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1 Introduction

In this report, the Ministry of Finance presents
results and assessments relating to the manage-
ment of the Government Pension Fund in 2010.
Assessments of the Fund’s future investment
strategy are also presented, and an account is
given of the efforts made to develop the frame-
work for management further.

The Fund achieved a good result in 2010. The
return on the Government Pension Fund Global
(GPFG) was almost 10 percent, while the Govern-
ment Pension Fund Norway (GPFN) generated a
return of almost 15 percent. This followed very
good results in 2009, and means that the consider-
able declines in value experienced during the
financial crisis have been more than compensated
for by the gains made during the subsequent
upturn. The active management operations of the
GPFG and GPFN also achieved good results.

The financial crisis in 2008 resulted in a fall in
value which was substantial, historically speaking.
However, the subsequent recovery has also been
unusually strong and rapid. When the period
2008-2010 is considered as a whole, the Fund has
generated a total return corresponding to more
than NOK 260 billion. If the risk level of the Fund
had been reduced in 2008 or 2009, the recovery
during the upturn following the financial crisis
would not have been as strong. Significant uncer-
tainty still attaches to the future development of
the financial markets, and we have to be prepared
for new periods of unrest.

The experiences gained during the financial
crisis underline the need to ensure that there is
broad-based support for important aspects of the
management of the Government Pension Fund.
Such support is a precondition for long-term, safe
management. The ability to pursue a long-term
strategy is important, particularly when there is
unrest in the markets.

Accordingly, the emphasis in this report is on
providing an account of the basis for the Fund’s
investment strategy and on presenting perspec-
tives for the further development of the strategy
in the future. The starting point for the strategy
work will continue to be to achieve the highest

possible international purchasing power subject
to a moderate level of risk.

The Pension Fund is managed on behalf of the
Norwegian people. Shared ethical values must
form the basis for the responsible management of
the Fund. Generating good long-term returns for
the benefit of future generations is a fundamental
obligation. Solid financial returns over time
depend on a sustainable development in eco-
nomic, environmental and social terms, and on
well-functioning financial markets. In this report,
an account is given of the efforts made in the area
of responsible investment practices, including the
exclusion mechanism, the exercise of ownership,
and environmental investment efforts.

The investment strategy must be based on an
understanding of how the markets in which the
Fund invests work, and what distinctive character-
istics the Fund has in its capacity as an investor.
There are clear differences between the two parts
of the Fund in this regard: the GPFN is a relatively
large investor in a small capital market, while the
GPFG is, in relative terms, a minor investor in
large, international markets. Chapters 2 and 3 dis-
cuss the work done on the investment strategies
of the GPFG and GPFN in more detail.

Looking towards 2020 - some perspectives relating to
the GPFG

The GPFG looks set to grow significantly in the
years ahead. It is expected that, in the period to
2020, the Fund will grow to approximately double
its current size. At the same time, the investment
strategy is gradually being adjusted. A portfolio of
property investments is currently being built up.
Given the target allocation of 5 percent of the
Fund, this portfolio alone may amount to an esti-
mated NOK 300 billion at the end of this decade.
The Fund’s strong growth and large size alone
comprise an important starting point for the fur-
ther development of the Fund’s management. Size
can be an advantage in many contexts. Among
other things, economies of scale in asset manage-
ment ensure that the Fund can maintain a low
level of costs compared to other investors. As a
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result, the Fund can secure profitability in invest-
ments which are not profitable for others. These
cost advantages are particularly important in the
case of investments for which the management
costs are generally high, for example investments
in private markets.

At the same time, this type of investment is
subject to limitations regarding how much the
GPFG can sensibly invest. Many of these markets
are too small for the Fund to build up investments
on a large enough scale to affect the Fund’s total
returns and risk to a significant degree. The bene-
fits of establishing several new investment areas,
which individually will be relatively small, must
therefore be weighed up against the cost of
increasingly complex management in the form of
an increased need for governance systems and
follow-up.

Chapter 2.3 of this report discusses whether
the GPFG should invest in private equity and
infrastructure. Both comparisons with other funds
and the GPFG’s long time horizon and size make
it natural to consider such investments by the
Fund.

Investments in private markets are challeng-
ing, and are different in many respects from
investments in listed equities and fixed-income
instruments. Moreover, the management costs
are high. The Ministry of Finance and Norges
Bank are currently building up expertise through
investments in the largest and most developed pri-
vate market, the private real estate market. The
desire first to gain experience from one private
market, combined with the fact that there is con-
siderable uncertainty about the returns that can
be achieved on such investments given their risk
level and costs, means that it is not natural to per-
mit such investments at this stage. However, the
perspectives for the further development of the
GPFG’s strategy which are set out in this report
make it natural to return to this question later.

Another aspect of the Fund’s size is the
increasing importance of being able to maintain
the strategy over time. The Fund is so large that it
is difficult to make significant changes to its
investments in the short term. The strategy must
therefore be robust in the face of various market
conditions.

Chapter 2.4 discuss the geographical distribu-
tion of the GPFG’s investments. Today, the Fund
is distributed according to fixed weights for three
regions: Europe, America/Africa and Asia/Ocea-
nia. More than half of the Fund’s capital is
invested in Europe.

As we have traditionally imported much of our
goods and services from Europe, it has been natu-
ral to assume that we protect the purchasing
power of the Fund against currency fluctuations
by also investing substantial amounts in the Euro-
pean securities markets.

The review in chapter 2.4 indicates that the
exchange rate risk in the GPFG is relatively small,
and less than previously thought. Accordingly,
there no longer appears to be a basis for the
Fund’s current relatively strong concentration of
investments in Europe. The Fund’s investments in
emerging economies have increased significantly
in recent years. The global economic centre of
gravity is gradually shifting, and not least emerg-
ing economies are expected to account for an
increasing share of both global production and
securities markets in the future. Over time, it will
be natural for this also to be reflected in the
Fund’s investments.

Although the GPFG looks set to grow signifi-
cantly in the years ahead, the inflows to the Fund
will gradually decline. Around 2020, the annual
withdrawals from the Fund made to cover the oil-
corrected budget deficit in the state budget are
expected to become larger than the inflows of new
money to the Fund. The Fund will continue to
grow, because the returns on capital look set to
exceed the net withdrawals from the Fund. The
risk that net withdrawals which are large in rela-
tion to the Fund’s capital will have to be made over
short periods of time will remain limited. The
Fund will continue to have a considerable ability
to bear risk. However, smaller inflows may never-
theless make investments with high direct returns
in the form of interest payments, dividends or rent
revenues more attractive than before.

The Fund is already a major owner in the
global equity market. On average, the GPFG owns
around one percent of all listed equity in the
world. In many companies, ownership is spread
across a very large number of individual owners.
Accordingly, in many companies, even an owner-
ship share of around one percent can make the
Fund one of the largest individual owners. Projec-
tions for the Fund for the period to 2020 provide
reasons to believe that the Fund’s ownership
shares will continue to grow. This, however, does
not alter the Fund’s role as a financial investor.
Whether an investment is strategic or financial
depends on the objective the investor has for his
or her investments, and how the investor utilises
his or her influence through his or her actions.
The GPFG is a financial owner with a clear objec-
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tive of achieving the higher possible return over
time, subject to a moderate level of risk.

It cannot automatically be assumed that the
managers of the companies in which the Fund
invests will always have congruent interests with
the Fund in its capacity as owner. Further, it can-
not automatically be assumed that large owners of
individual companies will act in a manner that
safeguards the Fund’s interests as a minority
owner. The active exercise of ownership is there-
fore a necessary part of efforts to protect the
Fund’s economic interests. The Fund’s manage-
ment cannot be built on the assumption that this
important work will be adequately taken care of
by other owners.

The GPFG’s investment strategy has been
developed gradually, over several years. Emphasis
has been given to exploiting the Fund’s distinctive
characteristics and risk-bearing capacity. Deci-
sions concerning the allocation to equities and
other parts of the strategy have determined the
risk of the Fund to a large degree. Now, it is natu-
ral to consider whether the strategy can be devel-
oped further to ensure an even better trade-off
between expected returns and risk, subject to a
risk level which shall continue to be moderate.
This report contains a separate review of the
Fund’s investments in fixed-income instruments.
The purpose of this review was to identify relevant
risk factors for this part of the Fund’s invest-
ments, and to consider alternative ways of manag-
ing the portfolio that better exploit the Fund’s dis-
tinctive characteristics. This is discussed in more
detail in chapter 2.5 of this report.

Some risk must be assumed in the management of the
Fund..

Analyses of different types of risk are a key part of
this year’s report. The purpose of these analyses
is to understand the risks associated with differ-
ent investments, so that we can spread the risk
associated with the investments better and exploit
the Fund’s distinctive characteristics within the
framework of long-term, safe management.

The choice which has the greatest influence
on the Fund’s total risk over time is the choice of
equity portion. The equity portion is chosen
based on the insight that the Fund is able to bear
risk and is willing to accept significant fluctuations
in the Fund’s results from year to year. Together
with the increase in the Fund’s equity portion, the
decision to invest in real estate has meant a reduc-
tion in the proportion of the portfolio invested in
nominal fixed-income securities, which experi-

ence has shown to be vulnerable to unexpectedly
high inflation. Nevertheless, compared to other
funds, the GPFG has a larger proportion of its cap-
ital invested in nominal fixed-income investments,
and a smaller proportion invested in other assets
than equities and fixed-income instruments.

The objective for the GPFG’s investments is to
achieve the highest possible international pur-
chasing power for the Fund’s capital over time,
subject to a moderate risk level. Avoiding risk is
not an objective for the management of the Fund.
On the contrary, risk-taking contributes to returns
over time. The Government Pension Fund has a
large ability to bear fluctuations in the Fund’s
returns from year to year. The investment strat-
egy is therefore not aimed at minimising short-
term fluctuations in value. A strategy focused
exclusively on this would produce significantly
smaller expected returns over time.

A separate category of risk is «operational
risk». This is risk which is not linked to market
movements, but to errors or other undesired
events in the actual conduct of management. Such
risk does not generate a profit in the form of
higher expected returns, but reducing it will often
be associated with costs. The starting point for the
management of the Fund is that this type of risk
shall be low. However, in managing operational
risk, the expected costs of undesired events must
be weighed against the costs of avoiding them. It
is not reasonable or sensible to adopt an objective
of avoiding undesired events at any cost. Opera-
tional risk management is discussed in greater
detail in chapter 4.2.

...but risk must be managed....

The discussion above shows that the risk involved
in the management of the Fund cannot be cap-
tured in a single number. This is true both of the
risks inherent in the benchmark set by the Minis-
try and of the risks involved in the deviations from
this benchmark undertaken by Norges Bank and
Folketrygdfondet to increase the return on the
Fund (active management).

Some forms of risk are relatively easy to iden-
tify, measure and manage. The risk involved in
active management of equities is one example of
this. Other forms of risk are more difficult to iden-
tify when market conditions are normal, but may
nevertheless have large effects, for example dur-
ing financial crises. Some types of risk associated
with fixed-income instruments had such effects
during the financial crisis.
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Effective as of 1 january of this year, the Minis-
try issued new mandates for Norges Bank and
Folketrygdfondet’s management of the GPFG and
GPFN. One of the things learned from the finan-
cial crisis was the importance of identifying, man-
aging and reporting multiple types of risk. In view
of this, the new mandates contain, among other
things, provisions regarding supplementary risk
limits. The mandates are reviewed in chapter 5 of
this report.

...and communicated well

The starting point for investment activities is to
weigh up risks against their expected returns. It is
possible to establish probable links between risks
and their expected returns using financial theory
and historical experience. However, there is no
definitive answer regarding what the «correct»
level of risk in the Fund is. Decisions that are of
great significance for the Fund’s total risk must be
taken following an overall balancing exercise, in
which the owners’ risk tolerance is also important.
The owners of the Government Pension Fund are
the Norwegian people, represented by the Stort-
ing.

A fundamental basis for this balancing exer-
cise is that the risks involved in the management
of the Fund shall be communicated in the best
possible manner. Only then can the risks inherent
in the management be entrenched such that the
strategy can also be maintained during periods of
market unrest. The analyses in this report, along
with the ongoing reporting of Norges Bank and
Folketrygdfondet, are intended to help secure
such support. Moreover, emphasis has been given
to includinga wide range of independent external
advice and assessments as a basis for the further
development of the Fund’s management. The new
mandates for the management of the GPFG and
GPFN include extensive provisions on public
reporting, and new accounting standards for
Norges Bank (IFRS) also require increased
reporting on various forms of risk.

Governance and delegation

The analyses of risk and expected returns form
the starting point for the investment strategy of
the Government Pension Fund. It is also para-
mount that a governance structure is established
for the management of the Fund that allows the
strategy to be implemented successfully.

On the one hand, the governance structure
must ensure that important decisions relating to

fund management risk have the support of the
Fund’s owners, represented by the Storting. On
the other hand, there must be sufficient delega-
tion of authority to allow day-to-day decisions in
the operational management of the Fund to be
made close to the markets in which the Fund is
invested. Efforts are made to achieve this balance
by submitting decisions that are of material signif-
icance to the Fund’s risk level to the Storting
before their implementation, while the regulation
of the Fund through the mandates issued by the
Ministry to Norges Bank and Folketrygdfondet
respectively is based, insofar as possible, on prin-
ciples and frameworks.

It is important that there is a clear division of
roles and responsibilities between all governance
levels involved in the management of the Fund,
from the Storting right down to each individual
manager. Only then will the individual manage-
ment levels be held responsible. It is also impor-
tant to have in place good control and supervisory
bodies, at all levels, and that the division of work
between these bodies is clear. In its consideration
of Document 1 (2010-2011) and Document 3:2
(2010-2011), the Storting clarified the division of
roles and responsibilities between the two super-
visory bodies appointed by the Storting to be
involved in the monitoring of the GPFG - the
Office of the Auditor General of Norway and the
Norges Bank Supervisory Council; see Recom-
mendation 138 S (2010-2011) and Recommenda-
tion 246 S (2010-2011). This will further
strengthen the management framework.

Over time, there should be interaction
between the governance system and the Fund’s
investment strategy. The investment strategy
must take into account the distinctive institutional
features of the management of the Fund. The
need to secure the support of political bodies for
important aspects of management means, for
example, that it is difficult to design investment
strategies based on taking quick, time-critical
decisions that are of great importance for the total
risk level of the Fund. On the other hand, the gov-
ernance system must also be capable of adapting
to new investment forms that seek to exploit the
Fund’s distinctive characteristics, in order to
improve the trade-off between return and risk.
One example of this is the new provisions con-
cerning property investments by the GPFG. It
makes no sense in relation to such investments to
distinguish between active and passive manage-
ment, and investment decisions must be dele-
gated to the manager to a greater degree.
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Summary

In the Ministry’s view, the management of the
Government Pension Fund has been highly suc-
cessful thus far. The Fund structure forms an
important part of the framework for economic pol-
icy, and the building up of the GPFG has made a
substantial contribution to stable economic devel-
opment. The investment strategy has proven itself
to be robust through periods with considerable
unrest in the financial markets.

The Ministry is well satisfied with the results
achieved in 2010, both by the Fund as a whole and
in the active management. The governance sys-
tem is being strengthened gradually. The audit
and supervisory systems have been expanded.
This year, the Norges Bank Supervisory Council

submitted its first independent report directly to
the Storting, on the supervision of Norges Bank’s
activities. This will further strengthen the Stort-
ing’s means of monitoring the management of the
Fund. Moreover, the Ministry has issued new
mandates for the management of the Fund, with
an emphasis on supplementary risk frameworks
and more extensive reporting.

