Whether to place a company under observa-
tion is decided by reference to the specific exclu-
sion criteria in the guidelines.

The role of the Council on Ethics in the obser-
vation and exclusion of companies from the GPFG
is discussed in section 4.4.4.

The investments of the Fund in coal compa-
nies and other companies that produce fossil fuels
have been debated in 2013. The Ministry dis-
cusses the follow-up of this debate in section 2.7.

The Ministry discusses some ongoing processes
on international corporate social responsibility
guidelines in section 4.3.

4,5.2 Responsible investment and active
ownership in the GPFG

It follows from the mandate laid down by the Min-
istry of Finance that Norges Bank shall integrate
environmental, social and corporate governance
considerations, based on internationally rec-
ognised responsible investment principles and
standards, in all its investment activities. Hence,
the Bank has adopted responsible investment
principles and guidelines. These represent the
framework for responsible investment, including
active ownership provisions. The guidelines are
published on the Norges Bank website (see
www.nbim.no/en). The guidelines stipulate, inter
alia, that environmental, social and corporate gov-
ernance information shall form part of the basis
for the Bank’s investment decisions and risk man-
agement.

Section 2.5 of this report proposes the integra-
tion of the responsible investment tools in Norges
Bank. This implies, inter alia, that Norges Bank
will also be responsible for excluding companies
based on criteria laid down by the Ministry of
Finance. The discussion below reports on the
responsible investment role of the Bank thus far.

Norges Bank’s responsible investment guide-
lines require the Bank to premise its active owner-
ship on predictability, transparency and compati-
bility with the long-term investment strategy for
the Fund. Norges Bank uses its shareholder
rights to promote social and environmental con-
siderations and contribute to improved corporate
governance standards. The Bank is in contact
with companies, investors and authorities. It also
maintains a dialogue with other parties involved in
establishing financial market standards.

Focus areas for active ownership

At yearend 2013, the GPFG equity holdings repre-
sent an average ownership stake of 1.3 percent in
more than 7,000 companies included in the bench-
mark index of the Fund. Although its ownership
stakes are relatively low, the Fund is amongst the
main shareholders of a number of companies.
Norges Bank emphasises that it is therefore often
better positioned to influence markets and individ-
ual companies than are many other investors.
Norges Bank bases active ownership on the
UN Global Compact, the OECD Principles of Cor-
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Box 4.2 Basic active ownership principles

Norges Bank and Folketrygdfondet exercise the
ownership rights of the GPFG and the GPFEN,
respectively. The mandate from the Ministry stip-
ulates that active ownership shall be based on the
UN Global Compact, the OECD Principles of Cor-
porate Governance and the OECD Guidelines for
Multinational Enterprises. These principles and
standards are voluntary and non-Jlegal recom-
mendations expressing good corporate gover-
nance expectations and impose requirements
concerning responsible corporate environmental
and social practices. Norges Bank and Folket-
rygdfondet have prepared their own governance
documents for responsible investment. These
specify how such considerations are integrated in
the investment activities and in company follow-
up. In 2006, the UN published a set of Principles
for Responsible Investment (PRI). The Ministry
of Finance, Norges Bank and Folketrygdfondet
have all signed up to the PRI on behalf of the
GPFG and the GPEN. The PRI are based on the
premise that environmental, social and corporate
governance considerations affect financial
returns.

UN Global Compact

The UN Global Compact defines ten universal
principles derived from the Universal Declaration
of Human Rights, the ILO Declaration on Funda-
mental Principles and Rights at Work and the Rio
Declaration on Environment and Development.
The principles are general in nature and state,
inter alia, that businesses should respect human
rights and not be complicit in human rights viola-
tions, should uphold the freedom of association
and collective bargaining, and eliminate all forms
of forced and compulsory labour, child labour
and discrimination with respect to employment
and occupation. Furthermore, businesses should
support a precautionary approach to environmen-
tal challenges, promote greater environmental
responsibility and the development and diffusion
of environmentally friendly technologies, and
combat all forms of corruption, including extor-
tion and bribery.

The main objective of the Global Compact is
to integrate the ten principles in the business
operations of enterprises worldwide, as well as to
promote activities and partnerships that contrib-

ute to the realisation of the UN objective of sus-
tainable development.

Joining the Global Compact means that an
enterprise seeks to observe the ten principles.
The Global Compact is currently the world’s larg-
est corporate social responsibility initiative, with
close to 10,000 participants, including more than
7,000 corporate participants, from more than 130
countries. Participants report annually on their
implementation of the principles. Findings are
published in an annual Global Corporate Sustain-
ability Report.

OECD Principles of Corporate Governance

These principles mainly address the basis for
effective corporate governance, including the
rights of shareholders and key ownership func-
tions, equitable treatment of shareholders, trans-
parency and disclosure, as well as the responsibil-
ities and liabilities of boards of directors. The
guidelines state, inter alia, that it is an important
board responsibility to oversee systems designed
to ensure that companies comply with applicable
laws, including tax, competition, labour, equal
opportunities, health and safety laws. The guide-
lines also state that boards must be able to exer-
cise objective and independent judgment in order
to effectively fulfil their responsibilities.

OECD Guidelines for Multinational Enterprises

The OECD Guidelines for Multinational Enter-
prises are voluntary and non-legal recommenda-
tions from state parties to companies engaged in
international business activities. The voluntary
nature of the guidelines implies that there are no
compliance requirements in the legal sense.
However, companies are expected to adhere to
the guidelines to the extent applicable to each
business. Companies must themselves decide
how to do so in the most appropriate manner. The
guidelines were amended in 2011, which amend-
ments included adding a chapter on human
rights. The new guidelines call on enterprises to
avoid causing or contributing to negative impacts
through their own business operations or
through business relationships. Guidance is also
provided on how companies should follow up
their supply chains.
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Box 4.2 (cont.)

The new guidelines also call on companies to
observe the due diligence principle. Labour
rights have also been strengthened and updated
in line with the ILO Tripartite Declaration of
Principles concerning Multinational Enter-
prises and Social Policy. Companies are advised
to adopt a precautionary approach to most
issues addressed by the guidelines. See section
4.4.3 for further details.

Principles for Responsible Investment (PRI)

The PRI is an initiative supported by the UN
Environment Programme Finance Initiative
(UNEP FI) and the UN Global Compact. The ini-
tiative is aimed at asset owners, asset managers
and their professional cooperation partners. The
principles provide, inter alia, guidance on how to
take environmental, social and corporate gover-

nance issues into account in asset management
and active ownership. Incorporation of such
issues will also influence what type of informa-
tion investors request from businesses and what
businesses are expected to report on. The PRI
currently has about 1,200 members, of which
about 270 are asset owners, 780 are asset man-
agers and 180 are financial service providers.
Norges Bank contributed to the formulation of
the principles. The Ministry of Finance reports
to PRI on application of the principles in the
management of the GPFG and the GPFN based
on, inter alia, feedback from Norges Bank and
Folketrygdfondet, respectively. PRI reporting
has been under revision in recent years, and the
Ministry reported for the first time under the
new reporting model in March 2014. The Minis-
try has also contributed in test reporting during
the revision phase.

porate Governance and the OECD Guidelines for
Multinational Enterprises (see box 4.2). The Bank
has defined certain active ownership priorities,
and has thus far chosen six strategic areas:

— equal treatment of shareholders;

— roles and responsibilities of the board,;

— well-functioning financial markets;

— children’s rights;

— climate change; and

— water management

Integration of environmental, social and corporate
governance considerations

Norges Bank premises its active ownership on
established corporate governance principles and
practices, which imply that responsibility for the
business strategy and operations of a company
lies with its board of directors and its managers.
The board of directors is accountable to all share-
holders, and should be familiar with the general
views of leading shareholders without discriminat-
ing or according undue influence to special inter-
ests. Norges Bank states, in its annual report on
the management of the GPFG in 2013, that its
investment analysis includes analyses of coun-
tries, markets and companies, including risk
assessments of environmental, social and corpo-
rate governance issues. Norges Bank notes that it

has a long-term commitment to the defined strate-
gic focus areas. The active ownership tools are
dialogue with companies, investors, regulatory
bodies and other standard setters. Moreover, the
Bank votes in general meetings and submits
shareholder proposals. Some of the tools, such as
dialogue with standard setters, will, according to
Norges Bank have an impact on all or major parts
of the fund portfolio. Other activities, such as
company engagement, may impact on individual
companies. Priority is accorded to the follow-up of
the companies in which the Fund has its largest
holdings. Such holdings are the most important in
terms of the overall risk and return on the Fund.
Norges Bank states, in its consultative com-
ments on the report of the Strategy Council (cf.
the discussion in section 2.5) that environmental,
social and corporate governance considerations
are integrated in the investment process and in
risk management, which may result in portfolio
modifications, divestment decisions or decisions
to refrain from acquiring certain securities. The
Bank states, in its annual report on the manage-
ment of the GPFG in 2013, that it continued to
adapt the portfolio to environmental and social
risks that may have an impact on the return on the
Fund. The portfolio modifications were based on
sector and company analyses intended to identify
business models that are held to be less sustain-
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able and profitable over time. Last year, Norges
Bank performed a risk assessment of sectors that
pose particular environmental challenges. The
Bank divested its holdings in 27 companies as the
result of such risk assessments. These divest-
ments encompassed 11 coal-mining companies
and 16 gold-mining companies.

Furthermore, the Bank states in its consulta-
tive comments that there are positive interactions
between the various active ownership tools and
the other investment activities. In its active owner-
ship, the Bank analyses and accumulates knowl-
edge about issues that may be of relevance to
long-term company returns. Environmental,
social and corporate governance issues may have
an impact on investment risks and returns. Corre-
spondingly, knowledge accumulated as a basis for
investment decisions may benefit active owner-
ship. The Bank meets representatives of the com-
panies in which the Fund is invested, on a regular
basis, through its investment activities. This lays
the foundations for a good dialogue on ownership
issues. Moreover, the Bank accumulates, through
the investment activities, very considerable
knowledge about many of the companies in which
the Fund is invested. Such knowledge contributes
to ensuring that its active ownership activities are
relevant and premised on a comprehensive under-
standing of individual companies and issues. This
may, according to the Bank, improve the scope for
positive results from active ownership.