The Fund has a robust, widely supported
investment strategy in place, as well as a strength-
ened framework for the management of the Fund.
This constitutes a good starting point for assess-
ing how the Government Pension Fund should be
managed in the next few years. The analyses and
evaluations in this report and the external advice
presented here provide a basis for this assess-
ment.
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2 Investment strategy of the Government Pension Fund Global

2.1 Background to the current
investment strategy

2.1.1 Introduction

The Government Pension Fund shall support gov-
ernment saving to finance the National Insurance
Scheme’s expenditure on pensions and support
long-term considerations in the use of petroleum
revenues. Long-term, safe management of the
Government Pension Fund helps to ensure that all
generations can benefit from Norway’s petroleum
wealth.

The Government Pension Fund is an instru-
ment for general saving. The Fund does not have
clearly defined future liabilities. The investment
objective is to maximise the Fund’s international
purchasing power, given a moderate level of risk.

As a State-owned fund, the Fund emphasises
the application of responsible investment prac-
tices that take account of good corporate gover-
nance and environmental and social factors. This
practice is closely linked to the objective of achiev-
ing a good return over time, and is a precondition

for the Norwegian general public’s support for the
management of the Fund.

The ministry aims to ensure that the Govern-
ment Pension Fund is the world’s most well-man-
aged fund. This means identifying and seeking to
implement leading international practice in all
aspects of management.

The Government Pension Fund comprises the
Government Pension Fund Global (GPFG) and
the Government Pension Fund Norway (GPFN).
The operational management of the two parts of
the Fund is undertaken by Norges Bank and the
National Insurance Scheme Fund (Folketrygdfon-
det) respectively, pursuant to mandates issued by
the Ministry. The mandates reflect the Ministry’s
long-term investment strategies for the two parts
of the Fund. This chapter discusses the GPFG’s
investment strategy. The GPFN’s investment strat-
egy is discussed in chapter 3.

2.1.2 The current investment strategy

Figure 2.1 illustrates the connection between the
Fund’s distinctive characteristics, assumptions

Investment strategy

Market assumptions

+  Well-functioning markets
Risk premia
Size constraints
Economies of scale
Principal-agent problems
Externalities

Fund characteristics
Large
Long term
Owned by the Norwegian state

==

==

Investment strateqy

Harvesting risk premia over time

Reducing risk through diversification

Building on the Fund’s long investment horizon
Emphasising the role as a responsible investor
Emphasising cost efficiency

A moderate level of active management

A clear governance structure

Figure 2.1 The basis for the Fund'’s investment strategy
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Box 2.1 Special features of the Government Pension Fund Global
maintain the Fund’s long-term strategy through
Large periods of unrest in the world financial markets,

The GPFG is already considered to be the
world’s second-largest state-owned investment
fund. Given the prospects of further transfers of
petroleum revenues, the Fund is expected to
continue growing in the years ahead. In the 2011
National Budget, it was estimated that the Fund
will reach a size of over NOK 6,000 billion by the
beginning of 2020.

Long-term

There is a low risk of large withdrawals from the
Fund by the owner in the short term. The GPFG
is a fund for general savings and, in contrast to
traditional pension funds, has no specific liabili-
ties. In principle, the fiscal policy guideline
means that the Fund has a very long investment
horizon, as transfers from the Fund are to be
limited to the expected real return. The ability to

as in 2000-2002 and 2008-2009, confirms that
the Fund is long-term, in contrast to many other
investors.

Owned by the Norwegian state

The GPFG is a state-owned fund, and is depen-
dent on the trust of the general public in order
to achieve a good management of the Fund capi-
tal. Accordingly, emphasis must be given to
securing broad-based political support for the
Fund’s investment strategy, transparency about
all aspects of management, and responsible
investment practices that take account of good
corporate governance and environmental and
social factors. Moreover, the Fund depends on
legitimacy with other market participants to
secure good, stable framework conditions over
time.

Box 2.2 Market assumptions and choice of governance principles

Well-functioning markets

The GPFG’s investment strategy is based on the
assumption that the financial markets are
largely well-functioning (efficient), in the sense
that new, publicly available information is rap-
idly reflected in the prices of financial assets.

Principal-agent problems

The term principal-agent problem refers to the
situation where there is no full alignment
between the interests of the principal and the
party that is to carry out the assignment (the
agent). In situations involving asymmetric infor-
mation, for example when the principal cannot
fully observe the efforts of the agent, the agent
may act in a manner or make a choice that is not
in the principal’s interest. The principal-agent
problem is much discussed in political and eco-
nomic literature and theory. In the capital mar-
kets, principal-agent problems may generally
arise both between the asset owner and the
asset manager and between the asset manager

and the managers of the companies in which
investments are made. An exercise of ownership
in accordance with principles of good corporate
governance can help to reduce principal-agent
problems, by resulting in a better alignment of
interests between a company and its owners.

Externalities

Externalities are costs or benefits associated
with production or consumption which are not
borne by the decision-maker. An example of an
externality is environmental damage. The man-
agement of a company may consider it unneces-
sary to take costs associated with environmental
damage into account when the costs are not
expected to reduce the profitability of the com-
pany directly. However, a long-term owner of
assets in many listed companies may depend on
long-term sustainable development in order to
secure a good return on the entire portfolio. It
can therefore be profitable for such (universal)
owners if the company management takes
greater account of such externalities.
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Box 2.2 (cont.)

Spreading risk and risk premiums

An important insight from financial theory is
that the required rate of return on a share or
bond is linked to the contribution made by the
investment to the systematic risk of the portfo-
lio, and not to the risk of the security alone.
Spreading investments as widely as possible
allows investors to expect compensation for the
remaining portfolio risk, referred to as the sys-
tematic risk.

Multiple systematic risk premiums

A higher average return over time is expected
on share investments than on investments in
bonds, as there are greater fluctuations in the
return on shares. However, the size of this addi-
tional return, or sharerisk premium, is uncer-
tain. Moreover, other factors than share risk
may drive the return on a portfolio. Some of
these, such as credit and company size, are lin-
ked to asset classes. Other factors are based on
different investment styles, such as investments
in less realisable assets and investments based
on valuation analyses. These styles, or factors,
are supported to varying degrees by financial
theory and historical return figures. Typically,
many of them provide an even, positive return
over a number of years, but also feature shorter
periods of significant negative returns.
Exposure to this type of risk requires a signifi-
cant ability to bear shortterm fluctuations in
value, and good systems for identifying, mana-
ging and communicating risk.

The contribution of active management

Achieving better returns than the market is
challenging in large, well-functioning markets in
which new publicly available information is
quickly reflected in the prices of financial assets.
In practice, different markets will be more or
less well-functioning (efficient), and will offer
larger or smaller opportunities for profitable
active management. There may be weaknesses
in available indices even in markets which are

well-functioning, for example because they do
not represent the entire market, a fact which can
be exploited in active management. For some
asset classes, such as real estate, investments
cannot be based on a well-defined index.

Economies of scale in capital management

Size is expected to secure management econo-
mies of scale. All other things being equal,
management costs, measured as a proportion of
the fund capital, will be lower for a large fund
than for a small fund. Economies of scale also
allow expertise to be built up in all parts of the
management team, which will be an advantage
when the Fund's investments are to be spread
across new markets, countries and financial
instruments.

Not all investments can be scaled up

A large fund may find it difficult to scale up posi-
tions in smaller asset classes and in individual
investment strategies. This has the consequ-
ence that such investments cannot influence the
Fund's overall results to any great extent. It may
also be more challenging to amend the Fund's
composition in the short term.

Good management depends on good governance
structures

A clear governance structure with a clear divi-
sion of responsibility is a precondition for good
management. Decisions relating to the manage-
ment of the Fund must be based on expertise
and professionalism. In order to be able to
exploit a long investment horizon, the gover-
nance structure must enable broad-based sup-
port to be secured for strategies that are highly
significant to the overall risk borne over time by
the owners of the fund, represented by the politi-
cal authorities. At the same time, the gover-
nance structure must enable sufficient delega-
tion of authority, to allow the long horizon to be
exploited in operational management.
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regarding the functioning of the market and the
GPFG’s investment strategy. See also boxes 2.1
and 2.2. The Ministry of Finance, as the owner of
the Fund, and Norges Bank, as the manager, have
over time developed an investment strategy that is
particularly characterised by:

— harvesting risk premiums over time,

— spreading risk,

— exploiting the Fund’s long investment horizon,
— the role as a responsible investor,

— an emphasis on cost efficiency,

— amoderate element of active management, and
— aclear governance structure.

Each of these characteristics is explained in this
section.

Harvesting risk premiums over time

The GPFG’s investments involve exposure to
several types of «systematic risk». The investors
are compensated for this risk by higher expected
return. This additional return is often termed the
risk premium. In the presentation of expected
return in previous reports, there has been a parti-
cular focus on the term premium in bonds, and
the risk premium linked to the risk of insolvency
(credit risk) and the share risk premium. Chapter
2.2 also includes a discussion of other types of risk
factors and investment styles which may be asso-
ciated with risk premiums over time.

The choice which has the greatest effect on the
Fund’s overall risk is the choice of equity portion.
Trends in the global equity market largely explain
the fluctuations in the Fund’s return, and are there-
fore the most important contributor to risk. There is
no definitive answer to the question of the correct
level of the GPFG’s market risk. This will depend on
the risk tolerance of the owners, represented by the
political authorities. In recent years, the Fund’s ben-
chmark has gradually been expanded to include
new market segments, countries and asset classes.
This, along with the approval given by the Norwe-
gian Parliament, the Storting, in 2007 to the govern-
ment’s plans gradually to increase the GPFG’s
equity portion to 60 percent, has helpeddefine the
Fund’s acceptable level of risk.

The equity portion is chosen on the basis that
the Fund is able to bear risk and is willing to
accept significant fluctuations in the Fund’s
results from year to year in return for a higher
expected long-term return. If the objective of the
strategy were to minimise the fluctuations in the
Fund’s returns, a significantly lower long-term
real return would also have to be expected.

The GPFG’s equity allocation is in line with the
equity portions of other large international funds,
and the decision to invest in real estate means that
the Fund’s total investments, are also moving clo-
ser to the typical profile of other funds. At the
same time, the GPFG is not a typical fund. As the
Fund has a greater risk-bearing ability than many
other investors, its overall risk stands out as more
moderate.

The mandate of Norges Bank lays down a ben-
chmark and guidelines for deviating from the
index. The mandate states that the Bank shall
seek, within the scope of the guidelines, to
achieve the highest possible return after costs.

In NBIM’s strategic plan for 2011-2013, the
executive board of Norges Bank has therefore
adopted the objective that the operational manage-
ment of the Fund is to improve the ratio between
risk and returns.

Reducing risk through diversification

Within each asset class, the investments are
spread among many individual investments. The
risk associated with a broadly composed portfolio
will generally be lower than the risk associated
with an individual investment. The remaining risk
is often referred to as systematic risk. An impor-
tant insight from financial theory is that expected
return is linked to the contribution made by the
investment to the systematic risk of the portfolio,
and not to the risk of the security alone. Accor-
dingly, by spreading their investments, investors
secure a higher payment for assuming risk, in the
form of a higher ratio between expected return
and risk. The GPFG’s benchmark is therefore
made up of shares in around 7,000 companies, and
fixed-income instruments issued by around 1,500
issuers.

The benchmark for each asset class is based
on the principle of market weighting. Among
other things, this means that the composition of
the benchmark for shares reflects the companies’
relative proportions of the value of the total equity
market in each region. In this manner, market
weighting supports a broad diversification of the
Fund’s investments in equities and fixed-income
instruments.

Over time, the Fund’s investments have been
spread across several asset classes. Along with
the increase in the Fund’s equity portion, the deci-
sion to invest in real estate has contributed to the
development that a smaller proportion of the
Fund is now invested in nominal fixed-income
instruments. This development in the allocation
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across asset classes reflects a desire to improve
the ratio between expected return and risk, where
risk is defined as uncertainty about the future
development of the Fund’s international purcha-
sing power.

Building on the Fund'’s long time horizon

It is unlikely that the owners of the GPFG will
make large withdrawals from the Fund in the
short term. The GPFG is a fund for general sav-
ings and, in contrast to traditional pension funds,
has no specific liabilities. A prudent organisation
of the management activities and broad political
support for the Fund’s overarching strategy mean
that the Fund can be managed with a long hori-
zon.

The ability and will to adopt a long-term appro-
ach enable the Fund to withstand considerable flu-
ctuations in the returns from year to year. The
GPFG’s strategy primarily exploits this through
an equity portion of 60 percent. The investments
in shares are expected to make substantial contri-
butions to return over time, but also result in grea-
ter fluctuations in the results of the Fund from
year to year.

The long-term approach is also exploited
through the ownership of assets which are of limi-
ted or varying liquidity. Investments in private real
estate are one example of this. See the detailed
discussion in chapter 2.3.

The Fund has a rebalancing strategy. The dis-
tribution of the benchmark across asset classes
and regions reflects a balancing of expected
returns and risk in the long term, and the rebalan-
cing rules exploit the Fund’s long-term ability to
maintain this distribution over time. The rules
require new capital to be used to purchase the
assets that have produced the lowest returns
since the previous injection of capital. The experi-
ence of the rebalancing rules, in combination with
the decision to increase the Fund’s equity portion
in the period 2007-2009, has been that a large pro-
portion of the Fund’s share purchases have taken
place during periods of declining share prices.
When the share prices have risen again, the Fund
has profited. See also the discussion in section
2.2.6.

Norges Bank’s strategic plan for the period
2011-2013 contains several references to the
Fund’s long investment horizon. The Bank writes
that it will give increased emphasis to the Fund’s
absolute returns in carrying out the management
assignment, and that it will seek to improve the
ratio between return and risk. The Bank aims to

exploit the Fund’s long-term nature, and to make
investments where it may take a long time for the
underlying values to be realised.

Emphasising the role as a responsible investor

As a State-owned fund, the GPFG emphasises the
application of responsible investment practices
that take account of good corporate governance
and environmental and social factors. This
practice is closely linked to the objective of achie-
ving a good return over time, and is considered to
be according to international best practice. More-
over, responsible management is a precondition
for the Norwegian general public’s support for the
management of the Fund.

The Fund’s role as a responsible investor is
expressed, among other things, through the Guid-
elines for the observation and exclusion of compa-
nies that fail to satisfy a minimum ethical stan-
dard. In addition, the exercise of ownership and
various forms of cooperation with other partici-
pants are used to encourage greater alignment
between the interests of the companies and those
of the GPFG as a long-term investor in many of
the world’s listed companies.

It is clear from the mandate given by the
Ministry to Norges Bank that giving considera-
tion to good corporate governance and environ-
mental and social factors must be integrated into
the management of the Fund, and that the Bank is
to exercise the Fund’s ownership rights on the
basis of internationally recognised principles.

Norges Bank’s strategic plan is therefore
based on the principle that good corporate gover-
nance and integration of environmental and social
considerations into a company’s strategy will be
important for the Fund’s long-term return. The
Bank has defined investor rights, board responsi-
bility, well-functioning markets, climate change,
water management and the rights of children as
priority areas in the context of the exercise of
ownership rights. The Bank has developed a
series of documents setting out its expectations of
companies in these areas. These are used in dialo-
gue and follow-up with the companies.

A programme has been established for envi-
ronment-related investments. The reason for this
is an expectation that the socio-economic costs
and benefits related to climate change may have
an impact on the Fund in the long term. For the
same reason, since 2008, the Ministry of Finance
has participated in an international research pro-
ject in cooperation with other large investors to
gain a better understanding of the risk relating to
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different climate scenarios and to discuss the pos-
sible consequences of climate change for the
Fund’s investments. This is discussed in greater
detail in chapter 2.2.

In addition, both the Ministry of Finance and
Norges Bank participate in various international
fora in order to support the development of best
practice in the context of responsible investment
practice.

Emphasising cost efficiency

The Ministry emphasises cost-effective manage-
ment. Accordingly, transparent, independent and
regular assessments are undertaken of the
development in the Bank’s management costs.
These comparisons generally show that the Bank
has relatively low costs.

The combination of economies of scale in
asset management and the Fund’s significant size
should give the Fund a cost advantage over other
market participants. In its 2010 annual report on
the management of the GPFG, Norges Bank poin-
ted out that it had exploited economies of scale in
the personnel and IT sectors, and in agreements
with external managers and other external ser-
vice providers.

In general, the Ministry expects the econo-
mies of scale to be even larger in private markets,
as a large participant can build up internal exper-
tise and gain access to more cost-effective invest-
ment forms. Norges Bank’s strategy of investing
in property in cooperation with other participants
(joint ventures) is one example of the Bank exploi-
ting economies of scale in the management of real
estate.

The gradual development of the Fund’s stra-
tegy since 1998, which has involved several expan-
sions of the Fund’s benchmark and changes to
Norges Bank’s operational management, has
meant that management costs have not fallen as
much as they would have without these changes.
For example, Norges Bank has estimated that the
increase in the Fund’s equity portion during the
period 2007-2009 alone increased the manage-
ment costs by 0.01 percent per year, as it is more
expensive to manage an equity portfolio than a
fixed-income portfolio. See the detailed discussion
of management costs in section 4.2.1.

The mandate’s objective that Norges Bank
must seek to achieve the highest possible return
after costs is consistent with the wish to exploit
economies of scale in the management. At the
same time, the objective is not low costs in
themselves, but rather high net returns.

Box 2.3 Report on universal
ownership

In 2010, the ministry participated in a working
group linked to UN PRI, which issued a report
on externalities and universal ownership. The
report considered the costs of global environ-
mental damage to which the companies in a
representative portfolio contribute. Together
with analysts from Trucost, UN PRI estimated
the costs and assessed how they might reduce
the long-term return to investors.

In the report, PRI concluded that the level
of such costs is becoming ever greater. The
annual environmental cost caused by humans
in 2008 was estimated to be USD 6.6 trillion,
corresponding to 11 percent of global GDP.
UN PRI expects the costs to increase to USD
28.6 trillion (18 percent of global GDP) in
2050.

These are socio-economic costs which are
not currently borne by listed companies
directly, but which they risk having to pay for
at some point in the future. The PRI has esti-
mated that the world’s 3,000 largest compa-
nies are responsible for one-third of these
environmental costs. In 2008, this corre-
sponded to half of the companies’ total earn-
ings. The majority of the costs are accounted
for by climate emissions and unsustainable
use of water resources.

The calculations highlight climate and
water management as particularly important
areas. In the Ministry’s view, this supports the
choice of climate and water management as
priority areas for Norges Bank’s exercise of
ownership rights.

In its 2010 report on the management of
GPFG, Norges Bank wrote that the size of the
Fund had enabled it to exploit economies of scale
in asset management, and to implement new
investment strategies at a low marginal cost.

A moderate level of active management

Since the Fund is primarily invested in large, well-
functioning markets in which new public informa-
tion is rapidly reflected in prices, the guidelines
for the management of the GPFG have been draf-
ted so as to ensure that the risk borne by the
Fund over time will primarily be determined by
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developments in the benchmark indices set by the
Ministry, which are largely representative of
developments in the equity and fixed-income mar-
kets.

Accordingly, Norges Bank’s strategy for the
equity portfolio is to manage a large part of the
portfolio in developed markets on a market
exposure basis. The Bank pursues cost-effective
management, with an emphasis on the effective
transfer of new capital and rebalancing, the mini-
misation of unnecessary transactions as a conse-
quence of index changes, and efficient manage-
ment of company events such as mergers and
acquisitions. At the same time, the Bank seeks to
use fundamental research of underlying value in
individual companies to achieve a higher return
than the benchmark.

A clear governance structure

The management of the GPFG is based on a hierar-
chy in which the Storting, the Ministry of Finance,
Norges Bank’s executive board, Norges Bank
Investment Management, and internal and external
managers have different, clearly defined roles.

Tasks and authorisations are delegated downwards

in the system, while reports on results and risk are

made upwards. The GPFG’s regulatory, reporting
and supervision hierarchies are described in more
detail in chapter 5 of this report.

The ministry is of the view that the manage-
ment of the GPFG should be organised to ensure
the greatest possible:

— facilitation of professional, cost-effective mana-
gement;

— specification of clear guidelines and predict-
able management framework;

— facilitation of good communication with the
public about the management of the Fund;

— alignment of interests between the owner and
the manager;

— robustness in the face of future challenges
(ever-larger fund, larger ownership in individ-
ual companies, possible trend towards illiquid
assets presenting greater governance chal-
lenges, etc.);

— focus on the Fund’s role as an instrument of
financial policy; and

— focus on factors that have been important in
the international debate concerning sovereign
wealth funds, and reflection of what is interna-
tionally regarded as best practice.

Establishing and maintaining a management
model that takes all of these interests into account

in a good, comprehensive manner is challenging.
In the Ministry’s view, however, the current
model has functioned well overall.

This report discusses several possible adjust-
ments to the Fund’s management. Several of
these adjustments are motivated by the desire to
exploit the size and long investment horizon of the
Fund. At the same time, potential investments in
new asset classes and new investment styles and
management strategies raise the question of what
is a sensible delegation of tasks between the
ministry as the principal and Norges Bank as the
managetr.

Balancing the need for broad-based support
for the strategy with the need to delegate various
investment decisions to managers is therefore a
recurring theme in chapter 2.2. Broad-based sup-
port for the investment strategy is needed to
ensure that the strategy can remain fixed during
periods of major turbulence in the asset markets.
At the same time, investment decisions which
have a stronger focus on exploiting the Fund’s
special features, and particularly the Fund’s long
investment horizon, will in many cases have to be
delegated to Norges Bank.

In last year’s report, the Ministry discussed
the degree of active management in the GPFG.
The scope of active management and the degree
of delegation to the manager are related, but
nevertheless separate, issues. The scope of active
management is primarily a question of the degree
to which discretion is exercised under a given
strategy. The question of delegation to Norges
Bank in order to make greater use of the special
features of the Fund than at present is more a
question of how flexible the strategy should be
when facing changes in market conditions.

2.2 Perspectives on the further
development of the GPFG's
strategy

2.2.1 Introduction

The Fund’s investment strategy has been develo-
ped gradually since 1998, when the Fund’s capital
was first invested in equities. This has allowed a
broad-based support for the Fund’s investment
strategy to be secured, and experience thus far
shows that the strategic choices have been robust
during periods of (at times significant) turbulence
in the financial markets. The composition of the
Fund is similar to the composition of other inter-
national funds; see discussion in chapter 2.1. A
natural question regarding the future develop-
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Box 2.4 Reviews of the GPFG’s
investment strategy discussed in
this report

— Letter from Norges Bank of 6 July 2010 con-
cerning the development of the investment
strategy for the Government Pension Fund
Global.

— Letter and report from Norges Bank of 18
March 2011 concerning the investment
strategy for nominal fixed-income instru-
ments.

— Report by the Strategy Council 2010.

— Report by S. Schaefer and J. Behrens on
the Fund’s fixed-income investments.

— Report by L. Phalippou on investments in
private equity and infrastructure.

— Report by Mercer on the effect of climate
change on returns and risk in financial mar-
kets.

— Report by L. Sarno on international pur-
chasing power parity and currency risk in
the case of the GPFG.

The reports and letters are available at
www.government.no/gpf.

ment of the Fund’s strategy is whether special
characteristics of the Fund can be exploited
further to achieve a better ratio between expected
return and risk. The experience gained since 1998
shows that it takes time to implement changes to
the Fund’s strategy. This report discusses possi-
ble changes which in many cases lie somewhat
into the future, but which it is nevertheless sensi-
ble to begin considering now.

In this report, the Ministry presents several
external reviews of issues linked to the further
development of the Fund’s strategy. See box 2.4.
Chapter 2.3 considers whether new investments
in private markets should be permitted, while
chapter 2.4 discusses the Fund’s distribution
across geographic regions and currencies. A key
theme is whether the Fund’s long time horizon
means that less emphasis should be given to cur-
rency risk than previously assumed. Chapter 2.5
discusses various aspects of the management of
the Fund’s fixed-income portfolio. A key theme is
what role the fixed-income portfolio should play in
the Fund’s investment strategy.

By way of background to the topics covered in
chapters 2.3-2.5, some main issues are presented

Box 2.5 Strategy Council 2010

In the 2011 National Budget, the ministry
described the establishment of a new Strategy
Council comprising four external members
tasked with writing a report on the GPFG’s
long-term investment strategy. The plan is for
such external reports to be produced regu-
larly in the future, but both the composition of
the Strategy Council and its mandate may vary
from time to time.

Emeritus Professor of Finance Elroy Dim-
son (London Business School) led the Coun-
cil's work in 2010. The other members were
Senior Portfolio Manager Antti Ilmanen
(Brevan Howard), Senior Analyst Oystein
Stephansen (DnB NOR) and Professor of
Finance and Rector Eva Liljeblom (Hanken
Svenska Handelshogskolan).

In the mandate for 2010, the Council was
asked to provide an overview of the main chal-
lenges relating to the Fund’s future strategy.

here that relate to the task of developing the stra-
tegy further. The analyses are based, among other
things, on feedback from Norges Bank and a
report by the Strategy Council 2010, both of which
have given their views on the main challenges lin-
ked to the Fund’s future strategy. Norges Bank’s
letter to the Ministry of Finance of 6 July 2010 was
published and discussed in connection with the
2011 National Budget. The report by the Strategy
Council was presented at a seminar at the BI Nor-
wegian Business School in november 2010. See
also box 2.5.

2.2.2 Looking towards 2020 - projections

A relevant perspective is how the Fund can be
expected to look in 10 years’ time. At that time,
the Fund will be significantly larger than today. At
the same time, the transfers to the Fund are
expected to be smaller in 10 years’ time than the
annual transfer from the Fund to finance the oil-
corrected structural deficit.

The GPFG has grown from NOK 2 billion in
1996 to almost NOK 3,100 billion at the beginning
of 2011. The Fund’s growth, along with the
increase in the Fund’s equity portion in the period
2007-2009, has given the Fund a significant own-
ership interest in global equity markets. At the
beginning of 2011, the size of the Fund’s equity
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portfolio corresponded to around 1 percent of
global equity markets as defined by the index pro-
vider FTSE. This figure includes large, medium-
sized and small listed companies in all of the 46
foreign markets in the global index.

At the end of 2010, the Fund’s lists of holdings
showed that the Fund owned shares in more than
8,400 companies. In almost 500 of these compa-
nies, the Fund’s ownership interest was over 2
percent.

It is difficult to obtain statistics showing how
large the Fund’s shareholdings are in each com-
pany compared with other owners. Based on the
available data, Norges Bank has nevertheless esti-
mated that, in relation to the 1,000 largest compa-
nies in which the GPFG owns shares, the Fund is
among the 10 largest shareholders in around 370
companies and among the 20 largest in around
650 companies.

Looking towards 2020, the Fund’s average
ownership interests may be expected to continue
to grow. It is difficult to estimate what size the
Fund’s ownership interests may reach, given that
the size of the equity market as a whole changes
as the value of the currently listed shares
changes, and as a result of new companies being
listed and others being delisted.

The fact that the ownership interests have
grown, and will probably continue to grow, does
not change the purpose of the investments.
Whether an investment is strategic or financial
depends on the objective which the investor has
for his/her investments, and on how the investor
exploits his/her influence through his/her
actions. The GPFG is a financial owner with the
clear aim of achieving the highest possible return
over time, subject to a moderate level of risk.
Increased ownership interests over time do not
alter this.

Another feature of the Fund’s development is
that the transfers to the Fund are expected to
account for an ever-smaller proportion of the
Fund’s total capital. Figure 2.2 shows that the
expected net transfer of new capital to the Fund
(expected net cash flow from petroleum activities
less annual transfers to cover the expected oil-cor-
rected deficit in the state budget), will be negative
after 2020. The figure is based on estimations in
the 2011 National Budget. See the more detailed
discussion of this in chapter 6.

Projections for the Fund show the expected
transfers of petroleum revenues falling towards
zero around 2020, and that there will be a need in
subsequent years for net withdrawals from the
Fund to cover the deficit in the state budget. The
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Figure 2.2 Expected net transfers to the GPFG.
Share of the Fund’s value. Percent.

Source: The Ministry of Finance

expected net payments are nevertheless small.
Even in 2030, net withdrawals are expected to be
less than 3 percent of the Fund. With an expected
real return of 4 percent, the Fund is therefore
expected to continue to grow.

All other things being equal, an increased
liquidity requirement may make investments with
high direct returns in the form of interest pay-
ments, maturity, rent and dividends more attrac-
tive to the Fund than previously.

The management of the GPFG requires con-
tinuous adaptations of the portfolio. Both the
maintenance of the portfolio and rebalancing
require access to liquid assets. Further, there is a
need for liquidity in connection with adaptations
following changes made to the Fund’s benchmark
by the Ministry of Finance. Thus far, the influx of
new capital has been used to maintain and rebal-
ance the portfolio.

2.2.3 Totalrisk

There is no definitive answer to the question of
how great or small the GPFG’s risk should be.
This will depend on the risk tolerance of the own-
ers, represented by the political authorities. The
Storting’s decision in 2007 to support the minis-
try’s plans gradually to increase the equity portion
to 60 percent has helped to define the Fund’s
acceptable level of risk.

In its report, the Strategy Council 2010 made
several recommendations intended to increase
the expected return by exploiting the GPFG’s dis-
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tinctive characteristics. The Council pointed out
that the long horizon enables the GPFG to bear
short-term losses better than most investors. At
the same time, the Strategy Council pointed out
that the Fund’s equity portion is consistent with
those of other large funds when the listed and pri-
vate equity of these funds are considered
together. The simplest way to exploit the GPFG’s
higher risk tolerance compared with other funds
would therefore be to increase the equity portion
from the current level of 60 percent. However, the
Strategy Council pointed out that the Fund’s risk
is already concentrated on equity market risk.
Accordingly, the Council took the view that a natu-
ral next step would be to harvest risk premiums
from several sources, as a strategy for accepting
additional fund risk.

The Council wrote that the experiences gained
during two significant downturns in the equity
market, in 2000-2002 and 2008-2009, indicate that
the Fund is able to bear a somewhat higher level
of risk than at present. At the same time, it was
pointed out that the unwillingness to assume risk
related to active management, a task which is del-
egated to Norges Bank, has been higher than the
unwillingness to assume other risk, and that this
difference in risk-bearing willingness has
increased considerably since 2008. The Council
was of the opinion that this attitude could result in
a failure to exploit the Fund’s distinctive charac-
teristics satisfactorily, and potentially a lower
return.

As discussed in previous reports to the Stort-
ing, the total risk associated with the GPFG’s
investments will vary over time, even though the
strategy is fixed. Historical analyses show, for
example, that the fluctuations in the real return on
global equity markets were around half as large in
the 1960s as during the period 2000-2010.

In addition to the fact that the fluctuations in
the return on equities, fixed-income and real
estate vary over time, the Fund’s total risk com-
prises different types of risk factors. In its report,
the Strategy Council described different types of
systematic risk factors, based on historical corre-
lations in the securities markets. Some kinds of
risk cannot easily be quantified on the basis of his-
torical return data. Examples of this may include
the risk of fluctuations in value in connection with
climate change, the effect on capital markets of
demographic changes, and the effects of
increased globalisation.

This illustrates that it is difficult to sum up the
GPFG’s risk level as a figure. Nevertheless, the
decision that has the greatest effect on the total

risk of the Fund is the choice of equity portion. In
the task of developing the Fund’s strategy further,
attention is not being given to altering the Fund’s
equity portion. The further development of the
investment strategy is thus more a question of
what kinds of risk are to be assumed than of
whether risk should be increased or reduced.