Voting, shareholder proposals and participation on
governing bodies

In its active ownership prioritisation, Norges Bank
takes the composition of the Fund portfolio into
account. The Bank has experienced that it is espe-
cially important to consider active ownership and
investment decisions in the context of each other
in companies where the Fund is a major owner.
The Bank also takes into account whether an
issue can be said to be of material importance at
the company level, and whether it may have an
impact on the valuation of the company. The dia-
logue with companies becomes more consistent
when active ownership is considered in the con-
text of investment decisions. The Bank states, in
its annual report on the GPFG, that voting is the
most important formal avenue for investors to
express views, keep company boards accountable
and influence companies. In 2013, Norges Bank
established a Corporate Governance Advisory
Board to strengthen long-term active ownership.
The Board consists of three experts of interna-

tional repute who provide input on the board nom-
ination and selection practices of the listed compa-
nies invested in by the Fund. In addition, it serves
as an active ownership advisory body. The Board
will provide input for the ownership involvement
of the Fund regarding global standards on an
ongoing basis.

Norges Bank states, in its annual report on
the GPFG in 2013, that it voted in 9,583 general
meetings. As from the third quarter of 2013, the
voting is published on the Norges Bank website
on the day after the votes are cast. Norges Bank
states that it considered and voted on, inter alia,
239 shareholder proposals on environmental and
social issues during the year, in line with the
active ownership principles of the Bank. More-
over, the Bank submitted shareholder proposals
with four US companies to give shareholders the
right to nominate directors on the proxy ballot
distributed with the notice of general meeting
(“proxy access”). The shareholder proposals
were submitted to draw attention to board
accountability and to shareholder rights, in line
with the corporate governance focus areas of the
Bank. In its annual report, the Bank states that
about one third of the shareholders of three of
these companies voted in favour of the share-
holder proposals. The shareholder proposal sub-
mitted with the fourth company was withdrawn
when the company itself adopted a similar expan-
sion of shareholder rights, prior to the general
meeting.

The Bank states that 2,304 meetings were held
between Fund representatives and company exec-
utives during 2013. In these meetings, Norges
Bank addressed the plans, strategies and financial
positions of companies, including environmental,
social and corporate governance issues. The Bank
also held 77 meetings with the chairperson of the
board of companies in which the Fund holds large
ownership stakes. The meetings covered a wide
range of ownership issues, focused on the role of
the board in establishing and developing an effec-
tive corporate governance framework.

In the first quarter of 2013, Norges Bank exer-
cised its right to nominate a representative for the
election committee of Volvo AB. This was the first
time Norges Bank exercised its right to sit on the
election committee of a company. The Bank states
that such nomination is in line with its long-term
intention of closer contact with company boards in
order to safeguard the Fund assets. The CEO of
Norges Bank Investment Management, Yngve
Slyngstad, represented Norges Bank on the elec-
tion committee.
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Children’s rights, climate change and water
management

Norges Bank expects companies to handle social
and environmental risks that may have a negative
impact on the Fund’s investments. The Bank has
accorded priority to placing a focus on risks relat-
ing to children’s rights, climate change and scarce
water resources. The Bank has prepared separate
expectation documents for these areas, cf. above.
In 2013, the Bank charted how companies in par-
ticularly exposed sectors met its expectations.
Such reviews are based on publicly available infor-
mation from the companies. The most compre-
hensive review concerned climate-related risk. As
far as children’s rights are concerned, the main
conclusion of the Bank in 2013 was that one had
noted a general increase in reporting in all rele-
vant sectors, and especially within clothing pro-
duction. The Bank states that findings are more
mixed for water management, and that companies
generally provided limited reporting on the extent
to which water management strategies and plans
were implemented.

Children’s rights

Norges Bank expects companies to safeguard
children’s rights in their own businesses and
those of their suppliers. Companies need to
demonstrate that they have adequate systems in
place to handle the risk of violating children’s
rights. In its annual report, Norges Bank states
that it continued to support the implementation of
the UNICEF principles on children and corporate
social responsibility in 2013, as a member of a
working group advising UNICEF. The working
group advises UNICEF on how companies can
implement the principles. The principles were
launched in March 2012 by UNICEF, the UN
Global Compact and Save the Children.

Climate change

Norges Bank expects companies to develop strate-
gies for handling climate change risk and report on
what they do to reduce the risk that such changes
may have a negative impact on profitability. In 2012,
Norges Bank expanded its expectations in this area
to also include tropical deforestation risk. In its
annual report, the Bank states that data from CDP
were used directly in examining reporting within
strategic focus areas with effect from 2013. Norges
Bank supports the CDP initiative to standardise
and expand global climate risk reporting.

Water management

Limited access to freshwater is an increasing risk
for many companies. In its annual report, the Bank
states that such risk may represent a long-term
financial risk for companies whose business mod-
els are vulnerable in terms of access to freshwater.
In 2013, the Bank continued its involvement with
the CDP Water Disclosure initiative, which seeks
to improve water resource information. Norges
Bank would like information that enhances inves-
tors’ understanding of waterrelated risks in
exposed sectors and improved information cover-
age in emerging markets. Norges Bank has been
main sponsor of the CDP Water Disclosure initia-
tive since 2009. A survey from 2013 amongst senior
executives and experts from business, government
and non-governmental organisations under the
auspices of the World Economic Forum showed
that a water-related crisis is believed to be one of
the most likely global threats.

Industry collaboration and the development of
standards

In 2013, Norges Bank supported the development
of international standards by, inter alia, making
recommendations to the International Integrated
Reporting Council (IIRC). Integrated corporate
reporting enhances the quality of the information
disclosed to investors, especially in relation to
environmental, social and corporate governance
matters.

4,5.3 Responsible investment and active
ownership in the Government Pension
Fund Norway

It follows from the mandate laid down by the Min-
istry of Finance that Folketrygdfondet shall inte-
grate environmental, social and corporate gover-
nance considerations, based on internationally
recognised responsible investment principles, in
all its investment activities. The Board of Direc-
tors of Folketrygdfondet has adopted responsible
investment principles based on the “Norwegian
Code of Practice for Corporate Governance®
(NUES), the UN PRI and the OECD Principles of
Corporate Governance. These principles define a
general framework for how Folketrygdfondet
shall deal with environmental, social and corpo-
rate governance issues in seeking to maximize
returns over time. Folketrygdfondet has also pub-
lished a separate document on its active owner-
ship (see www ftf.no).
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Focus areas for active ownership

Folketrygdfondet is of the view that active com-
pany follow-up contributes to both lower risk and
good portfolio returns over time.

As a financial investor, Folketrygdfondet gets
involved in ownership issues like board composi-
tion, remuneration, reporting and communication,
values and governance principles, as well as capi-
tal structure and strategy. Folketrygdfondet also
deems it important to monitor the executive sal-
ary policies of companies for purposes of safe-
guarding shareholder value.

In line with the mandate laid down by the Min-
istry, Folketrygdfondet keeps companies account-
able for their handling of environmental, social
and corporate governance issues. In order to
clearly communicate its expectations, Folketrygd-
fondet has prepared guidance notes for compa-
nies’ handling of executive salary schemes,
human rights, labour rights, the environment and
anti-corruption. The guidance notes shall illus-
trate what guidelines Folketrygdfondet expects
companies to adopt, as well as how it expects com-
panies to follow up and report on each issue.

The guidance notes are anchored in the
responsible investment principles of Folketrygd-
fondet and based on the UN Global Compact and
NUES. Folketrygdfondet’s guidance notes on
ownership issues and social considerations are
available on the Folketrygdfondet website
(www.ftf.no).

Integration of environmental, social and corporate
governance considerations

The responsible investment principles of Folket-
rygdfondet apply to all companies in which the
GPFN is invested. However, different methods
are used in the follow-up of the various sub-portfo-
lios. In 2012, Folketrygdfondet prepared the docu-
ment “Folketrygdfondet’s active ownership”, pre-
senting its active ownership of Norwegian and
Nordic companies. The document is available on
the Folketrygdfondet website (www.ftf.no).
Folketrygdfondet has integrated responsible
investment considerations in both its investment
activities and its follow-up of individual companies.
Folketrygdfondet has invested in some sec-
tors that pose special environmental, social and
corporate governance (ESG) challenges. Folket-
rygdfondet has, as a risk management tool, pre-
pared ESG analyses for each of the companies in
the Norwegian portfolio. Such analyses form the
basis for individual company follow-up. Folket-

rygdfondet has, against this background, defined
certain focus areas.

In 2013, Folketrygdfondet focused on compa-
nies’ greenhouse gas emissions and associated
reporting, their human rights and labour rights
involvement, as well as their anti-corruption activi-
ties. Folketrygdfondet also continues its focus on
unconventional oil and gas extraction.

Company dialogue is an important active own-
ership component in the management of the Nor-
wegian investment portfolio. In the Norwegian
market, Folketrygdfondet holds meetings and
maintains contact with company executives. This
may include meetings with the chairperson of the
board on matters that fall within the responsibili-
ties of the board of directors. Folketrygdfondet is
committed to pursuing a good governance and
social responsibility dialogue with companies.
This implies, inter alia, that Folketrygdfondet
raises relevant environmental, social or corporate
governance issues with company executives. In
its ownership report for 2013, Folketrygdfondet
states that it has been pursuing a dialogue with 17
companies in Norway on key ownership issues
and specific incidents. This is in addition to its
ongoing contact with companies as part of its
asset management.

CO, analysis of the portfolio

In 2013, Folketrygdfondet commissioned a CO»
analysis of the Norwegian equity portfolio to
enhance its understanding of climate risk in the
portfolio. The analysis of the Norwegian equity
portfolio was conducted by the British consulting
firm Trucost. The analysis concludes that the
companies invested in by Folketrygdfondet within
the materials, energy, manufacturing and con-
sumer goods sectors make the main contributions
to the overall CO, emissions of the portfolio com-
panies. Folketrygdfondet uses company dialogue
to ensure that companies are conscious of their
own climate risk, and have strategies and tools for
managing such risk.

Enhanced follow-up of the Nordic portfolio and the
fixed income portfolios

During 2012 and 2013, Folketrygdfondet has
evolved its active ownership of the Nordic equity
portfolio and the fixed income portfolios. The
Fund has, inter alia, concluded an agreement with
an external service provider on assistance with
preparing analyses and pursuing dialogues with
portfolio companies if incidents that require fol-
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low-up are uncovered. Consequently, all invest-
ments of Folketrygdfondet are subject to contin-
ual monitoring. In its ownership report for 2013,
Folketrygdfondet states that the external service
provider pursued a dialogue with nine Nordic
companies in the first half of that year.