2.2.4 Exposure to «newn» risk factors

As discussed in chapter 2.1, compensation is
expected over time for the systematic risk linked
to investments. The systematic risk reflects the
inherent risk in the economy. Investors are unable
to diversify away risk associated with downturns
and periods of unrest in financial markets by
spreading their investments. This is why compen-
sation for assuming such risk may be expected in
the form of higher expected return. Without such
compensation, investors would also be unwilling
to assume such risk.

An important insight from financial theory is
that the expected return on an investment is
linked to the contribution made by the investment
to the systematic risk of the portfolio, and not to
the risk of the security alone. A financial theory
developed in the mid-1960s (the capital asset pric-
ing model), assumed that the systematic risk of a
security follows from the correlation between the
return on the security and the return on the mar-
ket portfolio. The capital asset pricing model has
since been challenged by studies showing that the
link between return and risk is more complex.

For example, it has been discovered that, on
average, small companies have produced higher
average return than large companies, and that
companies with relatively low market values rela-
tive to key figures like company earnings, divi-
dends and book value («value companies»),
appear to produce higher returns over time than
other companies. This is illustrated in figure 2.3,
which shows positive value and size premiums on
average in a number of equity markets. Studies
also show that companies that have generated
large returns in the previous 3-12 months have
had a tendency, on average, also to produce high
returns in the subsequent 3-12 months («momen-
tumy»).

In the light of these observations, the capital
asset pricing model has been expanded to include
more risk factors. However, there is no agreement
among academics or investors about which fac-
tors should be included, or about how stable the
factors are. It is always possible that the patterns
observed in historical returns are due to coinci-
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Figure 2.3 Size and value premiums in global equity markets

Size premiums are calculated with various start-up times until 2010, with the longest history for the United States (80 years) and the
shortest for Norway (11 years). The size premium is calculated as the difference in percentage points between the returns of small
and large companies. Value premiums are the average for all countries for the period 1975-2010, calculated as the difference in per-
centage points between the returns of value and growth companies. These premiums are not adjusted for transaction or manage-

ment costs.

Source: Credit Suisse Global Investment Returns Sourcebook (2011), and Elroy Dimson, Paul Marsh and Mike Staunton (2002), Tri-
umph of the Optimists: 101 Years of Global Investment Returns, Princeton University Press.

dences, and that the patterns change when inves-
tors try to exploit them.
The Strategy Council 2010 has pointed out that
the most important rule in financial theory regar-
ding which factors secure compensation for inves-
tors in the form of a high expected return is that
necessary risk premiums should be particularly
large for investments that tend to lose money
«when times are bad». «Bad times» means not
only downturns in the equity market, but also
general economic downturns, financial crises and
periods of reduced liquidity in the markets.
Liquidity premiums are characterised by, for
example, low, stable earnings during normal peri-
ods and large drops in value when times are bad.
The issuing of insurance will likewise be charac-
terised by stable earnings during normal periods
and large payouts when events occur which have
been insured against. A parallel can thus be drawn
between harvesting this type of risk premium and
insuring against the materialisation of the risk.
The GPFG’s long time horizon and solid risk-
bearing capability have previously been high-

lighted as signs that the Fund is well-positioned to
bear this type of risk.

The Strategy Council has analysed the charac-
teristics of various risk premiums, including the
equity risk premium and credit and term premi-
ums in the fixed-income market. The Council has
also assessed risk premiums associated with vari-
ous investment styles, such as «value», size,
liquidity and «momentum». The Council has
pointed out that exposure to illiquidity and
«value», in particular, is natural for a fund with the
GPFG’s long investment horizon.

The Council has described the expected value
premium as the long-term additional return on
«value» shares compared to shares with higher
relative prices.

With regard to liquidity premiums, the Coun-
cil wrote that these are difficult to define and mea-
sure. Liquidity premiums are the expected com-
pensation for illiquidity as a distinctive character-
istic (which reflects turnover costs and ease of
sale), as well as a risk-factor premium for the ten-
dency of illiquid assets to perform poorly when
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times are bad, for example during financial crises
and when equity markets are falling. The Council
wrote that liquidity premiums are presumably
much higher outside the listed markets, for exam-
ple in the real estate, infrastructure and private
equity sectors.

The Council wrote:

«[...] among strategy styles, a value tilt seems
more natural for a long-horizon investor than
for one with an average time horizon. Value
stocks are ones that have typically experienced
price declines and waning investor interest.
Given the patient, liquidity-supplying and
inherently market-stabilizing nature of value
strategies, they potentially fit with the long-
term objectives of the Fund. Many equities
change their value attributes relatively slowly
and (in contrast to, say, momentum trading)
the portfolio turnover implicit in a value strat-
egy need not be unacceptably large.»

The Council took the view that increased liquidity
risk can be assumed by investing parts of the
Fund in less easily realisable assets. The Council
pointed out that the Ministry’s decision to invest
up to 5 percent of the Fund in property is consis-
tent with this recommendation. Investments in
infrastructure were also recommended, while the
Council was sceptical about whether the Fund
could succeed in the market for private equity.

The Council pointed out that value and liquid-
ity factors correlate to a limited degree with
equity market return, and that the proposed expo-
sure to more types of risk was therefore expected
to ensure a better ratio between the expected
return and total fund risk.

The Council was also of the opinion that a
study should be undertaken of the expected
returns and risks linked to issuing various kinds
of insurance, including insurance against financial
crises and natural disasters. The risk linked to
issuing insurance will seldom materialise, but
when it occurs, it is often in conjunction with poor
performance by other parts of the portfolio. The
Council nevertheless took the view that a long-
term investor like the GPFG is well-positioned to
collect such insurance premiums.

Since the Fund was established, the Ministry
of Finance has sought to spread the risk associ-
ated with the GPFG’s investments as widely as
possible. Increased exposure to risk factors like
illiquidity and value, as recommended by the
Strategy Council, is consistent with this develop-
ment.

Already adopted changes will increase the
Fund’s exposure to factors such as illiquidity and
value. The decision to invest up to 5 percent of the
portfolio in real estate means that the GPFG will
have an increased exposure to private and largely
illiquid assets in 2020. At the end of 2010, analyses
of the Fund’s exposure to various risk factors did
not indicate any overweight towards the value fac-
tor in the equity management; see the discussion in
chapter 4.2. However, Norges Bank’s strategic plan
for the period to 2013 states that the Bank will aim
to exploit the Fund’s long-term nature and to make
investments where it may take a long time for the
underlying values to be realised. In principle, this
can result in exposure to the value factor.

Chapter 2.3 discusses investments in several
types of private investment. Chapter 2.5 presents
the Ministry’s work on evaluating different risk
factors in the fixed-income market.

Many of the risk factors in question have a
«skewed» probability distribution. This means that
they generate positive returns during most time
periods, but that, at irregular intervals, they may
suffer shorter periods of significant negative
returns. In general, the GPFG is well-equipped to
assume such risk. The Fund has a long time hori-
zon, and can therefore emphasise the expected
average returns generated by such investment
strategies over longer periods. However, this is
conditional upon the successful identification, man-
agement and communication of this type of risk.

One characteristic of any new private invest-
ments, and of some investment strategies that
give exposure to more risk factors, is that the
GPFG will be a large participant in a relatively
small market. In many cases, it will be difficult to
scale up investments so that they make a mean-
ingful contribution to the Fund’s overall results
over time. At the same time, each new investment
increases the complexity of the operational man-
agement. Even if the total of many small changes
may be expected to make a meaningful contribu-
tion to the expected return, it must be weighed
against the consideration of the capacity to imple-
ment new changes in the long- and short-term.

2.2.5 The structure of the portfolio

In Report to the Storting 10 (2009-2010), the Min-
istry stated that greater attention should be paid
to systematic risk factors in the management of
the Fund. This was based on, among other things,
the advice of Professors Ang, Goetzmann and
Schaefer, who in an evaluation of the GPFG’s
active management since 1998 recommended that



26 Report No. 15 to the Storting

2010-2011

The Management of the Government Pension Fund in 2010

exposure to systematic risk factors should be
included in the Fund’s benchmark.

In its letter to the ministry of 6 July 2010,
Norges Bank pointed out that exposure to risk fac-
tors such as small companies and emerging mar-
kets, as well as different types of credit in the
fixed-income instrument market, could be
included in the Fund’s benchmark. With regard to
these factors, it would be possible, in the Bank’s
view, to construct simple, transparent, investable
and testable indices. With regard to other risk
premiums, the Bank’s view was that it would be
difficult to identify simple decision parameters.
Norges Bank wrote:

«The Ministry of Finance should avoid intro-
ducing systematic risk factors to the reference
portfolios that weaken transparency and test-
ability, or that increase the transaction volume
or that are not investable in practice.»

The Strategy Council 2010 wrote in its report that
the observations of more risk factors raise the
question of whether it is sensible to replace the
current distribution across asset classes (an asset-
based approach), with an alternative approach
that raises systematic risk factors and investment
styles to a central position in the management
structure of the Fund (a factor-based approach).

The Strategy Council wrote that this approach
may seem sensible based on the development of
financial theory, and that it may make it easier to
evaluate the active management of the Fund and
to improve risk management. At the same time,
the Council took the view that adopting a factor-
based approach would be demanding, as there are
few — if any — factors which are economically
meaningful and lasting over time. Moreover, there
are no clear criteria for how to measure risk fac-
tors, and the size and growth of the Fund can
make it difficult to complete significant transac-
tions in parts of the market.

The Strategy Council concluded that a transi-
tion from an asset-based to a factor-based
approach would be going too far. The Council
wrote:

«When weighing the pros and cons of a factor
based approach against those of an asset based
approach, we believe that the asset based
approach is the preferred one.»

The Strategy Council pointed out that continuing
to focus on asset classes would not prevent the
management of the Fund from taking advantage

of more risk factors and investment styles. It
pointed out that the evaluation of returns should
ideally take such exposure into account, and that
the risk management system should provide a
good risk picture. The Council wrote, among
other things:

«The analysis of AGS (2009) suggests that
more emphasis should be put into measuring
the Fund’s riskiness using multiple dimensions
of risk. We believe that these issues can be
addressed adequately within an asset based
framework, though portfolio performance ana-
lytics will have to be enhanced to embrace mul-
tiple risk factors and style trading.»

Some funds that have adopted an asset-based
approach have chosen to group financial assets
according to the different characteristics of the
asset classes. In its letter to the ministry of 6 July
2010, Norges Bank argued for a distinction
between investments that provide a certain pro-
tection against unexpectedly high inflation,
referred to as real assets, and investments without
such protection, referred to as nominal assets.
Norges Bank wrote that:

«Investments in real estate and infrastructure
will secure direct ownership of real assets and
an expected return in the form of stable, infla-
tion-adjusted cash flows. The inflation adjust-
ment results from the fact that the current
earnings from such investments are often reg-
ulated in line with the inflation trend. Increas-
ing the inclusion of this type of real asset in the
portfolio should be an objective, as this may
help to reduce uncertainty about the develop-
ment of the Fund’s international purchasing
power. The increased inclusion of real assets in
the portfolio should be accompanied by the
reduced inclusion of nominal interest-rate
investments.»

It its report, the Strategy Council 2010 pointed out
that it is difficult to distinguish clearly between
nominal investments and those that secure protec-
tion against inflation. The Council wrote:

«[tis common in the world of endowment asset
management to distinguish between real and
nominal assets. Real assets are a claim on pro-
ductive capacity, typified by ownership of busi-
nesses, timber, resources, land, gold, and other
tangible assets. Nominal assets provide a mon-
etary cash flow, the value of which is subject to
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erosion if there is inflation or currency debase-
ment. Yet if the benchmark is based on asset
classes and not on factors, labelling certain
assets as real and others as nominal is not nec-
essarily helpful. Notably, labelling equities as
real assets and fixed-income instruments as
nominal assets does not make them purely so.
For example, equity market returns and valua-
tions have surprisingly strong relations with
the inflation level. Both deflations and high
inflations have coincided with low equity mar-
ket valuations. To assess the real and nominal
components of each asset class, empirical anal-
ysis would be required; yet the evidence from
existing studies is mixed, and is sensitive to the
length of the investment horizon, the historical
window that is used, and the statistical meth-
ods used by the researcher.»

The Ministry shares the Strategy Council’s view
that paying greater attention to different risk fac-
tors can be implemented without the management
of the Fund necessarily being switched from an
asset-based approach to a factor-based approach.
Reference is made to the discussion in chapter 5
of the changes made to Norges Bank’s mandate.

The Ministry also shares Norges Bank’s view
that the Fund’s long-term investment strategy
should be based on the characteristics of the dif-
ferent asset classes. At the same time, there is
uncertainty about the ability of the different assets
to secure the Fund capital against unexpectedly
high inflation. Giving emphasis to the distinction
between real assets and nominal assets may there-
fore give a misleading impression of the robust-
ness of the investments when faced with changes
in inflation prospects. Nevertheless, inflation is
only one of several risk factors relevant to the
Fund in the long term. The Ministry will therefore
also assess other ways of classifying the invest-
ments. Classification into liquid and less liquid
assets, and classification according to risk factors
with differing sensitivities to «bad times», are pos-
sible alternatives.

In any event, grouping the Fund’s investments
in different ways will not in itself affect the charac-
teristics of the Fund. If the investments in the
Fund are to be grouped, the rationale must be to
support the strategic work and to ease the com-
munication of fund risk.

2.2.6 Varyingrisk premiums

The price an investor has to pay for an investment
can be defined as the value of the expected future

earnings from the investment. The current value
of expected future payouts is referred to as the
present value of the investment. The present value
of an investment is calculated by discounting
future payouts using a given rate of interest. This
interest rate reflects the fact that receiving, for
example, NOK 100 in one year’s time is less valu-
able than receiving the money today. In addition,
the investor will demand a risk premium if future
payouts are uncertain. In the above example, the
risk premium (and the interest rate), will increase
in line with growing uncertainty about whether
the investor will actually receive NOK 100 in one
year’s time. The discounting interest rate in a mar-
ket will be an expected return.

Some studies of financial markets focus on
how new information affects expectations regard-
ing future payouts. Generally speaking, the stud-
ies show that new information is quickly incorpo-
rated into market prices. This view is also adopted
by the Ministry of Finance in its work on the
investment strategy; see chapter 2.1.

Other studies focus more on trends in the dis-
count rates than on trends in expected payouts.
The background to these studies is that models
featuring variable discount rates have proven to
be better at explaining actual returns over time
and between markets. Variable discount rates are
linked to variations in expected risk premiums
over time.

There are several possible explanations for
why risk premiums appear to vary over time. One
possible explanation is that the uncertainty linked
to future return varies over time. Another possible
explanation is that the willingness of investors to
assume risk is low «when times are bad», and
high «when times are good», meaning that
expected risk premiums are relatively high during
bad periods and low during good periods. If the
GPFG has an equally large appetite for risk in bad
and good periods, this indicates that the Fund can
increase expected returns in the long term by
varying its investments in risky assets over time,
for example by buying more shares during bad
periods than during good periods. A strategy of
this kind would be counter-cyclical, in contrast to
a cyclical strategy, which would involve buying
more shares during good periods and fewer
shares during bad periods.

In its report, the Strategy Council pointed out
that the current strategy for rebalancing the Fund
means that the Fund is «counter-cyclical» to a cer-
tain degree. When the equity market declines,
new transfers of petroleum revenues are used to
buy shares. When the equity market performs
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well, a greater proportion of new capital is
invested in the fixed-income market.

The Council took the view that the Fund’s long
investment horizon support a stronger degree of
«counter-cyclical» investment, and that the Fund’s
long-term nature could constitute an advantage
over other participants. The Council recom-
mended undertaking a study of what the expected
return and risk would be for this type of activity.
However, the Council also pointed out that few
others have succeeded with such activities over
time, and that the result could be an increase in
both costs and risk.

In its letter to the ministry of 18 March 2011
regarding the Fund’s fixed-income investment
strategy, Norges Bank wrote that it intended to
establish an operational benchmark portfolio
within the current framework for active manage-
ment. One of the objectives for doing so is to facil-
itate the exploitation of time-varying risk premi-
ums in order to increase the Fund’s returns. The
letter from Norges Bank is discussed in more
detail in chapter 2.5.

The Ministry is proceeding on the basis that
plans for material changes to the Fund’s strategic
benchmark should be submitted to the Storting
before implementation. This decision-making pro-
cess is time-consuming, and less suitable in the
case of medium-sized or medium-term changes to
the composition of the Fund, as discussed by the
Strategy Council in its report. It has also been
assumed that the size of the Fund makes it diffi-
cult to implement major changes in the Fund’s
composition without the Fund incurring signifi-
cant costs due to effects on the market. Changes
to the Fund’s overarching investment strategy
have therefore not been based on the expectation
that it is possible to identify in advance the times
at which markets or market segments will subse-
quently appear «cheap» or «expensive».

At the same time, the Ministry has had in
place guidelines for rebalancing the Fund’s invest-
ments that prevent heterogeneous developments
in assets classes and geographic regions from
causing the composition of the Fund to deviate
materially from the strategic weights. Rebalancing
has counteracted a reduction in the equity portion
during periods following equity market declines
and an increase in the equity portion following
periods of rising share prices. In practice, this has
resulted in the GPFG systematically purchasing
assets when prices have fallen, and selling when
prices have risen. This gives higher expected
return over time.

The Ministry shares the Strategy Council’s
view that a more counter-cyclical strategy may be
a means of exploiting the Fund’s advantages. It is
natural to consider, as a first step, whether the
current, rule-based rebalancing can be developed
further, and perhaps be applied to other areas. In
addition, Norges Bank will already be able to seek
to exploit variations in expected return within the
current active-management framework.

2.2.7 The degree of delegation

In its letter to the ministry of 6 July 2010, Norges
Bank indicated that the Ministry should, over
time, grant Norges Bank greater discretionary
freedom. This is, to some degree, connected to
the proposal to increase investments in private
assets, for which no benchmark can be defined
which represents a starting point for the composi-
tion of the actual portfolio, as is possible for equi-
ties and fixed-income.

The Strategy Council has pointed out that fur-
ther development of the strategy towards expo-
sure to multiple risk factors, increased investment
in private markets, and a more counter-cyclical
strategy introduces new challenges relating to the
governance of the Fund. The Council has taken
the view that greater transparency and more infor-
mation about the Fund’s risk will be important,
and that a development towards more detailed
reporting is to be preferred over a series of new
restrictions in Norges Bank’s mandate.

The Strategy Council has stated that the cur-
rent division of labour between the ministry and
Norges Bank is commendably clear, but that a
decision-making vacuum arises when there is a
need for changes to the Fund’s composition as a
result of a desire to increase or reduce risk in spe-
cial situations. The Council has argued that the
current management system is not adapted to
such adjustments, and that an advisory invest-
ment committee (Investment Advisory Board),
could be a possible solution in this regard. The
Council wrote:

«As one specific task, the IAB could regularly
judge whether to accept or overrule the asset
allocation weights a contrarian rebalancing
regime would imply. This board might include
members of the Ministry’s asset management
department, members from NBIM, Norges
Bank or its board, and experts with relevant
academic or market experience.»
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The Council wrote that what it views as a decision-
making vacuum may be the result of the fact that
the management of the GPFG is divided between
two institutions, where the ministry is the princi-
pal and Norges Bank is the agent. The Strategy
Council pointed out that the management of other
state-owned investment funds, such as GIC in Sin-
gapore and the New Zealand Superannuation
Fund, are organised such that one institution is
responsible for both the long-term strategy and
operational management.

Both Norges Bank’s letter and the report of
the Strategy Council argue that a wider exploita-
tion of the Fund’s distinctive characteristics is
conditional on greater delegation to Norges Bank
of investment decisions that affect the Fund’s
overall composition and results. The proposals
regarding investments in less liquid assets and
greater time-varying exposure to markets and
market segments are conditional on managers
being given greater authority to make investment
decisions that can affect the Fund’s total risk and
return.

The question of the degree of delegation from
the ministry to Norges Bank was discussed in
Report to the Storting 10 (2009-2010), which
pointed out that, thus far, the degree of delegation
in the GPFG had been small compared with other
international funds. Most comparable funds have
investment mandates that task managers with
maximising revenue within more or less defined
risk boundaries, albeit without providing, for
example, clear instructions for the distribution of
the investments among different asset classes, or
precise specification of benchmarks. State-owned
reserve or pension funds are often subject to a
requirement regarding the real return over time.
The owners of the capital in these funds have
thus, to a much greater degree than in the
GPFG’s case, delegated the definition of the
investment strategy to the managers.

However, the experience gained during the
financial crisis underlines the importance of
ensuring that there is solid political support for
decisions about the total risk of the Fund, and that
there is broad-based support for the long-term
strategy of the Fund.

The rules for the management of the GPFG
should reflect an overall strategy in line with the
preferences of the political authorities. For some
asset classes and strategies, such as real estate
and any counter-cyclical strategies, there will be
no investable benchmarks. It will therefore be
impossible to distinguish between the overarch-
ing strategic choices and the decisions relating to

operational implementation in the same manner
as for listed equities and fixed-income instru-
ments. Such investments require a different divi-
sion of labour between the principal and the man-
ager, with a greater degree of delegation. At the
same time, increased delegation may make it
more difficult to secure political support for the
Fund’s strategy in the same way as for the choice
of equity portion. In that case, the Fund’s ability to
maintain the long-term strategy during periods of
unrest may be reduced.

In the Ministry’s view, the recommendation of
the Strategy Council regarding an investment
committee could result in unclear divisions of
responsibility. For example, it is difficult to see
how responsibility could be delimited between a
committee of this kind and Norges Bank’s execu-
tive board. If the individuals from the Ministry
were to be representatives on a committee that
advises the Ministry of Finance, this would create
confusion as to the Ministry’s role.

Moreover, experience has shown that the
long-term investment strategy and the Bank’s
active management to a varying degree have been
solidly anchored politically. Correspondingly, it
may be difficult to secure broad-based political
support for the decisions taken by an investment
committee. The Ministry will therefore not con-
sider this alternative further.

2.2.8 Reporton the effects of climate change
on the capital markets

In the autumn of 2009, the Ministry engaged the
consultancy company Mercer to conduct a study
of the long-term consequences of climate change
for global asset markets and the GPFG’s portfolio.
Thirteen other large institutional investors in
Europe, North America, Asia and Australia joined
the project.

Mercer cooperated closely with the Grantham
Research Institute on Climate Change and the
Environment at the London School of Economics.
(The institute is chaired by Professor Lord Stern,
author of the Stern report.) Other cooperation
partners included the International Finance Cor-
poration in Washington D.C. (associated with the
World Bank), the company Carbon Trust in Lon-
don, and a selection of experts on environmental
economics from, among others, the private sector
and academia.

The report on the consequences for global
asset markets was published in London on 15 feb-
ruary 2011. As part of the project, Mercer is con-
tinuing to work on more tailored reports for each
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fund. The tailored GPFG report is expected to be
available later this year.

The report analyses how climate change and
the response of the authorities to climatic changes
may affect returns on the global asset markets
during the period to 2030. The report is based on
the Stern report’s analyses regarding how climate
change may affect the development of global GDP.

The analysis is based on four different climate-
change scenarios and the reactions of the authori-
ties to these.

The scenarios range from «Stern Action», in
which all states introduce effective, coordinated
measures to counter emissions, to «Climate
Breakdown», in which global warming increases
without political intervention by the authorities.
Two intermediate scenarios are «Regional Diver-
gence», in which only some states introduce effec-
tive measures to counter emissions, and «Delayed
Action», which is characterised by few political
measures in the first 10 years but drastic, global
measures during the next 10-year period as a
result of accelerating global warming.

The report concludes that, in all scenarios, the
expected macroeconomic consequences of cli-
mate change are small during the period to 2030.
This also reflects the main results of the Stern
report.

Mercer then identifies three underlying fac-
tors which represent investor risk in all four sce-
narios: technological restructuring («T »), physi-
cal damage caused by global warming («I» for
«impacts») and policy measures («P», primarily
carbon pricing).

Mercer takes the view that these risk factors
will gradually be priced into the capital market, in
the same way as more traditional risk factors like
the term premium and the equity risk premium. If
true, it is reasonable to assume that different
asset classes will have different exposure to these
factors. Against this backdrop, Mercer conducted
an analysis of how climate change may affect vari-
ous investments. Figure 2.4 sums up the results
for the broad assets classes in which the GPFG
has invested.

In short, Mercer concluded that the global
equity market appears to have low sensitivity to
the TIP factors, although the «Delayed Action»
scenario appears weakly negative, particularly
due to unpredictable and dramatic shifts in cli-
mate policy, while the «Stern Action» scenario is
weakly positive, primarily due to technological
breakthroughs. Emerging equity markets are
somewhat more sensitive to the TIP factors than
markets in industrialised countries.

In analyses of different sectors, investments in
climate-friendly technology appear, naturally
enough, to be extremely sensitive. All of the sce-
narios except for «Climate Breakdown» are posi-
tive for this sector.

In general, it appears that the global fixed-
income market has low sensitivity to the TIP fac-
tors, although corporate bonds, like shares, would
be subject to a weak negative effect in the
«Delayed Action» scenario and a weak positive
effect in the «Stern Action» scenario. Emerging
markets are again an exception, featuring moder-
ate vulnerability in the various scenarios regard-
ing developments in the period to 2030.

The real estate market is sensitive to the TIP
factors. The primary reason for this is that prop-
erty investments are sensitive to unpredictable
policy measures, such as changes in public regu-
lations relating to, for example, energy efficiency.

Infrastructure investments are also sensitive
to the TIP factors, in the same way as the property
market. Infrastructure in the renewable-energy
sector is particularly sensitive, and is affected pos-
itively in all of the scenarios, with the exception of
the «Climate Breakdown» scenario, which is nega-
tive.

The report pointed out that there may be
regional differences. Investments in different
countries and regions may be more or less sensi-
tive.

A recurring theme in the report is that global
warming will lead to increased uncertainty about
expected return. The report recommended that
investors track the development of this systematic
risk closely, take it into account in determining
asset allocations and, if relevant, increase expo-
sure to certain asset classes which may benefit
from the TIP factors and/or protect against down-
side risk. Moreover, the report recommended dia-
logue with the authorities, companies and manag-
ers in order to lessen uncertainty in the long run,
if possible.

The report analysed the effects of climate
change in the long term. It provides no basis for
believing that climate change will have dramatic
effects on growth in the global economy or infla-
tion in the period to 2030. The expected effects on
returns on the global asset markets also appear
moderate for this timeframe. These results must
be regarded in the light of the fact that the eco-
nomic effects of climate change are expected to
be greatest in the period after 2050. In principle,
analyses with a longer timeframe could be useful.
However, great uncertainty is naturally associated
with developments so far ahead.
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Sensitivity to climate scenarios
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Figure 2.4 Calculated sensitivity to various climate scenarios

Source: Mercer (2011)

The Mercer report pointed out that the cli-
mate risk of a portfolio can be reduced by increas-
ing certain types of investment, including in real
estate. For a large fund like the GPFG, it would be
impossible to invest large parts of the Fund in
these parts of the market, which are relatively
small in relation to the markets in which the Fund
invests otherwise.

This is the first time that large institutional
investors have come together to analyse the long-
term consequences of climate change on global

capital markets. In the Ministry’s view, the report
is useful, as it systematically analyses a topic
which may be important for the Fund in the long
term. The Ministry will study Mercer’s report
closely, but its preliminary conclusion is that the
report on its own does not indicate a need for
material changes in the GPFG’s investment strat-
egy in the next few years.

The report pointed out that climate change is a
risk that all long-term investors should take into
account when formulating their investment strate-
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gies. In the years ahead, the Ministry will con-
tinue to focus on climate risk and other structural
risk factors which may affect the GPFG’s
expected return and risk. The international coop-
eration on which this report is based may provide
a good starting point for future studies. The Min-
istry will also submit to the Storing an evaluation
of the separate Mercer report on the climate risk
associated with the GPFG’s investments, which is
expected to be available later this year.

2.3 Private investments

2.3.1 Introduction

Private investments are investments in assets that
are not traded in regulated markets. Such assets
represent a significant proportion of value cre-
ation in the economy. In recent years, institutional
investors have increased their exposure to asset
classes other than listed equities and fixed-income
instruments, such as property, private equity and
infrastructure. CEM Benchmarking has devel-
oped a comparison group for SPU, consisting of
19 of the world’s largest pension funds. At the end
of 2009, the average strategic allocation to asset
classes other than listed equities and fixed-income
instruments was 16 percent of total capital. The
highest allocations were made to private property,
private equity and infrastructure, which respec-
tively totalled 6 percent, 5 percent and 2 percent of
total capital. By expanding the range of invest-
ments to include such alternative assets, investors
wish to improve the trade off between expected
returns and risk.

In the markets for listed assets, which are
characterised by low transaction costs and high
liquidity, efficient competition will normally
ensure that all relevant information is rapidly
reflected in asset prices. In such well-functioning
(efficient) markets, it will normally be extremely
difficult for investors to establish advantages. As
in listed markets, the large private markets, like
property, private equity and infrastructure, will
also be characterized by a high degree of competi-
tion, but more resources will have to be expended
to collect investmentrelated information, make
the investments and manage them. These factors
make private investments challenging, but at the
same time provide a better basis for investors to
build up advantages that during certain periods
that can improve the trade off between risk and
returns.

There are no investable benchmarks in the
markets for private investments, making it impos-

sible to conduct passive benchmark management.
The operational challenges mean that many insti-
tutional investors use external managers, primar-
ily fund-like structures. One challenge associated
with such management is establishing manager
contracts that ensure that the investor’s and the
manager’s interests are as aligned as possible. A
key element is the distribution of profits between
the manager and the investor. In general, the
investor contributes only with long-term capital,
while the profits are generated by the fund man-
ager. The challenge for the investor is to secure
adequate compensation for the risk and a share of
any additional profits. The distribution will depend
on the balance of power between the parties,
which among other things is influenced by the
supply of and demand for such management ser-
vices and the market’s return requirements for
long-term capital. Historical return figures for pri-
vate equity funds indicate that the average man-
ager has received too large a share of the profits,
meaning that investors have not been sufficiently
compensated for the risk associated with their
investments.

Analyses of private investments seems to indi-
cate that large institutional investors may be more
suited to developing advantages that secure lower
costs and higher returns than small investors.
Larger funds appear to have better opportunities
to follow up on and assess fund managers, and
therefore invest in better funds. Large funds also
appear to have more internal management, which
is considerably cheaper than external manage-
ment, and at the same time to pay lower fees to
external managers. These economies of scale also
apply in the case of listed investments, but since
private investments are normally associated with
higher management costs, they are of much
greater significance in relation to net returns on
private investments. Even though significant
economies of scale exist, several markets have
capacity limitations that limit the potential for
large investors to exploit these economies of
scale.

Private markets are characterised by high
transaction costs and low liquidity. This means
that investors will expect compensation in the
form of a liquidity premium. As liquidity in private
markets varies over time, uncertainty is created
about future transaction costs. Liquidity also
affects the price level of assets, and liquidity
changes may therefore affect pricing. Both of
these matters comprise additional risk for inves-
tors. Activity levels and prices in private markets
will also be linked to access to and the price of
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credit, as investments in property, infrastructure
and by buyout funds are often made with the use
of a significant leverage. Varying liquidity condi-
tions in the credit markets may therefore create
fluctuations in the value of such assets. Investors
with long investment horizons, a substantial
capacity for holding on to investments with low
liquidity, and low management costs may be well
suited to reaping such a liquidity premium.