In addition to continual monitoring of the fixed
income portfolio issuers, Folketrygdfondet aims
to further integrate ESG analyses in its ongoing
credit evaluation. It is emphasised that an issuer’s
handling of environmental and social matters is
relevant for credit risk assessment purposes. If
such an approach becomes more widespread
amongst investors, this may over time have an
impact on the financial costs of companies. For
investments in equities and bonds issued by Nor-
dic companies, Folketrygdfondet adheres to the
decisions made by the Ministry of Finance on the
basis of recommendations from the Council on
Ethics for the GPFG. If the Ministry excludes
Nordic companies from the GPFG investment uni-
verse, these are also excluded from the GPFN
investment universe. The Ministry of Finance has
established a procedure for notifying Folketrygd-
fondet of such decisions.

Voting and participation on governing bodies

Active participation in the general meetings of
companies is another important aspect of Folke-
trygdfondet’s active ownership. Folketrygdfondet
votes in the general meetings of all companies in
which the GPFN holds shares as at the date of
such general meetings. Votes were cast in 60 gen-
eral meetings of companies listed on the Oslo
Stock Exchange in 2013. Over that period, Folket-
rygdfondet voted against 17 proposals in the gen-
eral meetings of 8 different companies. These pro-
posals concerned, inter alia, executive salaries
and option schemes.

For the Nordic portfolio, Folketrygdfondet
has voted in a total of 111 general meetings in
2013, all by proxy with voting instructions. In the
Nordic region, Folketrygdfondet has voted
against 87 proposals submitted by company
boards in the general meetings of 38 companies.

Election committees have in recent years
become increasingly prominent governing bod-
ies. According to Folketrygdfondet, directorships
are being professionalised and board composi-
tions with an appropriate mix of expertise for the
company are deemed to be of major importance.
Folketrygdfondet therefore emphasises the
important role of election committees in compos-
ing competent boards. Folketrygdfondet is repre-

sented on seven election committees of Norwe-
gian companies. In addition, it is represented on
five corporate assemblies and eight shareholders’
committees.

Folketrygdfondet reports annually on its active
ownership. In 2013, for the first time, its ownership
report formed part of the annual report of Folket-
rygdfondet. The report describes which activities
Folketrygdfondet has pursued to attend to its own-
ership interests. It includes, inter alia, specific dis-
cussion of some matters deliberated in general
meetings, relevant matters raised by Folketrygd-
fondet with companies, as well as the number and
types of appointments held by Folketrygdfondet
employees on the governing bodies of companies.

Both voting explanations and the ownership
report are available on the Folketrygdfondet web-
site (www.ftf.no).

Industry collaboration and collaboration with other
investors

Folketrygdfondet participates in several collabo-
ration projects and initiatives to promote responsi-
ble investment. Folketrygdfondet deems partici-
pation in external initiatives to be important
because it facilitates the exchange of information
and experience with other investors. Folketrygd-
fondet also wishes to thus contribute to the devel-
opment of relevant practices.

The GPFN and Folketrygdfondet have been
signatories of the UN Principles for Responsible
Investment (PRI) since 2008. Folketrygdfondet
also participates in the Carbon Disclosure Project
(CDP), which conducts an annual survey on cor-
porate greenhouse gas emissions. Information
gathered through the CDP is incorporated into
the company analyses of Folketrygdfondet.

Folketrygdfondet participates actively in the
Norwegian Institute of Directors, the Norwegian
Society of Financial Analysts and the Eierforum
group of institutional investors. Moreover, Folket-
rygdfondet was one of the driving forces behind
the relaunch of the Norwegian Forum for Sustain-
able and Responsible Investments; Norsif, which
was officially founded on 7 January 2013. Norsif is
an association for asset owners, asset managers,
service providers and trade associations engaged
in activities in Norway. Norsif has a number of
international sister organisations, also in the Scan-
dinavian countries. As a professional forum, Nor-
sif shall disseminate knowledge about, and con-
tribute to the development of, responsible invest-
ment. Finance Norway (FNO) serves as the Nor-
sif secretariat.
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4.5.4 Observation and exclusion of
companies

Under the guidelines of observation and exclu-
sion from the GPFG’s investment universe, com-
panies are to be excluded if they produce certain
products or sell weapons to specific states. Com-
panies may also be excluded if there is an unac-
ceptable risk that they may contribute to, or are
themselves responsible for, grossly unethical
activities. The criteria for product-based and con-
duct-based exclusion, as well as a list of the com-
panies excluded or placed under observation on
the basis of these criteria, are available on the
Ministry website (www.government.no/gpf).

The Council on Ethics regularly examines
whether the grounds for exclusion of a company
still apply. The Council may on the basis of new
information recommend that the Ministry
reverses an earlier exclusion or observation deci-
sion.

Since the previous report to the Storting on
the management of the Government Pension
Fund, the Ministry has announced that an addi-
tional 10 companies have been excluded from the
Fund and that three companies shall be followed
up by Norges Bank through active ownership.
The observation of one company has been discon-
tinued. Moreover, the grounds for exclusion have
been amended in respect of two companies. 61
companies were excluded and two companies
were under observation as of the end of March
this year.

Product-based exclusion

The guidelines stipulate that the Fund assets shall
not be invested in companies that, themselves or
through entities they control:

— Produce weapons that violate fundamental
humanitarian principles through their normal
use;

— produce tobacco;

— sell weapons or military material to states that
are affected by investment restrictions on gov-
ernment bonds as described in Section 3-1, sec-
ond paragraph, letter ¢, of the management
mandate for the GPFG.

The Revised National Budget for 2004 provides an
exhaustive list of weapons covered by the product-
based exclusion criteria. The list includes chemi-
cal weapons, biological weapons, anti-personnel
mines, undetectable fragmentation weapons,

incendiary weapons, blinding laser weapons, clus-
ter munitions and nuclear arms. The Fund shall
not be invested in companies that develop or pro-
duce key components for these types of weapons.

The criterion for the exclusion of companies
that produce tobacco is limited to the actual
tobacco product and does not include associated
products such as filters and flavour additives or
the sale of tobacco products. All companies that,
themselves or through entities they control, grow
tobacco plants or process tobacco into end prod-
ucts shall be excluded regardless of how large or
small a share such tobacco production represents
of the company’s overall operations.

It follows from the mandate laid down by the
Ministry of Finance for Norges Bank that the
GPFG may in certain cases be prevented from
investing in interest-bearing instruments issued
by states. The Fund is not a foreign-policy tool,
and it is only in special situations involving com-
prehensive international sanctions or other mea-
sures endorsed by Norway that such government
bond investment restrictions can be implemented.
The government bond exemption was introduced
in 2010. Previously, the government bond exemp-
tion only applied to bonds issued by Myanmar.
Since international sanctions and other measures
change over time, it is appropriate to assess, on a
regular basis, which states should be encom-
passed by the exemption, in view of which states
are subjected to the most comprehensive sanc-
tions and other measures. In January 2014, the
Ministry of Finance performed such an assess-
ment, based on information from the Ministry of
Foreign Affairs regarding the scope of the sanc-
tions and other restrictive measures adopted for
individual states. The Ministry of Finance con-
cluded that the exemption should no longer apply
to Myanmar, whilst the exemption shall now be
applied to North Korea, Syria and Iran. The inter-
national sanctions and other measures adopted
against these countries include investment prohi-
bitions implying that the GPFG cannot invest in
such government bonds under any circumstance.
Section 2, first paragraph, letter c, of the Guide-
lines for Observation and Exclusion stipulate that
the fund assets shall not be invested in companies
that:

“sell weapons or military material to states that
are affected by investment restrictions on gov-
ernment bonds as described in Section 3-1, sec-
ond paragraph, letter ¢, of the management
mandate for the GPFG.”
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The Council on Ethics will be following up on this
provision in line with the changes announced by
the Ministry of Finance with regard to the govern-
ment bond exemption.

The Council on Ethics uses an external consul-
tancy firm that continuously monitors the compa-
nies in the fund portfolio and the companies
already excluded from the Fund for production in
violation of the guidelines. The consultant reports
to the Council on a quarterly basis on companies
that may be engaged in such activities. In addi-
tion, the Council on Ethics collaborates with other
financial institutions on a consultancy assignment
to chart companies that produce cluster muni-
tions.

The Council on Ethics will normally contact
companies if there is reason to believe that these
are engaged in production that violates the guide-
lines for the Fund. If companies confirm the infor-
mation held by the Council, an exclusion recom-
mendation is issued by the Council. Companies
that fail to respond to the communication will be
recommended for exclusion if the documentation
of the Council on Ethics shows that such compa-
nies are highly likely to make products encom-
passed by the exclusion criteria. The Council
adheres to this procedure to achieve a reasonable
degree of assurance that companies making prod-
ucts in violation of the guidelines are excluded
from the Fund. However, there is no guarantee
that all companies are captured by the Council’s
monitoring system at any given time.

40 companies are excluded from the Fund
under the product-based criteria. 18 of these com-
panies have been excluded on the basis of produc-
tion of weapons that violate fundamental humani-
tarian principles in their normal use, whilst 21
companies are excluded for producing tobacco.

Conduct-based exclusion

A company may be excluded from the Fund if
there is an unacceptable risk that the company
contributes to, or is itself responsible for:

— Serious or systematic human rights violations,
such as murder, torture, deprivation of liberty,
forced labour, the worst forms of child labour
and other child exploitation;

— serious violations of individuals’ rights in situa-
tions of war or conflict;

— severe environmental damage;

— gross corruption;

— other particularly serious violations of funda-
mental ethical norms

The Council on Ethics identifies companies for
assessment through news monitoring, initiatives
from special interest groups and systematic evalu-
ation of problem areas. The Council uses, inter
alia, an external consultancy firm that continu-
ously identifies news concerning portfolio compa-
nies in multiple languages. The Council receives
quarterly reports from the consultant. The Coun-
cil on Ethics also reviews and examines communi-
cations from persons and organisations that
request the Council to assess companies or spe-
cific issues.

The Council on Ethics also studies certain
issues or sectors where it is particularly likely, in
the view of the Council, that companies may be
engaged in activities in contravention of the ethi-
cal guidelines. Such sector studies will normally
be initiated by the Council appointing an expert
within the area to map all companies in the portfo-
lio engaged in a certain type of activity and to col-
lect information about companies that may pursue
activities that violate the guidelines. The Council
evaluates, based on the consultancy report, which
companies to examine in more detail. This evalua-
tion takes into consideration, inter alia, the magni-
tude and seriousness of the norm violations, the
connection between the companies and the norm
violations and the likelihood of future norm viola-
tions.