A general problem in evaluations of the mar-
kets for private investments is that access to his-
torical return figures is limited. This can make it
difficult to draw robust conclusions about
expected returns and risk.

2.3.2 Real estate investments

SPU’s first private real estate investment was
signed on 13 january 2011, and will give the Fund
25 percent of the revenues from The Crown
Estate’s portfolio of properties in Regent Street in
London. This real estate investment is discussed
in more detail in Norges Bank’s 2010 annual
report on the management of SPU.

The ministry laid down guidelines for invest-
ment in real estate on 1 March 2010; see Report to
the Storting 10 (2009-2010). The guidelines have
subsequently been incorporated into the overall
mandate of Norges Bank which came into force
on 1 january 2011; see discussion in chapter 5.

The mandate specifies that Norges Bank is to
invest up to 5 percent of SPU’s capital in a sepa-
rate real estate portfolio, to be achieved by reduc-
ing investments in the bond portfolio correspond-
ingly. As described in Report to the Storting 10
(2009-2010), building up a real estate portfolio
amounting to 5 percent of the Fund’s capital is
expected to take several years. In addition, the
portfolio is expected to be concentrated on a few
selected real estate markets initially.

Uncertainty about legal and tax-related mat-
ters means that investments in the real estate
portfolio have so far been limited to countries in
Europe. Both the Ministry and Norges Bank are
working to clarify tax-related and legal matters in
Asia, Oceania and America. The Ministry aims to
expand the strategic distribution of countries as
new countries are deemed appropriate for inclu-
sion.

Norges Bank will face higher management
costs in connection with the real estate invest-
ments than in connection with the Fund’s listed
investments. This is because managing private
investments generally requires more resources
than managing listed investments. The manage-

ment costs will also be affected by Norges Bank’s
initial focus on building up expertise and systems
for making large investments in future. Real estate
investments also involve significant transaction
costs.

Cost figures from CEM Benchmarking show
that the management costs associated with real
estate investment by comparable institutional
investors vary greatly, from 0.04 percent to 2.7
percent of managed capital. Several factors influ-
ence the cost level. For example, external man-
agement through real estate funds is considerably
more expensive than internal management. Fig-
ures from CEM Benchmarking also show that
large funds employ more cost-effective manage-
ment than smaller funds. However, the manage-
ment costs cannot be assessed independently of
the management strategy, as the choice of man-
agement strategy will be significant for the
expected return. The Ministry will base its evalua-
tion of the real estate results on both cost and
returns data for comparable funds. The rules for
the real estate portfolio permit Norges Bank to
invest in real estate using different instruments
and company structures. Norges Bank’s choice
may vary from country to country, and from
investment to investment, and will depend, among
other things, on legal and tax-related factors.

Like SPU, many international institutional
investors, like pension funds and insurance com-
panies, are exempt from tax in their home coun-
tries. In order for the institutional investors to be
able to enjoy this benefit, private real estate funds
and companies are often established in jurisdic-
tions with tax regimes that allow most of the prof-
its to be taxable in the investors’ home countries;
see Report to the Storting no. 16 (2007-2008). For
example, to secure legal and tax-related benefits,
Norges Bank has established subsidiaries in Eng-
land for the real estate investment in Regent
Street. In the case of real estate investments in
Europe, it is also common practice to set up com-
pany structures in countries other than those in
which the properties lie. Luxembourg is one
example of a country in which many real estate
investors establish subsidiaries. As discussed in
Report to the Storting 10 (2009-2010), the Minis-
try’s property investment guidelines require pri-
vate companies and funds to be established in an
OECD country, in a country with which Norway
has concluded a tax treaty, or in some other coun-
try from which Norway can request tax informa-
tion pursuant to some other international agree-
ment.
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2.3.3 Private equity and infrastructure
Introduction

After property, private equity and infrastructure
investments are the largest private asset classes.
Both comparisons with other funds and SPU’s
long time horizon and size make it natural to con-
sider including such investments in the Fund.

Institutional investors have primarily invested
in private equity to increase the return beyond the
return achievable on investments in listed shares.
Investors expect higher returns as compensation
for the low liquidity, uncertain cash flow and long
time horizon associated with such investments.
Moreover, several investors believe that they have
special advantages in the management of private
equity, and that they are able to exploit these to
improve returns. Several of these factors are also
emphasised in the case of infrastructure invest-
ments, but infrastructure is often assumed also to
have diversification properties and a more stable
cash flow, which can offer opportunities for pro-
tection against inflation.

Most large institutional funds invest in private
equity through fund-like structures. Private equity
funds can be roughly divided into two main cate-
gories: venture capital funds, which invest in rela-
tively new businesses with a potential for rapid
growth, and buyout funds, which purchase con-
trol of companies in order to restructure them and
improve earnings. Buyout funds normally have a
high level of debt on their company investments,
to increase the profit potential. Such investments
in individual companies are highly resource-inten-
sive, and most comparable investors invest in pri-
vate equity through fund-like structures. In such a
model, it is the fund manager who is responsible
for investment choices and the follow-up of the
company investments. The fund managers will
charge the investors fees. The returns achieved
by the fund manager can vary considerably, mean-
ing that the choice of fund manager is particularly
important for an investor’s return. Buyout funds
account for a larger share of the total market for
private equity than private equity funds.

Corresponding fund structures are also com-
monly used for investments in infrastructure proj-
ects, such as electricity, gas and water supply, toll-
financed roads, airports and telecommunications.
Several factors, including high costs and high debt
levels, are therefore common to both private equity
and infrastructure. However, investments in
mature infrastructure projects may have several
similarities with property management. Some large
investors with experience of investment in property

have begun investing in infrastructure using more
cost-effective structures, such as direct investment.
One difference between investments in property
and investments in infrastructure is that it is more
common for a public authority to be the counter-
party in an infrastructure investment; another is
that there is greater exposure to regulatory risk.
Large investment needs in the infrastructure sec-
tor, combined with weak public finances in many
countries, implies that the need for private sector
financing is expected to grow in the years ahead.
The market for equity financing by long-term finan-
cial investors has been small to date, but is
expected to grow in future.

External advice

The Ministry has received three recommenda-
tions regarding private investments.

Norges Bank set out its assessments in its let-
ter to the Ministry of 6 July 2010, which was dis-
cussed in and included as an annex to the 2011
National Budget. Norges Bank has recommended
permitting investments in private equity and infra-
structure. Norges Bank wrote that investments in
private equity and infrastructure mean that we
exploit the Fund’s distinctive characteristics like a
large, long-term investor without ongoing liquid-
ity needs.

Norges Bank recommended that investments
in private equity should not be regarded as a sepa-
rate strategic allocation, but rather that invest-
ments in private equity should be included in the
range of options available in the operational man-
agement of the Fund’s equity investments and be
managed by means of a framework in Norges
Bank’s investment mandate.

The Bank pointed out that it is uncertain
whether investments in private equity have, on
average, achieved a higher return that listed
shares. In Norges Bank’s view, the Bank will be
able to build up an organisation that over time has
the expertise needed to identify and gain access to
investments with the best managers. Norges
Bank wrote that the Bank would then also be able
to invest together with selected managers,
thereby increasing the potential for returns.

At the Ministry’s request, the SPU Strategy
Council prepared a report on the long-term strat-
egy for SPU’s investments. The report, which was
presented on 26 October 2010, pointed out that
comparable funds have considerable private
investments, for example in infrastructure and pri-
vate equity. In the Council’s opinion, a certain
exposure to infrastructure could be useful, but it



2010-2011

Report No. 15 to the Storting 35

The Management of the Government Pension Fund in 2010

had reservations about private equity. In particu-
lar, it pointed out that the high external fees asso-
ciated with investments in private equity might
make it difficult for SPU to achieve an acceptable
return after costs.

In addition, the Ministry engaged Ludovic
Phalippou, a researcher at the University of
Oxford, to prepare a report on investments in pri-
vate equity funds. The base data for such analyses
is limited, and has several weaknesses. Neverthe-
less, the data which underpin the assessments in
Mr Phalippou’s report must be regarded as the
best available data on this type of investment. The
report showed that private equity has not pro-
duced greater returns than listed shares, after
costs. At the same time, investments in private
equity have involved a higher risk than the equity
market. Analyses of the returns of funds before
fees indicate that there is strong competition in
the markets in which private funds invest, and that
the funds’ total investments have not produced a
higher return than a share portfolio with a corre-
sponding risk profile.

The report pointed out that investors face sig-
nificant costs when investing in private equity, pri-
marily in the form of high fees paid to fund man-
agers. One weakness of the market’s established
practice is that the fees paid to fund managers are
not sufficiently linked to the performance of the
funds relative to return in the overall equity mar-
ket. The report pointed out that the high fees are
disproportionate to the average returns achieved
by the funds over and above the general return on
the equity market.

Further, the report pointed out that large,
long-term investors can achieve significant advan-
tages in the management of private equity. Large
investors that have built up expertise in this type
of management have better access to information
about the funds, and secure better terms. They
therefore generally invest in funds that produce
higher returns, and have lower costs than the
average investor. The report also pointed out that
a long-term investor like SPU may have opportu-
nities to increase returns by increasing the alloca-
tion to private equity during periods in which
future returns are expected to be high. Histori-
cally, such periods has occurred when funds
access to capital from investors have been
restricted. The secondary market for fund units
may also offer good investment opportunities, par-
ticularly during periods of unrest in the financial
markets. However, large investors face capacity
limitations, primarily related to the availability of
good funds.

Private equity funds are often strategic own-
ers, with control over the businesses in which
they invest. The report by Phalippou highlighted
that the exercise of strategic ownership often
exposes private equity funds to public criticism,
even though academic studies find little support
for suggestions that they manage their invest-
ments in a manner that is actually unfortunate for
or damaging to society. Despite the fact that inves-
tors in such funds normally have no influence
over the management of the Funds, SPU’s reputa-
tional risk may increase if it were to be associated
with fund managers’ exercise of ownership.

The reports of the Strategy Council 2010 and
Ludovic Phalippou have been published on the
Ministry’s website (www.government.no/gpf).

The Ministry’s assessments

Investments in private equity are associated with
higher risk than listed shares, and should there-
fore generate a higher return. Historical return
figures indicate that this has not been the case.
Very high external management costs are one
important reason for this. Even if SPU could
achieve profit and cost advantages compared to
smaller investors, the high cost level associated
with this type of investment means that it is still
uncertain whether the risk-adjusted return after
costs would be satisfactory.

There are no return figures for infrastructure
investments which are suitable for historical anal-
yses. The investments have primarily been made
via private equity funds. Various factors, such as
high costs and high debt levels, are therefore
common to both private equity and infrastructure.
However, the infrastructure market is developing,
and some large institutional investors have begun
investing through more cost-effective investment
forms. Such investments have clear similarities
with direct investment in private property.

Private investments are challenging, and
require different expertise to investments in listed
equities and fixed-income instruments. Such
investments will require a larger and more com-
plex management organisation. The Ministry and
Norges Bank are now, for the first time, building
up expertise on investments in the largest and
most developed private market, the real estate
market. In the Ministry’s view, it is desirable to
gain experience in this market first. The Ministry
is therefore not planning to permit investment in
private equity and infrastructure at this time.

Given SPU’s distinctive characteristics, it will
be natural to return to the question of private
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equity and infrastructure later. The markets for
private equity and infrastructure are developing.
A new review will be able to build on new research
results and more detailed assessments of what
can be achieved by exploiting the Fund’s size and
long-term nature. The experience which is now
being gained through investments in private prop-
erty investments will also be relevant.

2.4 Geographicdistribution and
exchange rate risk

SPU’s investments have a fixed distribution across
three regions: Europe, America/Africa and Asia/
Oceania. In each region, the investments are pri-
marily distributed among countries according to
the relative sizes of the securities markets. The
Fund’s geographic distribution implicitly deter-
mines the Fund’s currency distribution. The
regional weights are, respectively, 50, 35 and 15
percent for equities and 60, 35 and 5 percent for
fixed-income instruments. In other words, more
than half of the Fund’s capital is invested in
Europe. The regional weights are the result of
weighing up several considerations. One impor-
tant purpose of the high European proportion has
been to reduce the Fund’s exchange rate risk.

241

SPU’s capital reflects state saving. At the same
time, this capital is an important instrument of
national saving. The allocations to the Fund are
approximately in line with Norway’s export sur-
plus resulting from the production of oil and gas.
In a national perspective, the Fund’s role is to save
this surplus to finance future purchases of goods
and services which are produced internationally,
i.e. future imports. Accordingly, the aim for the
Fund’s investment strategy is to maximise the
Fund’s international purchasing power subject to
a moderate level of risk.

The goods and services which Norway will
import in the future may have a different distribu-
tion between countries and currencies than the
Fund capital. Changes to international exchange
rates will therefore affect how many goods and
services can be purchased with this capital. Key
questions for the formulation of the investment
strategy are to what extent the Fund’s interna-
tional purchasing power is exposed to such
exchange rate risk and, if it is, how the exchange
rate risk should best be dealt with.

Imports and exchange rate risk

In order to assess SPU’s exchange rate risk
from a national perspective, it is necessary to
know the origin of the goods and services Norway
imports. Norway imports a wide range of goods
and services from a large number of countries
worldwide. However, experience shows that a
large proportion comes from countries in the
immediate vicinity of the Nordic region, and from
Europe in general. As Norway imports most from
Europe, it has been natural to think that Norway
can protect the Fund’s purchasing power against
exchange rate fluctuations by also investing most
in European securities markets. This is reflected
in the current regional weights.

The future composition of imports to Norway
depends on many factors, including developments
in the international division of labour. It is difficult
to estimate these developments precisely. It
nevertheless seems reasonable to assume that
Norway will in the future continue to import on a
large scale from European countries, while an
increasing proportion of imports is likely to come
from emerging economies. Norway’s future trade
pattern is discussed in more detail in box 2.6.

2.4.2

Exchange rates fluctuate significantly in the short
term, and often in a manner that may appear ran-
dom. Over time, however, there are some pat-
terns. The Fund’s long horizon and regular with-
drawals under the fiscal policy guideline mean
that it is the long-term currency trend that will be
most significant for the Fund’s total international
purchasing power. In order to assess the Fund’s
exchange rate risk, therefore, it is necessary to
study rate trends over time.

Research indicates the existence of stable,
long-term equilibrium levels which rates tend
towards. Long-term equilibrium rates are charac-
terised by a situation in which a broad set of inter-
nationally traded goods costs the same when con-
verted to a common currency, regardless of the
country in which the goods are manufactured and
the currency in which the goods are initially
priced. This is referred to as international pur-
chasing power parity. If goods cost the same in
any event, it is irrelevant where the goods are
bought, and there is thus no exchange rate risk.
The size of the deviations from international pur-
chasing power parity, and how long they last, are
therefore key questions in assessing the Fund’s
exchange rate risk.

Figure 2.7 shows the real exchange rate bet-
ween the British pound and the US dollar (.e. the

International purchasing power parity
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Box 2.6 Norway's future trade pattern

Figure 2.5.A shows imports of traditional goods
to Norway, distributed among the largest coun-
tries and currency areas (the Euro area), in the
period 1980 to present. The figure shows that
around 35 to 40 percent of imports come from
countries which are now part of the Euro area.

Some 20 percent of imports come from Sweden

and Denmark, while a little over 5 percent come

from the United Kingdom. The total European
proportion has been relatively stable throughout
the period, at around 70 percent.

Figure 2.5.A, which shows the historical
composition of imports, may also provide an
indication of the composition of future imports
to Norway. However, estimates based on histori-
cal imports must be interpreted with caution:

— SPU’s investments are made with a very long
time horizon. Accordingly, it is primarily Nor-
way’s long-term import pattern which is rele-
vant in the assessment of the Fund’s cur-

rency risk. In the long term, the international
division of labour is likely to alter significan-
tly, and the composition of future imports is
therefore not obvious. One example of this is
China’s entry into global trade. During the
last 10 years, China’s share of imports has
increased from 3 percent to 8 percent. This
reflects the strong growth in China’s share of
the world’s total gross products; see figure
2.6. Considerable uncertainty attaches to the
question of which individual countries will in
fact succeed in achieving lasting higher
growth, and to what degree they will be inte-
grated into the international exchange of
goods. There are nevertheless grounds for
expecting emerging economies as a group to
experience higher economic growth than
developed economies in the years ahead, and
thus over time also to account for a growing
share of Norwegian imports.
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Figure 2.5 Trade with traditional goods to and from Norway, distributed among the largest countries

and currency areas. Share in percent

D Figures for Estonia and Slovenia are not available for years prior to 1992. Figures for Slovakia are not available for years

prior to 1993.
2 Includes Hong Kong.
Source: Statistics Norway
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Box 2.6 (cont.)

— In foreign-trade statistics, the country of ori-
gin is the country in which a good is manufac-
tured or is given its present form. However,
many goods which are completed in Europe
incorporate a significant number of factor inp-
uts manufactured in other parts of the world.
Norway’s geographic location means that
countries in Europe are a natural stop along
the way for many goods. The statistics may
therefore easily give the impression that Nor-
way’s imports are manufactured in Europe to
a greater degree than is actually the case, and
thus lead to an over-estimation of the
exchange rate risk associated with Europe.
Research results indicate that this over-esti-
mation may amount to as much as 50 percent
in relation to imports from Sweden and Den-
mark, and 20 percent in relation to imports
from Germany.

— In the long term, the capital in the GPFG will
finance a persistent deficit in Norway’s for-
eign-trade current balance. The import of tra-
ditional goods is one important component of
the current balance, and exports are another.
In principle, it could be desirable to estimate
the currency composition of future net
imports, i.e. imports minus exports. Figure
2.5.B shows that the distribution of exports of
traditional goods from Norway is roughly
similar to the distribution of imports. Net

imports are therefore the difference between
two roughly equal large numbers, and this
increases the uncertainty of the estimates.

Distribution of world productive capacity
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Figure 2.6 Thedistribution of global production
capacity (purchasing power-adjusted gross
national product) among the largest countries
and currency areas. Annual figures 1980-2010.
Share in percent

D Figures for Slovenia are not available for the period prior

to 1992. Figures for Estonia and Slovakia are not available
for the period prior to 1993.

2 Includes Hong Kong.
Source: IMF

nominal exchange rate adjusted for the difference
between price trends in the United Kingdom and
the United States), over a period of more than 200
years. If international purchasing power parity
were continuously valid, the real exchange rate
would be constant, meaning that the development
of the nominal exchange rate would correspond
exactly to the difference between developments in
the prices of goods in the two countries. The flu-
ctuations in the figure show that there have been
long periods of large deviations from parity, and
that the deviations have varied considerably.
However, over time, it seems that the exchange
rate moves around a stable level that reflects inter-
national purchasing power parity. This means that
there is significantly less uncertainty about the
exchange-rate trend in the long term than in the
short term. There seems to be a tendency for cur-
rency risk to be erased over time.

The basis for expecting international purchas-
ing power parity to apply is the «law of one price»,
which states that similar products which are
traded internationally will have similar prices in
different countries (calculated in a common cur-
rency). If the price difference were disproportion-
ately large, the cheapest products would begin to
out-compete the most expensive. Over time, there
would be a trend towards price equalisation. The
larger the initial price difference, the stronger the
competition from the cheapest products, and the
stronger the price-equalisation trend. Interna-
tional purchasing power parity will continue to be
a reasonable approach as long as the law of one
price applies to a wide range of goods and ser-
vices which are traded internationally.

The Ministry asked Professor Lucio Sarno of
Cass Business School to sum up the empirical
basis for international purchasing power parity. In
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Real exchange rate in the long run
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Figure 2.7 The real exchange rate (adjusted using producer price developments) between the US dollar
and the British pound relative to the historical average (set equal to 1)

Source: Sarno and Passari (2011)

his report, which is available on the Ministry’s

website (www.government.no/gpf), Professor

Sarno pointed out that there is increasing support

among researchers for the view that international

purchasing power parity holds true over time.

This is particularly the case for goods and ser-

vices which are traded internationally. These

results are of great significance in assessing the

GPFG’s exchange rate risk:

— The investments are made with a very long time
horizon. If exchange rates tend to return to sta-
ble equilibrium levels, exchange rate risk will be
relatively smaller for long-term investors.

— Further, the fiscal policy guideline implies that
Norway will be able to make withdrawals from
the Fund every single year, forever. This means
that Norway is less vulnerable to exchange rates
at a particular time in the future, and that the
average level of exchange rates over longer peri-
ods will be more important for the Fund’s total
international purchasing power. International
purchasing power parity means that the
exchange rates can be expected, on average, to
be very close to their long-term equilibrium lev-
els over the Fund’s long time horizon.

— From a national perspective, the GPFG’s capital
reflects Norway’s total foreign trade surplus.
Accordingly, the capital will be used over time to
purchase goods and services which are pro-
duced internationally. In order to assess the

Fund’s currency risk, therefore, it is particularly
important that international purchasing power
parity holds true for such goods.

Even if purchasing power parity is valid over time,
the deviations from parity may be significant in
both the short and the medium term; see figure
2.7. For example, rapidly growing economies often
experience a prolonged strengthening of the real
exchange rate. The exchange rate risk of the Fund
is thus not zero. A question of material interest is
how much time may be expected to pass before
deviations from parity are reduced. In his report,
Professor Sarno pointed out that the tendency to
return to parity depends on the size of the devia-
tion, and that large deviations appear to be reduced
more quickly than previously assumed. This helps
to reduce the exchange rate risk of the Fund even
further.

2.4.3 Frameworks for geographic
distribution

Simple weighting principles

SPU’s investment strategy seeks to maximise the
Fund’s international purchasing power while
assuming moderate risk. Ignoring exchange rate
risk, geographical distribution according to mar-
ket values is a natural starting point, partly
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because the Fund’s size indicates that Norway
should invest most in the largest markets, and
partly because the market weights in traditional
financial theory express the best balance between
expected returns and risk.

Market weights are particularly relevant in
relation to the Fund’s equity portfolio, which
largely comprises ownership interests in compa-
nies with operations in many countries. Accord-
ingly, it is less meaningful to assign a geographi-
cal association or currency to the companies on
the basis of the location of their head office, or
where they are listed.

Market weights may be less suited to govern-
ment bonds. The total supply of such bonds is
very strongly affected by the borrowing needs of
large individual states. Market weights will there-
fore mean high exposure to countries with high
debt, and will not necessarily ensure good spread-
ing of risk. An alternative to market weights is
GDP weights, not least because larger economies
will generally have a greater ability to repay debt.
On the other hand, a state’s repayment ability is
not dependent solely on the size of the country’s
economy, but also on the amount of debt the state
has. The long-term strategy for the Fund’s fixed-
income instrument portfolio is discussed in more
detail in chapter 2.5 of this report.

Today, more than half of the GPFG’s capital is
invested in Europe. If the Fund’s exchange rate
risk is less than previously assumed, and rela-
tively small in any event, there no longer appears
to be a basis for such a strong concentration of the
investments in Europe. Global securities markets
and production capacity are increasingly located
in other parts of the world than Europe. Both the
principle of market weights and the principle of
GDP weights indicate that the proportion invested
in Europe should be reduced over time, in favour
of greater proportions in the rest of world.

Other considerations

In practice, simple weighting principles (such as
market weights or GDP weights), are unlikely to
cover all relevant considerations necessary to
ensure that the geographic distribution maxi-
mises the Fund’s international purchasing power
subject to a moderate level of risk. Important con-
siderations are linked to the financial markets in
which the Fund operates. These include:

— Investability. Not all types of investment are
available to international investors. Several
countries have limitations on the scope of for-
eign ownership.

— Concentration risk. It is desirable to avoid
excessive exposure to individual issuers or
individual markets. For example, the US equity
market alone accounts for around half of the
market value of all equity markets in the world.

— Expectations regarding returns and risk in diffe-
rent markets. Some investments are difficult to
justify on the basis of expected returns. For
example, Japanese treasury bonds bear an inte-
rest rate close to zero, but will nevertheless
account for a considerable proportion of both a
market-weighted portfolio and a GDP-
weighted portfolio.

The Fund’s distinctive characteristics are also rel-
evant to the choice of geographic distribution.
The investments in the Fund are becoming a sig-
nificant part of Norway’s national wealth, along
with domestic real capital and domestic human
capital. In principle, the various parts of the
national wealth should be managed together, even
though this is difficult to implement consistently
in practice. In isolation, the consideration of the
Fund’s role in the Norwegian economy speaks for
locating the investments in countries which,
broadly speaking, are different from Norway. This
may indicate that Norway should increase the
proportion of investments in countries located far
from Norway, which have a different business
structure or a different level of development.

More about investments in emerging markets

A different approach to the current system of
regional weights is to group recipient countries of
the Fund’s investments by their degree of eco-
nomic development, for example by differentiat-
ing between developed and emerging economies
and their markets. Investments in these markets
help to spread risk between different countries.

They also offer an opportunity to reap risk premi-

ums. Expanded and increased exposure to emerg-

ing markets has therefore been a natural part of
the development of the Fund’s investment strat-
egy. The GPFG’s investments in emerging mar-

kets are discussed in more detail in box 2.7.
There are several reasons why investments in

emerging markets will gradually account for an

increasing proportion of the GPFG’s total share
portfolio:

— It is natural for the scope of the GPFG’s invest-
ments to be affected by the size of the equity
markets. In the years to come, the equity mar-
kets in emerging economies are expected to
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Box 2.7 The GPFG’s investments in emerging markets

Emerging markets were first included in the
GPFG’s benchmark for equities in 2000. The
number of emerging markets was expanded
moderately in 2004. In 2007, the Ministry con-
ducted a wideranging review of emerging
equity markets; see Report to the Storting no. 16
(2007-2008), which resulted in a considerable
increase in the number of emerging markets in
2008. Together with the increase in the Fund’s
size, this expansion has resulted in strong
growth in the GPFG’s investments in emerging
markets in recent years, to almost NOK 200 bil-
lion at the end of 2010; see figure 2.8. Today, the
investments in emerging markets comprise
around 10 percent of all the shares owned by the
Fund, which accords approximately with the
proportion of global equity markets accounted
for by these markets.

The GPFG’s benchmark includes the listed
equity markets in all countries which the index
provider FTSE classifies as emerging
(«advanced emerging markets» and «second-
ary emerging markets »). At the end of 2010,
this category comprised Brazil, Hungary, Mex-
ico, Poland, South Africa, Taiwan, Chile, China,
Colombia, the Czech Republic, Egypt, India,
Indonesia, Malaysia, Morocco, Pakistan, Peru,
the Philippines, Russia, Thailand, Turkey and
the United Arab Emirates.

Investments in emerging markets often
involve a higher risk than investments in devel-
oped markets. This is partly due to higher coun-
try-specific risk (linked, for example, to politi-
cally instability), and partly to the fact that
emerging markets are generally more sensitive
to global economic trends. Increased risk means
that returns may be both materially higher and
materially lower than returns in more developed
markets. Financial theory states that investors
are compensated for the systematic part of this
risk in the form of higher expected returns over
time.

In the years ahead, economic growth is
expected to be higher (and in some cases signi-
ficantly higher), in emerging economies than in
developed economies. However, higher expec-
ted economic growth does not in itself provide a
basis for expecting higher returns on equity
investments in emerging markets. It must be
assumed that all investors are well aware of the
growth prospects, and that expectations of high
growth are already reflected in current share

prices to a significant degree. Historical analy-
ses carried out by Professors Dimson, marsh
and Staunton at London Business School show
that historical economic growth cannot be used
to predict which markets will produce a high
return.

However, when economic growth is higher
than expected, it can produce especially high
returns on equity investments. During the last
10 years, emerging markets have produced a
significantly higher return than the return
achieved by global equity markets as a whole.
This is apparent from figure 2.9, which shows
equity returns in emerging markets and for the
world as a whole in the period since the launch
of the Fund. The high returns must be consid-
ered in conjunction with the fact that these coun-
tries succeeded in achieving very strong eco-
nomic growth during this period, and presum-
ably higher growth than was priced into the
market at the beginning of the period. At the
same time, the figure shows that returns in
these markets have fluctuated considerably. The
fluctuations during the financial crisis were
much larger in the case of emerging markets
than developed markets. If the GPFG had held
much larger investments in emerging markets,
the drop in the value of the Fund’s portfolio
would also have been much larger in 2008 than
it ended up being.
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Figure 2.8 The GPFG’s investments in emerging
markets. NOK billion (left-hand axis) and percen-
tage share of the Fund’s equity portfolio (right-
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Source: Norges Bank, FTSE and the Ministry of Finance
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Box 2.7 (cont.)

Many emerging economies are now expres-
sing concern that the influx of capital will
become too large, carrying a risk of «over-
heating» and «bubbles» in the prices of financial
assets. As a result, some countries have also
introduced restrictions on capital inflows from
abroad. Looking forward, returns in emerging
markets may well be lower than in developed
markets. Figure 2.9 shows that this was also the
case during earlier periods.

Equity returns in emerging markets
and globally
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Figure 2.9 The development of MSCI’s indices
for emerging equity markets and for global
equity markets as a whole. Indices 1996 = 100

Source: MSCI

grow more rapidly than the markets in more
developed economies.

— The equity markets of more countries may sat-
isfy the emerging-market criteria of index pro-
vider FTSE, and thus be included in the Fund’s
benchmark.

— The proportion of emerging markets is smaller
in Europe than in the rest of the world. If the
proportion of the Fund invested in Europe is
reduced over time in favour of greater propor-
tions in the rest of the world, the result will be
an overall increase in the proportion invested
in emerging markets.

A relevant question is whether the proportion of
the Fund invested in emerging markets should
increase by more than the amount implied by the
development in the size of the markets, the inclu-
sion of new equity markets, and any reduction in
Europe’s weight in favour of other parts of the
world. Several factors may indicate that considera-
tion should be given to this:

— Investments in emerging markets present a
higher risk, but also offer a higher expected
return. The Fund may be able to bear this risk,
but it must be assessed by reference to alterna-
tive ways of increasing risk and expected

returns; see the discussion of exposure to sys-
tematic risk factors in chapters 2.1 and 2.2.

— Increased exposure to emerging markets may
contribute to a better ratio between expected
return and risk for the Fund.

The further development of the Fund’s invest-
ments in emerging markets should be undertaken
within the current framework for investments in
listed equities. Chapter 2.3 of this report discus-
ses the Ministry’s assessments regarding invest-
ments in private equity and infrastructure gene-
rally, based on developed markets. The conclu-
sion is that such investments should not be per-
mitted at this stage. The reasons for this include
increased management costs, the significant
uncertainty associated with expected risk-adjus-
ted returns, and the fact that it is desirable first to
gather experience based on the Fund’s invest-
ments in real estate.

Investments in emerging markets are chal-
lenging in themselves, and private investments in
these markets will be particularly challenging.
High financial and reputational risk indicates that
private investments in emerging markets should
only be undertaken once experience has been
gained of private investments in the more devel-
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oped markets. Accordingly, no separate invest-
ment programme focused on private investments
in emerging markets, as was highlighted for eval-
uation in Report to the Storting no. 20 (2008-
2009), will be established at this stage. However, if
and when private investments by the Fund are
permitted on a general basis, it will be natural to
consider a concurrent or gradual expansion to
less developed markets. This may take the form of
a separate investment programme.