Amongst the cases identified through news
searches, external requests and sector studies,
the Council on Ethics selects, for further investi-
gation, those cases that appear to be the most seri-
ous. The Council on Ethics attaches weight to,
inter alia, how serious the norm violations are,
whether a company is accused of several counts of
unethical conduct, whether it is likely that norm
violations will continue, and the scope for docu-
menting the conduct of which the company is
accused. The intention is to identify companies
where there is an unacceptable risk that violations
of the ethical guidelines are taking place and that
such violations are expected to continue.

In order to document alleged norm violations,
the Council on Ethics makes extensive use of con-
sultancy firms, researchers and non-governmen-
tal organisations based in the country where the
violations of norms are alleged to be taking place.
Such assignments may, for example, involve field-
work and evaluation of available documentation.
Since 2009, the Council on Ethics has had a frame-
work agreement with a consultancy firm that
assists in the detailed investigation of companies.

In 2010, the Council on Ethics decided to
examine nine environmental issues. This has
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been continued by the Council on Ethics in 2013
in, inter alia, the following areas; oil production
entailing major local pollution problems, certain
types of mining activity where waste handling
involves special risk, unlawful logging and other
particularly damaging logging, unlawful fishing
and other particularly damaging fishing activity,
damaging dam projects, as well as activities with
extensive consequences for particularly valuable
areas of protection.

The Council on Ethics is continuously examin-
ing and monitoring violations of the exclusion cri-
teria set out in the guidelines. Within human
rights, the Council has in 2013 placed a special
focus on labour rights in, inter alia, the electronics
industry, agriculture and fisheries. The Council
on Ethics has also taken a closer look at compa-
nies involved in oil extraction in Equatorial
Guinea.

Under the corruption criterion, the Council on
Ethics places a special focus on companies
engaged in industries and countries that are,
according to international rankings, especially
exposed to corruption. Companies faced with
credible corruption allegations are subjected to
more detailed examination.

The Council on Ethics contacts companies at a
relatively early stage in its examination of cases.
Companies are requested to answer questions or
to send specific documents to the Council. In
2013, the Council on Ethics contacted more than
40 companies. From time to time, companies
request a meeting with the Council. In 2013, the
Council met with 18 companies. The Council on

Ethics attaches weight to obtaining information
directly from companies, but also issues recom-
mendations on companies that fail to respond to
communications from the Council.

A total of 21 companies are excluded from the
GPFG under the conduct-based criteria, and 13 of
these companies are excluded because they are
deemed to cause severe environmental damage.
Three of the companies are excluded on the basis
of contributions to serious or systematic human
rights violations, whilst two companies are
excluded on the basis of other particularly serious
violations of fundamental ethical norms, and three
are excluded on the basis of serious violations of
individuals’ rights in situations of war or conflict.

Observation

One company is under observation pursuant to
the gross corruption criterion. During the obser-
vation period, the Council on Ethics is monitoring,
inter alia, how the company is developing its sys-
tems to prevent corruption, how the company is
handling the investigation of past corruption inci-
dents, and whether any new instances of corrup-
tion are alleged. The Ministry also has one com-
pany under confidential observation under the
war and conflict criterion.

The Council on Ethics informs the Ministry on
an annual basis about the status of the companies
placed under observation, and makes a new rec-
ommendation on the companies in question after
the observation period has been completed.
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5 Development of the management framework of the
Government Pension Fund

5.1 Introduction

The Government Pension Fund Act makes the
Ministry of Finance responsible for the manage-
ment of the Government Pension Fund. The Fund
comprises the Government Pension Fund Global
(GPFG) and the Government Pension Fund Nor-
way (GPFN). Operational management of the two
parts of the Fund is carried out by Norges Bank
and Folketrygdfondet, respectively. Asset man-
agement is governed by separate mandates laid
down by the Ministry. The mandates include pro-
visions on investment limits, responsible invest-
ments, risk management and reporting. The Min-
istry’s regulation of the management of the Gov-
ernment Pension Fund stipulates general princi-
ples and limits, in the expectation that more
detailed internal rules will be laid down by Norges
Bank and Folketrygdfondet.

The management framework for the Govern-
ment Pension Fund is premised on a clear division
of roles and responsibilities, both between the
owner and the manager, and between the various
bodies that supervise and monitor the Fund. This
framework is discussed in several reports to the
Storting on the management of the Government
Pension Fund; cf. the overview in chapter 5 of
Report No. 27 (2012-2013) to the Storting — The
Management of the Government Pension Fund in
2012.

The Ministry is continuously developing the
management framework for the Government Pen-
sion Fund. It seeks to ensure that the framework
is well aligned with the investment strategy, whilst
the governance structure and regulations are con-
sistent with international best practice. Moreover,

weight is attached to ensuring adequate supervi-
sion and monitoring of the management of the
Government Pension Fund.

The entire management framework for the
Government Pension Fund is available on the
Ministry’s website (www.government.no/gpf).
Supplementary management provisions adopted
by the Executive Board of Norges Bank and the
Board of Directors of Folketrygdfondet are avail-
able on the respective websites of the asset man-
agers (www.nbim.no/en and www.ftf.no).

5.2 Changes to the mandate for the
GPFG

Chapter 2 of this report presents plans for a num-
ber of changes to the strategy for the manage-
ment of the GPFG. These include, inter alia,
changes to the responsible investment strategy
announced in section 2.5 and planned expansion
of the environment-related investment mandates
in section 2.6. The Ministry proposes amending
the mandate given to Norges Bank following the
Storting’s deliberation of this report. Any amend-
ments to the mandate for the GPFG will be
reported to the Storting.

The Ministry of Finance
recommends:

Recommendation of 4 April 2014 from the
Ministry of Finance on the Management of the
Government Pension Fund in 2013 is submitted to
the Storting.




110 Meld. St. 19 Report to the Storting (white paper) 2013-2014

The Management of the Government Pension Fund in 2013

Appendix 1

Historical tables

Table 1.1 Return on the GPFG in 2013, the last 3, 5, and 10 years, as well as over the period 1998-2013,
measured in Norwegian kroner. Annual geometric average. Percent

2013 Last 3 years Last 5years  Last 10 years 1998-2013
GPFG incl. real estate
Actual portfolio 25.11 9.59 9.23 5.78 5.46
Norwegian inflation! 2.13 1.38 1.74 1.75 2.00
Management costs 0.07 0.07 0.09 0.10 0.09
Return net of costs and
inflation 22.43 8.03 7.27 3.86 3.30
GPFG excl. real estate
Actual portfolio 25.14 9.61 9.24 5.79 5.46
Benchmark index 24.07 9.28 8.10 5.55 5.15
Excess return 1.07 0.33 1.13 0.24 0.31
Equity portfolio
Actual portfolio 36.26 11.76 12.75 7.28 5.23
Benchmark index 34.87 11.41 12.08 6.80 4.70
Excess return 1.39 0.35 0.67 0.49 0.53
Fixed income portfolio
Actual portfolio 8.01 5.49 3.35 3.89 4.79
Benchmark index 7.74 5.33 1.57 3.69 4.58
Excess return 0.27 0.17 1.79 0.21 0.21

1 Inflation figures in the table are not based on inflation measured in the currency basket of the Fund, but on Norwegian CPI data.
Sources: Norges Bank, Macrobond and the Ministry of Finance.
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Table 1.2 Nominal return on the GPFG and inflation' in selected currencies and measured in the currency
basket of the Fund. Annual geometric average. Percent

Currency basket
Year of the Fund NOK USD EUR GBP

Return Inflation Return Inflation Return Inflation Return Inflation Return Inflation

1997 9.07 1.75 10.83 262 -4.01 229 1187 1.54 -0.16 1.82
1998 926 092 19.75 225 1587 1.56 7.63 116 1459 1.56
1999 12.44 128 13.84 230 7.92 221 2642 1.04 1141 1.32
2000 2.49 2.02 6.53 313 291 3.36 366 216  4.75 0.87
2001 -2.47 117 -534  3.03 693 285 -1.86 234 447 1.18
2002 -4.74 191 -19.09 1.29 476 1.58 -11.12 229  -5.30 1.27
2003 12.59 1.57 1996 245 2492 2.28 3.92 202 12.34 1.36
2004 8.94 2.37 3.93 044 1416  2.66 5.94 2.19 6.45 1.34
2005 11.09 233 14.28 1.59 2.22 3.39  17.80 215 1432 2.04
2006 7.92 2.13 5.89 226 15.16 3.23 3.01 2.20 1.01 2.30
2007 426 312 -390 076 1020 283 -0.61 2.15 8.35 2.35
2008 -23.31 142 -6.66  3.79 -27.62 3.86 -23.87 326  0.21 3.63
2009 25.62 1.82 788 211 30.77  -0.37 26.69 0.28 16.42 2.12
2010 9.62 198  9.49 2.47 8.82 1.68 16.38 1.57 12.24 3.34
2011 -2.54 284  -1.39 124 396 312 -0.75 312 -3.25 4.45
2012 13.42 1.98 6.70  0.77 14.42 209 1266 248 9.39 2.84
2013 15.95 1.39 2511 213 14.77 1.48 9.81 1.38 12.64 2.52
1998-2013 5.70 1.89 5.46  2.00 6.75  2.36 5.20 196  6.71 2.15
1997-2013 5.89 1.88 5.77 2.03 6.09 235 5.58 1.94 6.29 213

1 Inflation figures in individual currencies presented in the table are not based on inflation measured in the currency basket of the
Fund, but on CPI data for each country/currency area.

Sources: Norges Bank, Macrobond and the Ministry of Finance.
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Appendix 2

Glossary of terms

Active management

Active management involves the asset manager
composing, on the basis of own analyses and
assessments, a portfolio that deviates from the
benchmark index established by the asset owner.
The purpose of such deviations is to outperform
the benchmark index. The Ministry of Finance
has defined qualitative and quantitative limits for
the GPFG and the GPFN, which regulate their
deviations from the benchmark index. See
Differential veturn, Index management, Actual ben-
chmark index, Strategic benchmark index and
Tracking error.

Actual benchmark index

The actual benchmark index defined for the
GPFG and the GPFN comprises a given number
of securities, determined by the criteria applied by
the index provider for the inclusion of securities in
its indices. The composition of the benchmark
index for the equity investments and the bench-
mark index for the fixed income investments is
based on the strategic benchmark index. See
Strategic benchmark index.

At the outset, the Ministry expects the asset
managers Folketrygdfondet and Norges Bank to
deliver a return in line with the return on the bench-
mark indices, but the framework allows for active
management within certain limits, thus enabling
the asset manager to compose an actual portfolio
that deviates from the benchmark portfolio in an
attempt at outperforming the benchmark index.
Since these limits are relatively low, the benchmark
indices will largely determine the predominant risk
and return characteristics of the Fund. The actual
benchmark index forms the basis for managing risk
in the context of active management, and serves as
the benchmark index against which the asset man-
ager's performance is measured. See Active mana-
gement and Actual portfolio.

Actual portfolio

The term actual portfolio designates the overall
investments included in the Fund. The actual port-
folio will normally deviate somewhat from the
benchmark index as the result of active manage-
ment. See Actual benchmark index and Strategic
benchmark index.

Asset allocation

Asset allocation means the allocation of the assets
under management across different asset classes.
We distinguish between strategic asset allocation
and tactical asset allocation. Strategic asset alloca-
tion expresses the owner’s underlying risk prefer-
ences and return expectations, and is expressed
through the benchmark indices as far as the Gov-
ernment Pension Fund is concerned. Within the
limits of the investment mandate, the asset man-
agers may engage in tactical asset allocation. This
entails actively choosing to deviate from the stra-
tegic asset allocation on the basis of assessments
as to whether one asset class is over- or under-
priced relative to another. See Asset classes.

Asset classes

Asset classes are different types or classes of
financial assets. The benchmark index for the
GPFG encompasses three asset classes; equities,
bonds and real estate. The GPFN includes two
asset classes; equities and bonds. See Bond.

Bond

A bond is a tradable loan with a maturity of more
than one year. Bonds are redeemed by the issuer
(borrower) upon maturity, and the issuer pays
interest (so-called coupon) to the bondholders
over the period from issuance until maturity. Most
bonds are based on a fixed nominal interest rate,
i.e. the coupon is a specified predetermined
amount, but bonds are available with different fea-
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tures, which features include floating interest rate,
zero coupon and redemption structure.

Correlation

Correlation refers to the degree and direction of
the linear interdependence between two variables.
Perfectly positive correlation means that the vari-
ables always move perfectly in tandem. Zero cor-
relation means that there is no linear interdepen-
dence. Perfect negative correlation means that
the variables always move in exact opposition to
each other. The risk associated with a portfolio
can be reduced by diversifying the investments
across several assets, unless there is perfect posi-
tive correlation between the returns on the vari-
ous investments. See Diversification.

Counterparty risk

Counterparty risk is the risk of loss as the result
of another contracting party not fulfilling its legal
obligations. Counterparty risk arises, inter alia,
upon the conclusion of unlisted derivatives con-
tracts. See credit risk.

Credit risk

Credit risk is the risk of loss as the result of the
issuer of a security or the counterparty to a securi-
ties trade not fulfilling its obligations, for example
as the result of bankruptcy.

Currency basket

The GPFG is exclusively invested in foreign secu-
rities, and thus only in securities that are traded in
currencies other than Norwegian kroner. Hence,
the return on the GPFG measured in Norwegian
kroner will not only vary with market develop-
ments in the global securities markets, but will
also vary with changes in the exchange rate
between Norwegian kroner and the currencies in
which the Fund is invested. However, the interna-
tional purchasing power of the Fund is unaffected
by developments in the Norwegian Kkroner
exchange rate. In order to measure return inde-
pendently of Norwegian kroner exchange rate
developments, the return on the Fund is also mea-
sured in foreign currency. This is done on the
basis of the currency basket for the Fund, which
weights together the currencies included in the
benchmark index.

Differential return

Differential return is the contribution made by
active management to the return on the invested
capital, and is measured as the difference in
return between the actual portfolio and the bench-
mark index. A positive differential return is
referred to as positive excess return, whilst a neg-
ative differential return is referred to as negative
excess return. See Actual portfolio, Actual bench-
mark index and Strategic benchmark index.

Diversification

The risk associated with a portfolio may normally
be reduced by including more assets in the portfo-
lio. This is referred to as diversification, or the
spreading of risk. This is the main reason for
spreading the benchmark index of the Govern-
ment Pension Fund across different asset classes
and a broad range of countries, sectors and com-
panies. Diversification can improve the ratio
between expected return and risk until a certain
point, where the portfolio is said to be efficient or
optimally diversified. See Actual benchmark index
and Strategic benchmark index.

Duration

Duration measures how long time it takes, on
average, for the cash flows (coupons and princi-
pal) from a bond to be paid out. The value of a
bond is sensitive to interest rate changes, and
such sensitivity increases with its duration. See
Bond.

Emerging markets

The term emerging markets denotes the financial
markets in countries that are not yet considered
developed economies. There is no unambiguous
set of criteria that defines whether a market is
emerging. The classifications of index providers
such as FTSE are commonly used for investments
in listed stock markets. FTSE's classification of
emerging markets is based on, inter alia, gross
domestic product per capita and market character-
istics, such as size, liquidity and regulation.

Exchange rate risk

Investments may feature a different distribution
across countries and currencies than the goods
and services they are intended to finance.
Changes in international exchange rates will
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therefore influence the amount of goods and ser-
vices that can be purchased. This is referred to as
(real) exchange rate risk. International purchas-
ing power parity plays a key role when it comes to
measuring such exchange rate risk. See
International purchasing power parity.

Expected return

Expected return is a statistical measure of the
mean value in a set of all possible return outcomes
and is equal to the average return on an invest-
ment over a period of time if it is repeated many
times. If an investment alternative has a 50 per-
cent probability of a 20-percent appreciation, a 25
percent probability of a 10-percent appreciation
and a 25 percent probability of a 10-percent depre-
ciation, the expected return is 10 percent: (20 x
0.5) + (10 x 0.25) + (-10 x 0.25) = 10. Expected
return may be estimated by way of historical
return series or forward-looking model simula-
tions. See Return.

Externality

Externalities are production or consumption costs
or benefits that do not accrue to the decision
maker. This means that the cost imposed by pro-
duction or consumption on society is higher (or
lower) than the cost paid by the producer or con-
sumer itself. Examples may be costs relating to
greenhouse gas emissions (negative) or educa-
tion (positive). Externalities lead to market fail-
ure, and a different use of resources than the eco-
nomically optimal solution. Government-based
solutions to externality problems include, inter
alia, direct and indirect taxes, as well as quotas.
Subsidies may be introduced if one would like to
increase the consumption of a resource or a prod-
uct.

Fundamental analysis

Fundamental analysis primarily aims to analyse
the factors that influence the cash flow of an asset.
A key feature of a fundamental analysis of individ-
ual stocks will be assessments relating to the
income, costs and investments of the company.
Fundamental analysis is used for, inter alia, the
valuation of companies. Active management strat-
egies in the stock market will often involve the
investor purchasing equities that are deemed to
have a low valuation in the stock market relative
to the fundamental value of the company. The
investor therefore expects the fundamental value

of the company over time to be reflected in its
equity price. See Active management.

Geometric return

Geometric return (or time-weighted return) indi-
cates the average growth rate of an investment. If
the return in Year 1 is 100 percent and the return
in Year 2 is -50 percent, the average geometric
return is the square root of ((1+1) x (1-0.5)) -1 = 0.
The geometric return is always lower than the
arithmetic return for the same period. This is
because of the compounded interest. If a year of
negative return is followed by a year of corre-
sponding positive return, the amount invested will
not have been recouped. The more pronounced
the variation in the annual return, the greater the
difference between the arithmetic and the geo-
metric return. In quarterly and annual reports,
return over time is most commonly reported as
geometric average.

Index

An index comprises a set of securities defined on
the basis of the selection criteria applied by the
index provider, and specifies an average return for
the securities included in the index. Securities
indices are provided by securities exchanges, con-
sultancy firms, newspapers and investment banks.
They may, for example, be based on countries,
regions, market value weights or sectors. If it is
possible to actually invest in a securities portfolio
in line with the index composition, the index is
said to be investable. Such will typically be the
case with highly liquid securities, like listed equi-
ties. An index of unlisted real estate developments
will, on the other hand, not be investable. When
an index is used as a return measure in respect of
a specific securities portfolio, it is referred to as a
benchmark index. See Index management, Actual
benchmark index and Strategic benchmark index.

Index management

Index management (passive management) means
that the management of the assets is organised to
ensure that the return on the actual portfolio
reflects the return on the benchmark index to the
maximum possible extent. If the composition of
the actual portfolio is identical to the composition
of the benchmark index, the return on the actual
portfolio will be equal to the return on the bench-
mark index, before the deduction of management
costs. If the benchmark index includes most of
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the securities traded in the market, index manage-
ment will achieve a return that reflects the return
on the market as a whole. The return resulting
from a broad market exposure is often termed
beta return. See Index, Actual benchmark index
and Strategic benchmark index.

Inflation

Inflation is an increase in the general price level in
the economy.

Institutional investor

Institutional investors are organisations set up for
the purpose of engaging in investment activities,
typically on behalf of clients. Institutional inves-
tors will typically manage large portfolios, divided
into several asset classes and geographical mar-
kets. Examples of institutional investors are pen-
sion funds, insurance companies, securities funds
and sovereign wealth funds. Banks and hedge
funds may also be classified as institutional inves-
tors.

International purchasing power parity

If a broad range of goods costs the same when
converted into a common currency, irrespective
of which country the goods are manufactured in
and which currency the goods are originally
priced in, international purchasing power parity is
said to exist. There has over time evolved a con-
sensus among many researchers that interna-
tional purchasing power parity applies in the long
run. Purchasing power parity plays a key role in
the measurement of foreign exchange risk. If the
cost of goods is the same irrespective of location,
it does not matter from where one purchases such
goods. Consequently there is no foreign exchange
risk. See Exchange rate risk.

Investability

By investability is meant the extent to which an
investment idea or rule can be implemented in the
operational asset management.

Liquidity premium

Liquidity premium is an expected compensation
for investing in securities that are not readily trad-
able. The compensation is paid to enable the exe-
cution of a desired trade. In practice, liquidity pre-

miums are difficult to define precisely and even
more difficult to measure. See Risk factors.

Market efficiency

Market efficiency implies that the price of a finan-
cial asset, such as an equity or a bond, at all times
reflects all the available information on the funda-
mental value of such asset. If this hypothesis is
correct, it will be impossible for a manager to con-
sistently “beat the market”. Active management
would thus play only a minor role in terms of add-
ing value. See Active wmanagement and
Fundamental analysis.

Market risk

Market risk is the risk that the value of a securi-
ties portfolio will change as the result of broad
price fluctuations in the markets for equities, cur-
rencies, commodities or credit. It is normally
assumed that an investor must accept higher mar-
ket risk in order to achieve a higher expected
return. See Expected return.

Market value weights

A portfolio or index is market value weighted when
investments in each individual asset are included
with a weight corresponding to such asset's propor-
tion of the overall value of the market.

Negative excess return

See Differential return.

Nominal return

Achieved return measured in nominal prices, i.e.
without inflation adjustment. See Inflation and
Real return.

Operational risk

Operational risk is the risk of economic loss or rep-
utational loss as the result of deficiencies in internal
processes, human error, systems error or other
loss caused by external circumstances that are not
a consequence of the market risk in the portfolio.
There is no expected return linked to operational
risk. However, in managing operational risk, one
must balance the need to keep the probability of
such losses low against the costs incurred as a
result of increased control, monitoring, etc.
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Passive management

See Index management.

Positive excess return

See Differential return.

Principal-agent problem

Principal-agent problems refer to situations in
which there is not a complete alignment of inter-
ests between the person issuing an assignment
(the principal) and the person charged with per-
forming such assignment (the agent). In situa-
tions of asymmetric information, e.g. where the
efforts of the agent cannot be fully observed by
the principal, the agent may conduct himself in
ways, and make decisions, that are not in the best
interest of the principal. Principal-agent problems
are well known from political and economic litera-
ture and theory. In the capital markets, principal-
agent problems may arise both between the asset
owner and the asset manager and between the
asset manager and the senior executives of the
companies in which investments are made.

Private equity

Private equity denotes assets that are not listed on
regulated market places.

Probability distribution

A probability distribution is a model describing
the relative frequency of various values that an
uncertain (stochastic) variable may assume. The
best known probability distribution is the normal
distribution, which is symmetric around the mean
value (the expected value). Distributions that are
not symmetric are often referred to as skewed.
Distributions in which extreme outcomes (large
or small) carry a higher probability than under
the normal distribution are referred to as distribu-
tions with “fat“ or “heavy* tails.

Real return

Real return is the achieved nominal return
adjusted for inflation. It may also be referred to as
the return measured in constant prices or in
terms of purchasing power. See Inflation and
Nominal return.

Rebalancing

The Ministry has adopted a strategic benchmark
index for the Fund with a fixed allocation across
asset classes and regions. Since returns develop
differently in respect of each asset class and each
region, the portfolio will over time move away
from the strategic allocation. The Fund therefore
has in place rules on rebalancing of the portfolio.
The rules imply that the Fund has an actual
benchmark index that is permitted to deviate
somewhat from the strategic allocation. In the
case of deviations exceeding preset limits, the
necessary assets are purchased and sold to bring
the actual benchmark index into conformity with
the strategic benchmark index. See Actual bench-
mark index and Strategic benchmark index.

Relative return

See Differential return.

Return

Historical return is calculated as the change in the
market value of the Fund from one specific date to
another, and is often referred to as absolute
return. See Geometric return, Differential return
and Expected return.

Risk

Risk is a measure that provides some indication as
to the probability of an event occurring and the
consequences thereof (for example in the form of
losses or gains). There are various aspects to risk.
One important aspect is the distinction between
risk that can be quantified and risk that is difficult
to quantify. An example of the former is the mar-
ket risk associated with investments in the securi-
ties market. An example of the latter is the opera-
tional risk inherent in a portfolio. Standard devia-
tion is one way of quantifying risk. See Market
risk, Operational risk, Credit risk, Systematic risk
and Standard deviation.

Risk factors

Risk factors are factors that may influence invest-
ment returns. Such a risk factor is referred to as
systematic risk if it influences the return on a
broad range of investments, and hence cannot be
eliminated through diversification. Investors may
require an expected return in excess of the risk-
free interest rate to accept exposure to the sys-
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tematic risk factor. This is labelled a risk pre-
mium. Known systematic risk factors in the stock
market are market risk, value, size, momentum,
liquidity and volatility. Important systematic risk
factors in the bond market are term, credit, infla-
tion and liquidity risk, with appurtenant risk pre-
miums. See Diversification.

Risk premium
See Risk factors.

Standard deviation

Standard deviation is a measure often used on
portfolio risk. It indicates how much the value of a
variable (here the portfolio return) can be
expected to fluctuate around its mean. The stan-
dard deviation of a constant value will be 0. The
higher the standard deviation, the larger the fluc-
tuations (volatility) or risk relative to the average
return. Linking the standard deviation to a proba-
bility distribution sheds light on the probability of
a portfolio decreasing in value by more than x per-
cent or increasing in value by more than y percent
during a given period.

If normally distributed, the probability of
returns deviating from the average return by less
than one standard deviation is 68 percent. In 95 per-
cent of the cases, the return will deviate by less
than two standard deviations. Empirical studies of
returns in the securities markets indicate that very
low and very high returns occur more frequently
than would be expected if the rates of return were
normally distributed. This phenomenon is called
“fat tails”. See Probability distribution and Risk.

Strategic benchmark index

The basic investment strategy of the Ministry for
the Government Pension Fund is expressed
through strategic benchmark indices for each of
the GPFN and the GPFG. These benchmark indi-
ces specify a fixed allocation of fund assets across
the various asset classes and provide a detailed
description of how fund assets will be invested if
the asset manager does not make use of the scope
for active management. See Asset allocation.

Systematic risk

Systematic risk is the part of the risk in a security
or a securities portfolio that cannot be diversified
away by holding more securities.

Systematic risk reflects the inherent uncer-
tainty of the economy. Investors cannot diversify
away from recessions, lack of access to credit or
liquidity, market collapse, etc. According to finan-
cial theory, higher systematic risk will be compen-
sated in the form of higher expected returns.

Systematic risk is commonly measured by so-
called beta values. A beta value of 1 represents the
average systematic risk in the market. Hence, a
representative market index, such as for example
the benchmark index of the GPFG, will have a
beta close to 1. A portfolio with a beta in excess of
1 will on average have more return volatility, but
higher expected return, than a portfolio with a
beta of 1. The opposite will be the case for a port-
folio with a beta of less than 1. See Risk factors.

Tracking error

The asset owner will normally define limits as to
how much risk the asset manager may take. A
common method is to define a benchmark index,
together with limits as to how much the actual
portfolio may deviate from the benchmark index.
The Ministry of Finance has defined limits, appli-
cable to Norges Bank and Folketrygdfondet, in
the form of a target for the expected tracking
error, which is the expected standard deviation of
the return difference between the actual portfolio
and the benchmark index. The limit applicable to
Norges Bank is a 1 percentage point expected
tracking error, whilst the limit applicable to
Folketrygdfondet is 3 percentage points. Over
time, and under certain statistical assumptions,
this means that if the entire limit is utilised, the
actual return will in two out of three years deviate
from the return on the benchmark index for the
GPFG by less than 1 percentage point, and deviate
from the return on the benchmark index for the
GPFN by less than 3 percentage points. See Active
management, Actual portfolio, Actual benchmark
index and Strategic benchmark index.

Volatility

Return variations as measured by standard devia-
tion. Volatility may also refer to a systematic risk
factor in the stock market. See Standard deviation
and Risk factors.
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Appendix 3

Review of Norges Bank’s management
of the Government Pension Fund Global

Letter of 13 December 2013 from Norges Bank to the Ministry of Finance

We refer to the Ministry of Finance's letter of 27

June 2013 asking Norges Bank to provide analy-

ses and assessments of the Bank's management of

the Government Pension Fund Global as part of

the documentation to be presented by the minis-

try to the Storting in spring 2014. We enclose four

reports in which the Bank discusses:

— Performance and risk, with particular empha-
sis on the past five years;

— Experience with the management of the real
estate portfolio;

— Experience with environment-related man-
dates;

— Evaluation of objectives and strategies in the
strategy plan for 2011-2013.

In its letter of 27 June, the ministry also asked the
Bank to assess experience of, and opportunities
for, exploiting potential synergy effects between
active ownership and active management. Norges
Bank will integrate this assessment into its consul-
tation response concerning the strategy for
responsible investment of the fund, cf. the minis-
try's letter of 29 November 2013.

Norges Bank's Executive Board aims to adopt
a new strategy plan for Norges Bank Investment
Management (NBIM) early in 2014. The plan will
be submitted to the ministry in accordance with
section 7-1 (1) of the mandate for the management
of the fund. In connection with the submission of
the strategy plan and in light of developments in
the management of the fund and experience with
work on enhancing its management, the Bank will
assess whether the current limits for the manage-
ment of the fund are appropriately designed and
suited to the management strategies used in its
operational management, as requested in the min-
istry's letter of 27 June. In addition, we will dis-
cuss how reporting can be enhanced as a conse-
quence of developments in the Bank's strategy for
the operational management of the fund.

The following summarises the main points of
the four reports now being submitted to the minis-
try.

Performance and risk

The aim of the enclosed report! is to analyse
returns and risk in the fund's equity and fixed-
income portfolios. The analysis covers the period
from 1998 to 20132 with the emphasis on the past
five years. Return series are measured in the
fund's currency basket and are time-weighted,
and the relative return is reported as the arith-
metical difference between the returns on the
actual portfolio and the actual benchmark index.
We would draw attention to the following key
points from the report:

— Both absolute and relative returns have been
positive. Since 1998, the annualised absolute
return has been 5.49 per cent and the annual-
ised relative return has been 0.31 percentage
point. Since 2009, the fund has produced an
annualised return of 11.6 per cent in absolute
terms and 1.19 percentage points in relative
terms.

— Absolute and relative returns have been posi-
tive for all of the sub-periods analysed except
for the period around the financial crisis.

— The realised risk-adjusted return shows that
our management of the fund has improved the
trade-off between risk and return relative to the
benchmark index.

— Exposure to systematic risk factors is analysed
using two market-based methods. Both meth-
ods attempt to estimate the value of a constant
exposure to a given risk factor. Estimates of
this kind do not provide a complete picture, as

GPFG historical performance review (NBIM, 13 December
2013).

The data in the analysis cover the period up to and inclu-
ding the third quarter of 2013. Once the final results for
2013 are available, the analysis will be updated.
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the fund's exposure to systematic risk factors
varies over time. The results must therefore be
interpreted with care.

— Our analyses show that gross excess return is
a good expression of net value creation
through active management.

The fund's veturn over the past five years has been
favourable both in absolute terms and relative to the
indices the fund's veturn is measured against.

Experience with the management of the real estate
portfolio

The Ministry of Finance decided in 2010 that up
to 5 percent of the Government Pension Fund
Global should be invested in real estate, and
NBIM made its first unlisted real estate invest-
ments in 2011. As at 30 September 20133, real
estate investments amounted to 0.9 per cent of the
fund's total investments, or 42.4 billion kroner.

The enclosed report* provides a detailed overview

of these investments and the Bank's organisation

of these activities, including the management
model and legal structures. We would draw atten-
tion to the following key points from the report:

— Investments in unlisted real estate differ sig-
nificantly from investments in listed shares and
bonds. One key aim in the initial phase has
been to build an organisation with a well-func-
tioning team and a solid infrastructure that is
capable of handling a large portfolio of interna-
tional property investments.

— The strategy in the initial phase was to invest in
properties in core markets: first in Europe and
then in the US.

— We have generally invested alongside local
partners through joint ventures. Our partners
have local market knowledge and currently
handle the operation of the properties. All of
the fund's investments in unlisted real estate
have been made through subsidiaries of
Norges Bank.

— We attach importance to implementation being
tailored to investment opportunities and com-
plying with the requirements of the mandate
from the Ministry of Finance.

— We are taking our time to phase real estate into
the fund, and this process has featured a

Once the final results for 2013 are available, the return data
in the report will be updated.

Real estate experience to date: An overview of real estate
activity from inception to Q3, 2013 (NBIM, 13 December
2013).

responsible build-up of resources, systems and
rules to achieve our goals in an orderly manner
with no critical incidents. We will draw on this
experience in the further development of this
investment area.

The start-up of real estate management has been a
success to date, but, as expected, it has taken time to
build up these investments.

Experience with environment-related mandates

The Ministry of Finance decided to establish a
separate programme for environment-related
mandates following the evaluation of the fund's
ethical guidelines in 2008-2009, and NBIM has
awarded mandates with a particular focus on envi-
ronment-related investments to both internal and
external managers since 2009. These investments
are subject to the same profitability requirements
as the fund's other investments. The enclosed
report® summarises the Bank's experience with
these environment-related mandates. We would
draw attention to the following key points from
the report:

— At the inception of the programme, the poten-
tial for environmentrelated mandates in the
fund's various asset classes was considered,
and we chose to concentrate the programme’s
investments in listed equities.

— The environment-related investment universe
is complex with no clear-cut definition. Envi-
ronment-related companies can be found in
many different industries, each of which may
have very different characteristics. In addition,
some environment-related companies are part
of large multinational conglomerates. It is a
matter of judgement whether the environment-
related part of a conglomerate is, or will
become, large enough to justify an investment
under the programme for environment-related
mandates.

— Therisk in this segment of the market is partic-
ularly associated with rapid technological
change, a rapid influx of new players and an
unpredictable policy framework, including
changes in public subsidies and regulation.

— The period since the start-up of environment-
related mandates has coincided with a global
financial crisis. This increased volatility in the
segment and adversely affected investors' risk
appetite.

5> Experience with environment-related mandates (NBIM, 13

December 2013).
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— The segment is relatively small, but we can
handle the current level of investments in envi-
ronment-related mandates.

— The fund’s environmentrelated mandates
returned 8 per cent in the period 2009-2013,
while the overall stock market as measured by
the fund's benchmark index for equities
returned 50 per cent during the same period.®

Environment-related investments are well-suited to
active management but did not contribute to the
Sfund's favourable return during the period.

Evaluation of objectives and strategies in the strategy
plan for2011-2013

The Executive Board's strategy plans for NBIM
cover a three-year period and express Norges
Bank's overall objectives for investment manage-
ment during that time. The strategy plan for 2011-
2013 was adopted by the Executive Board on 15
December 2010 and was submitted to the Minis-
try of Finance as required by the mandate for the
management of the fund. The plan was also pub-
lished on NBIM's website.

The plan has its point of departure in the mis-
sion for the Bank's management of the fund,
which is to safeguard and build financial wealth
for future generations. The main goals for 2011-
2013 were to:

— Implement an investment strategy built on the
fund's defining characteristics and the owner's
target of absolute return, with strategies that
are long-term oriented, scalable and focused on
underlying value.

— Simplify our organisational and technological
infrastructure, obtaining an efficient and
robust execution platform.

— Strengthen the investment culture across
NBIM, while maintaining our risk awareness.

The enclosed report” provides an overview of

NBIM's performance against these goals during

the strategy period. The most important results

can be summarised as follows:

— We have moved the organisation towards a
long-term return focus and launched real
estate investments.

6 Return data up to 31 October 2013. Once the final results
for 2013 are available, the return data in the report will be
updated.

7 NBIM strategy close out 2011-2013 (NBIM, 13 December
2013).

— We have simplified the portfolio and technical
systems and reduced the number of external
service providers, resulting in lower manage-
ment costs.

— We have strengthened our investment culture
through improved and more concentrated
investment analysis, and improved our public
disclosure and openness about the manage-
ment of the fund.

During the 2011-2013 strategy period, NBIM paid
more attention to achieving a high absolute return
in the long term, strengthened its investment culture
and increased transparency in the management of

the fund.

Norges Bank’s overall conclusions

The reports can be summarised as follows:

— The fund's return over the past five years has
been favourable both in absolute terms and rel-
ative to the indices the fund's return is mea-
sured against.

— The start-up of real estate management has
been a success to date, but, as expected, it has
taken time to build up these investments.

— Environmentrelated investments are well-
suited to active management but did not con-
tribute to the fund's favourable return during
the period.

— During the 2011-2013 strategy period, NBIM
paid more attention to achieving a high abso-
lute return in the long term, strengthened its
investment culture and increased transparency
in the management of the fund.

Yours faithfully,

Jystein Olsen Yngve Slyngstad

Enclosures (available on www.government.no/gpf)

1. GPFG historical performance review (NBIM,
13 December 2013)

2. Real estate experience to date: An overview of
real estate activity from inception to Q3, 2013
(NBIM, 13 December 2013)

3. Experience with environmentrelated man-
dates (NBIM, 13 December 2013)

4. NBIM strategy close out 2011-2013 (NBIM, 13
December 2013)
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Appendix 4

Framework for the management of
the Government Pension Fund Global

Letter of 31 January 2014 from Norges Bank to the Ministry of Finance

Background

In its letter to Norges Bank dated 27 June 2013,
the Ministry of Finance announced a broad
review of the Bank's management of the Govern-
ment Pension Fund Global (GPFG). As part of
this review, the ministry has asked the Bank to
assess whether the current limits for the manage-
ment of the fund are appropriately formulated and
suited to the investment strategies used in its
operational management.

The limits for our management of the fund are
set out in the investment mandate from the minis-
try. In our letter to the ministry of 1 October 2010,
we wrote that the mandate for the management of
the fund contains a number of provisions that
impose constraints on its management, and that
there might be a need to adjust the mandate as we
gained experience. Our assessment of whether the
general rules are appropriately formulated is
therefore an assessment of whether the sum of the
provisions in the mandate give the Bank sufficient
leeway to undertake the management assignment
in a way that helps maximise the long-term return
with moderate risk. Against this background, we
have drafted a proposed new investment mandate,
enclosed with this letter as Enclosure 1.

The proposed new investment mandate for
Norges Bank's management of the GPFG is based
on the principles underlying the current mandate:
— The fund's objective and risk profile reflect the

decisions of the Storting and the Government.
— The mandate clearly defines roles and respon-

sibilities between the ministry and the Bank.
— The mandate’s provisions are formulated in a
way that ensures that the fund is managed with

a view to an attractive long-term return while

also taking account of the role of a responsible

investor.

— The Fund is a financial investor and not an
instrument of foreign policy.

— Responsibility for detailed provisions is dele-
gated to the Bank.

— The Bank's reporting must contribute to the
greatest possible transparency about the man-
agement of the fund.

The proposed new investment mandate does not
entail any major changes to the fund's overall risk
profile. We do, however, propose that the Bank is
given greater leeway in the execution of its man-
agement assignment in the form of a somewhat
higher risk limit and by delegating responsibility
for detailed provisions to the Bank to a greater
extent. These changes will support the fund's long
investment horizon and make the mandate more
robust in terms of the frequency of amendments.
In addition to these major changes, we propose a
number of simplifications and a new structure for
the mandate. The proposal is formulated in a way
that allows for further development of the invest-
ment strategy.

Risk measure for Norges Bank’s management of the
Fund

One key provision of the mandate is the limit for
expected relative volatility (tracking error). This
limit is intended to regulate how much market
risk the Bank can take in the execution of its man-
agement assignment.

In our opinion, there are now a number of rea-
sons to review this provision. The decision to
invest up to 5 percent of the fund in real estate is
one change in the Bank's management assign-
ment that warrants reassessment of the risk mea-
sure. Investments in unlisted markets are signifi-
cantly more challenging to manage within a rela-
tively narrow limit for relative volatility. If the
share of private investments increases in the
future, this will exacerbate these challenges. To
date, the ministry has chosen to resolve this issue
by excluding the fund's real estate investments
from the calculation of relative volatility. From a
general governance perspective, it may seem less
than ideal for the ministry's overall risk limit to
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apply only to parts of the fund. In the proposed
new mandate, the fund's benchmark index in sec-
tion 2-1 (2) covers liquid equities and bonds, while
real estate is excluded. The fund’s real estate
investments are, however, included in the limit for
relative volatility in the Bank’s proposal. In this
case, the limit should be increased to take account
of the calculations of relative volatility being some-
what less precise than before.

By making adjustments in the operational ref-
erence portfolios, we have established a more tai-
lor-made starting point for our management of the
fund. These adjustments currently draw on the
limit for relative volatility. We have previously
highlighted the ability to exploit time variation in
risk premiums and pursue a countercyclical
investment strategy as among the fund’s
strengths. In recent years we have further devel-
oped the management of the fund with a view to
harvesting systematic risk premiums, partly
through adjustments in the operational reference
portfolios. The limit for relative volatility can
prove challenging when executing such an invest-
ment strategy. The fund was managed with a limit
for relative volatility of 150 basis points from 1998
onwards until it was lowered to 100 basis points in
the wake of the financial crisis. Experience from
both before the crisis and subsequent years indi-
cates that the limit can now be raised again.

If the main risk measure for the Bank's man-
agement of the fund is still to be based on a limit
for relative volatility, we believe that it should be
raised from the current 100 basis points. Norges
Bank recommends a limit of 200 basis points. This
would give the Bank the leeway to manage the
fund in a way that exploits its defining characteris-
tics and supports the overall objective for its man-
agement (cf. section 3-4 of the proposed new man-
date).

One alternative to raising the limit for relative
volatility would be to make it clear in the mandate
that the provisions on fiscal strength, environ-
ment-related mandates and the Bank's adjustment
of the portfolio after rebalancing are to be
excluded from the calculation of relative volatility.
The fund's real estate investments should then
also continue to be excluded from the calculation
of relative volatility, and real estate should con-
tinue to be included at book value in the bench-
mark index. Norges Bank does not recommend
such a solution.

Finally, Norges Bank would like to point out
that having relative volatility as the main measure
of risk taking has a number of drawbacks. These
drawbacks are well known. Expected relative vola-

tility is calculated using statistical models based
on a number of assumptions, and not all of these
assumptions are equally realistic. The models
often assume that historical market fluctuations
and covariances calculated for a given historical
period provide a good indication of future market
developments. This may mean that risk is system-
atically overestimated in periods of high volatility
and underestimated in periods of low volatility,
which can, in turn, give the investment strategy a
procyclical bias.

In the longer term, we believe that the minis-
try should therefore consider whether the Bank's
management of the fund should be based on an
absolute measure of risk rather than a relative
measure. This measure would ensure that the
management of the fund prioritises the fund's
overall volatility over the risk of deviation from the
benchmark index.

Detailed presentation of the Bank’s proposed new
mandate

The following presents the Bank's proposed new
mandate in more detail. In our proposal, we have
attached importance to the provisions in the man-
date being general and mutually independent, yet
robust and easy to communicate. Reference
should also be made to the table in Appendix 2,
where the proposal is compared with the current
mandate.

Chapter 1 contains general provisions. We pro-
pose simplification and moving some provisions to
other chapters of the mandate. The rules for
inflows into the fund are set out in a new section 1-
4. Inflows currently take the form of the Ministry
of Finance setting a monthly transfer amount in
kroner. The equivalent amount in foreign cur-
rency is obtained partly through direct transfers
of foreign exchange from the State’s Direct Finan-
cial Interest in petroleum activities (SDFI) and
partly through Norges Bank's purchases of for-
eign exchange in the market. We propose that the
provision is amended to the Bank receiving
inflows of new capital on a regular basis. In our
opinion, this formulation would cover both the
continuation of the current practice and any future
change to more frequent transfers.

Chapter 2 presents the general investment
strategy. We have used the current strategic allo-
cation in our proposal, but would refer to the
assessments in Norges Bank's letter of 6 July 2010
on the development of the investment strategy for
the fund. By defining the strategic allocation as we
have done in section 2-1 (1) of the proposed new



2013-2014

Meld. St. 19 Report to the Storting (white paper) 123

The Management of the Government Pension Fund in 2013

mandate, the allocation between b) and c) can be
amended as and when the ministry decides to
allow real assets other than real estate in the stra-
tegic allocation.

Norges Bank proposes some simplifications in
sections 2-1 (2) and (3) of the new mandate. These
include removing the description of operational
procedures between the Bank and the ministry,
and moving the detailed description of the bench-
mark indices to an appendix to the mandate. We
also propose that the fund's real estate invest-
ments are no longer part of the strategic bench-
mark index. We do not propose any material
changes to content of the provision on returning
the equity allocation in the benchmark index to 60
per cent.

The fund's investment universe is defined in a
new section 2-2. Rather than specifying in detail
which instruments the fund may invest in, we pro-
pose a more generic definition of the investment
universe followed by a separate list of the types of
investments that the fund is not currently permit-
ted to make. The provision is formulated in a way
that allows for future changes to the investment
universe.

We propose simplifying the provision on
instrument approval and due diligence in section
4-10 of the current mandate and transferring it to
section 2-2 (4) of the new mandate. In our opinion,
some of the provisions in the current mandate are
already covered by the regulation on risk manage-
ment and internal control at Norges Bank. We
propose removing these provisions from the man-
date in order to avoid ambiguity and make the
mandate robust to future changes in the internal
control regulation.

Chapter 3 presents more detailed provisions
on the Bank's management assignment. We pro-
pose a reformulation of the objective for the man-
agement of the fund in section 3-1. The current
mandate formulates objectives in two separate
provisions, 1-2 (3) and 2-1 (1). This could cast
doubt on whether the mandate is formulated in
line with the principle of mutually independent
rules. Norges Bank would also refer to our consul-
tation response of 24 January 2014 to the recom-
mendations of the Strategy Council. We therefore
propose including in section 3-1 of the new man-
date that a good long-term return is considered
dependent on sustainable development. We also
suggest some reformulations and simplifications.
‘We propose moving the provision that the Bank is
to make investment decisions independently of
the ministry from section 1-1 (2) of the current
mandate to section 3-1 of the new mandate.

We propose moving the provision concerning
the strategy plan in the first sentence of section 1-
6 (1) of the current mandate to section 3-2 in the
new mandate, and consider the remaining provi-
sions of the current section 1-6 to be redundant.

Norges Bank's work on responsible invest-
ment and active ownership is an important part of
the management assignment. Section 3-3 (1) of
the proposed new mandate has essentially the
same content as the provisions of section 2-1 (2)
and (3) of the current mandate with some refor-
mulations and simplifications. Norges Bank does
not consider it necessary to have separate provi-
sions for different types of investments. The provi-
sions on responsible management should, in prin-
ciple, apply to the whole portfolio. The reference
to active ownership in section 3-3 (2) of the new
mandate is a continuation of the current man-
date's sections 2-2 and 2-3 with some minor adjust-
ments. Our proposals for changes to the provi-
sions on responsible investment do not take
account of any changes that may result from the
ministry's consideration of the Strategy Council's
recommendations in this area. The Bank assumes
that we will be able to revisit this at a later stage.

Norges Bank believes that there is a need for
some changes to the limits set by the ministry for
the management of the fund. The limits set by the
ministry should be few in number and mutually
independent. Our proposed change to the limit for
expected relative volatility is discussed above. We
also recommend simplifying the description of the
limit for exposure to equities. The allocation
between other assets is covered by section 2-1 (1)
of the new mandate.

Section 3-5 of the current mandate contains a
number of provisions that Norges Bank proposes
removing, as we consider the intentions of these
provisions to be met by other provisions. These
are:

— Qualitative requirements for systematic risk
factors. We believe that this is covered by other
general provisions on the management of the
fund.

— Quantitative limit for investments in high-yield
bonds. We believe that the requirement for the
assessment of credit risk in the bond portfolio
and the setting of appropriate limits should be
the responsibility of Norges Bank, cf. section 3-
5 (1) in our proposed new mandate. We would
also refer to our general assessment of the limit
for credit risk in our letter of 1 October 2010.

— Qualitative provisions for the real estate portfo-
lio. These concern the rate at which these
investments are phased in and no longer apply.
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We suggest moving the requirement for guide-
lines on the reinvestment of cash collateral and
securities that the Bank does not own (short sell-
ing) to section 4-1 (3) in the new mandate.

Section 3-6 of the current mandate contains
requirements for limits that are to be set by
Norges Bank. We propose simplification here, and
replacing the requirement for diversifying the real
estate portfolio with a more general requirement
that the Bank must set limits for the fund's real
estate investments, including requirements for
diversification and relevant return objectives.

We propose replacing the detailed specifica-
tion of the return objective for the real estate port-
folio with a more general measure set by Norges
Bank within the overall objective for the manage-
ment of the fund in section 3-1 of the new man-
date. Section 3-4 of the current mandate, cf. sec-
tion 4-2 (2), states that the objective for the Bank's
management of the real estate portfolio is a net
return (i.e. gross return less all costs, including
operational, transaction, management and tax
costs) that at least corresponds to the return on
the Investment Property Databank (IPD) Global
Property Benchmark excluding Norway. Like
other indices for private investments, the IPD
index has a number of shortcomings. The compo-
sition of the index does not necessarily reflect
investment opportunities, but will depend on
which owners choose to report return data to the
index supplier. The index is not replicable. It will
not be possible for the individual investor to buy a
small share of all of the properties included in the
index. Our experience is also that the IPD index is
ill-suited as an instrument in our public communi-
cation of the results of our management of the
fund's real estate investments.

We also propose removing the requirement
that the Bank sets limits for the minimum overlap
between the equity and bond portfolios and their
corresponding benchmark indices. In our opinion,
the intentions behind the requirement for a mini-
mum overlap are already adequately addressed by
other requirements, such as those for liquidity
risk, credit risk and ownership.

Chapter 4 of the new mandate, like chapter 4 of
the existing mandate, contains provisions on oper-
ational and risk management. Norges Bank
believes that there is scope for considerable sim-

plification, while retaining the main principles of
the existing mandate.

Our proposal for section 4-1 (1) has essentially
the same content as the provisions of sections 4-1
and 4-2 in the current mandate. Since the internal
control regulation for Norges Bank applies to the
Bank's management of the fund regardless, there
is no need to refer to the regulation in the man-
date. Similarly, the current section 4-2 contains
provisions that are covered by the accounting reg-
ulation for Norges Bank. Section 4-1 (2) of the pro-
posed new mandate has essentially the same con-
tent as sections 4-3 to 4-6 and 4-9 of the current
mandate. We propose moving the provision on
limits and guidelines for the remuneration system
from section 5-2 of the current mandate to section
4-1 (4) of the new mandate and simplifying the
provision by removing those parts of it that are set
out in the remuneration regulation.

Chapter 5 of the new mandate concerns the
relationship between the ministry and the Bank.
The provisions are simplified somewhat in the
Bank's proposal.

Chapter 6 of the new mandate covers the
Bank's official reporting on the management of
the fund. The provisions are simplified somewhat
in the Bank's proposal. Norges Bank attaches
importance to its regular reporting contributing to
the greatest possible openness and public insight
into the management of the fund. The Bank has
published annual and quarterly reports for the
fund at press conferences since 1998, and report-
ing has been expanded considerably in recent
years. This applies particularly to the more
detailed notes to the financial reporting in line
with new international standards. We have also
continuously developed our website,
www.nbim.no, which is now an important supple-
ment to the printed reports.

Yours faithfully,

Jystein Olsen Yngve Slyngstad

Enclosures (available on www.government.no/gpf)

1. Norges Bank’s proposed new mandate for the
management of the GPFG

2. Comparison between the provisions in the pro-
posal from Norges Bank and in the current
mandate for the GPFG
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