2.4.4 The assessments of Norges Bank and
the Strategy Council

The assessments of Norges Bank

Norges Bank discussed the Fund’s currency com-
position in its letter to the Ministry of Finance 6
July 2010. The Bank pointed out that the the Fund’s
future obligations has been given some weight in
the determination of the currency composition of
the benchmark, and that the desired currency com-
position has been expressed through fixed regional
weights. Further, Norges Bank pointed out that the
regional weights have been amended several times
since the Fund was launched, and that diversifica-
tion has been given more weight as the Fund has
grown in size, while the currency composition of
future imports has been toned down. Norges Bank
took the view that there is probably reason to give
even less emphasis to the import factor in future.
The Bank referred, among other things, to the fact
that the Fund’s capital will be used over a long
period, and that deviations from purchasing power
parity, even over long periods, will therefore be less
important. The Bank also pointed out that the
development of the import pattern is associated
with great uncertainty, and that the global market
offers extensive substitution options as regards dif-
ferent suppliers of goods and services.

In Norges Bank’s view, consideration should
be given to whether it is sensible to maintain the
current structure with fixed regional weights. In
this connection, the Bank pointed out that there is
no clear connection between regions and curren-
cies, or between markets and currency exposure.
It referred, for example, to the fact that listed com-
panies will also have extensive operations in other
geographic areas than those in which they are
listed. This makes the real currency exposure of
equity investments difficult to discover. It is not
certain that the actual currency exposure
achieved in a country’s equity market corre-
sponds with the country’s currency.

Norges Bank wrote the following with regard
to the benchmark for equities:

«In our opinion, there is much to suggest that
the benchmark portfolio for equity invest-
ments should, in principle, be market-
weighted. A strategy formulated on the basis of
market value weights would ensure diversifica-
tion and gives broad exposure to ownership of
the production capacity that generates the sup-
ply of goods and services on the world market
and forms the basis for our future imports.»

In its letter to the Ministry of 18 March 2011,
Norges Bank elaborated further on the bench-
mark for the Fund’s fixed-income investments.
The letter is included as an enclosure to this
report. See also the detailed discussion in chapter
2.5. With respect to the geographical distribution
of the benchmark for government bonds, Norges
Bank wrote:

«A market-weighted index for the allocation to
government bonds means that the fund's expo-
sure to countries with growing government
debt will increase. A better approach may be
for the portfolio of government bonds to be
weighted on the basis of the production capac-
ity financing that debt.»

However, Norges Bank recommended that invest-
ments in fixed-income instruments issued by com-
panies should follow market weights. The Bank
wrote:

«There is no direct relationship between GDP
and companies' ability to service their debt.
Substantial structural differences between the
markets for corporate bonds in different cur-
rencies mean that GDP weights are not partic-
ularly appropriate. Generally available indices
for corporate bonds are based on a market
weighting principle.»

Norges Bank’s advice is to compose the bench-
mark for the Fund’s total investments in nominal
fixed-income instruments of a combination of a
GDP-weighted benchmark for government bonds
and a market-weighted benchmark for corporate
bonds; see the detailed discussion in chapter 2.5.
This will alter the current geographic distribution
and currency composition of the benchmark. In
this regard, Norges Bank wrote:
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«The biggest change relative to today's index is
a reduction in the level of euro in the strategic
benchmark index. Consideration could there-
fore be given to assigning European currencies
a special adjustment factor of around 2 during
a transitional period. This approach would
allow for the future introduction of currencies
that are not sufficiently investable today, and
limit the need for large portfolio adjustments in
the short term.»

The assessments of the Strategy Council

In 2010, the Ministry established a new Strategy
Council for the GPFG; see the discussion in chap-
ter 2.2. The Council’s report to the Ministry of 26
november 2010 also discussed the Fund’s
exchange rate risk. The Strategy Council adopted
the starting point that the GPFG can be regarded
as a long-term buffer fund which will enable Nor-
way to maintain a permanent deficit in the balance
of trade once the production of oil and gas ends.
The Council emphasised that the Fund’s long-
term nature gives it a greater ability to tolerate
exchange rate risk than short-term investors. The
Council wrote:

«If purchasing power parity [...] were to hold
reasonably well in the long run, expected
changes in relative prices would be offset by
opposite changes in exchange rates, eliminat-
ing or at least radically reducing the need to
manage exchange rate risk in the long run.
Empirical studies of [purchasing power parity]
from the 1990s typically give only weak support
for it, revealing large deviations and a slow rate
of convergence to parity: a half-life of three to
five years. However, more recent results based
on a deeper understanding of the power of the
statistical methods used, as well as using differ-
ent research designs, give more confidence to
a convergence in line with the [purchasing
power parity], especially when larger devia-
tions and [internationally] tradable goods are
concerned (see Ilmanen, 2011). [Dimson,
marsh and Staunton] (2010) report that, for 19
equity markets over the period 1900-2010,
deviations from [purchasing power parity]
were small compared to cross-country varia-
tion in equity or fixed-income instrument mar-
ket performance. This suggests that, from a
long term perspective, hedging the Fund’s
exchange rate exposure is of lesser impor-
tance.»

Purchasing power and exchange
rate risk in the long run
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Figure 2.10 Purchasing power development of
equity investments in the US and UK, measured in
American or British consumer goods. Indices 1899
=100

Accumulated total return deflated using consumer price indi-
ces.

Source: Elroy Dimson, Paul Marsh and Mike Staunton (2002),
Triumph of the Optimists: 101 Years of Global Investment
Returns, Princeton University Press, and Morningstar.

Figure 2.10 illustrates the study of Professors
Dimson, Marsh and Staunton to which the Stra-
tegy Council referred. The figure shows that the
development of the real purchasing power of an
equity investment in the United Kingdom has,
over time, been the same regardless of whether it
is measured in terms of British or American
goods. The difference between the two, which is a
measure of deviations from international purcha-
sing power parity, comprises the exchange rate
risk of the investment. By comparison, the diffe-
rence between the returns in the US and UK
equity markets has been significant. From a long-
term perspective, it therefore appears more
important to spread risk by investing in more
countries than to avoid exchange rate risk.

The Strategy Council also discussed the ques-
tion of shortterm currency hedging, i.e. hedging
against temporary deviations from international
purchasing power parity. The Council pointed out
a number of important problems relating to the
Fund’s ability to achieve effective short-term cur-
rency hedging. It highlighted, among other
things, the fact that the hedging need is difficult to
estimate, as both the Fund’s current currency
exposure and the target (optimal currency
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exposure) are difficult to define. This makes the
advantages of currency hedging uncertain. The
Council pointed out that the advantages of any
currency hedging must be assessed by reference
to the increased costs and the additional risk
involved, such as, for example, increased counter-
party risk linked to currency hedging agre-
ements. The Council concluded that:

«The best, and simplest, solution may be to
invest in weights close to market capitalization
or, perhaps, GDP-based weights.»

2.4.5 The Fund’s international reference
currency

Formally, the GPFG is the name of an account
with Norges Bank held by the Ministry of
Finance. The account balance is set as equal to the
value in kroner of Norges Bank’s GPFG invest-
ment portfolio. The account is included in the cen-
tral government accounts, and the investment
portfolio accounts form an integral part of Norges
Bank’s accounts. Both of these sets of accounts
are kept in Norwegian kroner.

However, the value in kroner of the Fund is
not a suitable measure of the Fund’s international
purchasing power. The number of goods and ser-
vices that may be imported for the value of the
Fund is only dependent on the foreign exchange
reserves of the Fund, and not on the value of the
Fund in Norwegian kroner. Accordingly, it is
important to use an international currency unit to
measure the development of the Fund’s interna-
tional value, both for the reporting of achieved
results and for decisions regarding the Fund’s
investment strategy.

Current practice is to calculate the develop-
ment of the Fund’s international purchasing
power using a basket of currencies corresponding
to the currency composition of the Fund’s bench-
mark. In principle, it could be desirable for the
measurement of the Fund’s international purchas-
ing power to be established on an independent
basis. Some obvious alternative currency baskets
are:

— abasket based on import weights;

— abasket based on GDP weights; or

— a basket equal to the composition of the Inter-
national Monetary Fund’s special drawing
rights (SDRs).

As the Fund, from a national perspective, is to
finance the purchase of goods and services which
are produced internationally, it might be desirable

to use a measure of purchasing power that is
based on Norway’s future import patterns; see the
discussion in section 2.4.1 and box 2.6 above.
However, it is difficult to estimate this pattern pre-
cisely, so any measure will be an approximation.

Moreover, there is no established general
measure of international purchasing power parity.
While it is true that SDRs are a well-established
international currency unit, the composition of the
unit reflects that it is supposed to serve as a
reserve currency for the world’s central banks.
With their current composition, SDRs therefore
appear to be a rather narrow measure of the
GPFG’s international purchasing power.

As the GPFG’s actual portfolio is relatively
similar to the benchmark, the current practice
means that the Fund’s actual currency composi-
tion will normally be relatively similar to the cur-
rency composition of the Fund’s reference cur-
rency. If a reference currency was chosen that is
materially different, it would mean increased
measured risk, even if the actual composition of
the investments remained unchanged, i.e. if there
was unaltered actual risk. A difference of this kind
in measured risk is due to the fact that currency
movements affect the value of the investments
stated in the reference currency. If international
purchasing power parity holds true over time,
exchange rate risk will be erased over time. Shift-
ing the reference currency from the current sys-
tem might therefore easily give the impression
that the risk of the Fund is greater than what is
felt appropriate for a long-term investor like the
GPFG.

2.4.6 The assessments of the Ministry

The GPFG’s investments are made with a very
long time horizon. The fiscal policy guideline
implies that Norway will be able to make with-
drawals from the Fund every single year, forever.
Over such a long period, exchange rates may be
expected to be, on average, close to their long-
term equilibrium levels.

The Fund is exposed to many different risk
factors, and exchange rate risk is one of them.
The Fund’s equity portion of 60 percent entails a
significant exposure to market risk in global
equity markets. From this perspective, the
GPFG’s exchange rate risk is relatively small, in
the sense that exchange rate risk will be less
important for the Fund’s total risk over time.

In the Ministry’s view, a new review of relevant
research indicates that the GPFG’s exchange rate
risk is smaller than previously assumed, and rela-
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tively small in any event. Accordingly, there no
longer appears to be a basis for as strong a con-
centration of the investments in Europe as the
Fund features at present. Global production
capacity and global securities markets are increas-
ingly located in other parts of the world. Over
time, therefore, the proportion of the Fund that is
invested in Europe should be reduced in favour of
greater proportions in the rest of the world.

Such changes to the Fund’s geographical com-
position must be implemented over time. Large,
abrupt shifts in the composition of the Fund’s
investments are not relevant. The expected
inflows into the Fund in the years ahead mean that
a large proportion of the changes can be made
through the choice of new investments, i.e. with-
out sales.

As the proportion of emerging markets is
smaller in Europe than in the rest of the world, a
redistribution from Europe to the rest of the world
would mean an overall increase in the proportion
of the Fund which is invested in emerging mar-
kets. Other trends also support the proposition
that investments in emerging markets may gradu-
ally account for an ever-larger proportion of the
GPFG’s total equity portfolio. The Ministry is of
the opinion that several factors provide grounds
for considering whether the Fund’s investments
in emerging markets should in fact increase by
more than follows from the development of the
size of the markets and a reduction in the weight
assigned to Europe.

Consideration should be given to whether the
system of regional weights remains appropriate.
The relevant starting point for a new geographical
distribution is market weights for the equity port-
folio and GDP weights for the fixed-income portfo-
lio, but other considerations must also be taken
into account to ensure that the distribution maxi-
mises the Fund’s international purchasing power
subject to a moderate level of risk.

The Ministry will continue to work on deter-
mining a new geographical distribution. Changes
of material importance to the Fund’s risk and
expected returns will be presented to the Storting
before being implemented. At the same time, it
may be appropriate to begin implementing
changes in accordance with the assessments pre-
sented in this report during the course of the cur-
rent year. This must be considered by reference
to the fact that adaptation to a new distribution will
in any event be implemented gradually over time.

In the Ministry’s view, it could be desirable in
itself for the measure of the Fund’s international
purchasing power to be independent of the invest-

ment strategy. However, it is unclear how such a
reference currency should be composed, and any
target would necessarily be an approximation. A
calculation system that is substantially different
from the current system would mean increased
measured risk, and could easily give the impres-
sion that the risk of the Fund had increased. Due
to the Fund’s long time horizon, the GPFG’s total
exchange rate risk is relatively small, and smaller
than previously assumed. Accordingly, no refer-
ence currency should be chosen that can easily
give the impression of increased risk. The Minis-
try therefore intends to continue the current prac-
tice of using the benchmark’s currency basket.

In principle, attempts could be made to sepa-
rate the Fund’s currency distribution from the
Fund’s geographical distribution by means of vari-
ous forms of currency hedging strategy. In prac-
tice, however, it is unclear what currency expo-
sure a portfolio of international securities has, and
what currency exposure it is desirable for the
GPFG to have. Moreover, currency hedging
means increased costs and counterparty risk, and
will increase the operational complexity of the
Fund. Currency hedging must be assessed by ref-
erence to its utility value . In the long term, inter-
national purchasing power parity can be expected
to hold reasonably well, and there is reason to
maintain that exchange rate risk accounts for a
relatively small part of the Fund’s total risk. In the
Ministry’s view, there is therefore no reason to
expend resources on long-term currency hedg-

ing.

2.5 The fixed-income portfolio

2.5.1 Introduction

The initial transfers to SPU in 1996 and 1997 were
invested exclusively in treasuries issued by a few
industrialised countries. Since that time, the
Fund’s equity portion has increased, and the pro-
portion of fixed-income has dropped correspond-
ingly. At the same time, the fixed-income invest-
ments have been expanded to encompass more
markets and segments. The expansion of the
Fund’s fixed-income benchmark is reflected in the
number of securities included in the benchmark.
In 2010, 11,200 securities were included in the
fixed-income benchmark, compared to less than
1,000 securities in 1998.

The experience gained during the financial cri-
sis, among other things, has led the Ministry to
conduct a review of the return and risk properties
of different parts of the fixed-income market in
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order to re-evaluate the management of these
investments. The fixed-income market is
described in more detail in box 2.8.

The review of the fixed-income management is
also part of the follow-up of Report to the Storting
10 (2009-2010), in which the Ministry discussed
the need to assess the Fund’s fixed-income bench-
mark in the light of weaknesses in the current
benchmark, and the question of including expo-
sure to systematic risk factors in the Fund’s
benchmarks.

The Ministry has engaged two external
experts, Professor Stephen Schaefer and Mr Jorg
Behrens, a consultant, (hereafter shortened to
SB), to consider problems linked to systematic
risk factors in the fixed-income market. Their
report (hereafter referred to as the SB report) is
available on the Ministry’s website (Wwww.govern-
ment.no/gpf). In addition, the Ministry has
received advice and assessments relating to the
Fund’s fixed-income investments from Norges
Bank; see the letters to the Ministry of 6 July 2010
and 18 March 2011. The Ministry has also
received a comprehensive report containing back-
ground information from Norges Bank, which has
been published on the Ministry’s website.

Below, a review is provided of returns and risk
in various parts of the market. This is followed by
a description of the composition of SPU’s current
fixed-income benchmark, the advice of Norges
Bank and SB, and the Ministry’s assessments.

2.5.2 Risk and returns in the fixed-income
market

The return on a fixed-income portfolio is partly
comprised of a direct return in the form of cou-
pons (interest payment), and partly the result of
changes in the value of the portfolio. Changes in
value are caused, among other things, by changes
in the market rates of interest («interest rate
risk») and inflation expectations, altered pros-
pects regarding the issuer’s ability and willing-
ness to service the loan («credit risk»), and
changes in the degree of tradability in the second-
ary market (Jiquidity risk»).

The value of a bond varies with the interest
rate level. Most bonds entitle the holder to a spec-
ified interest payment (coupon), which is fixed for
the entire term of the bond. When the general
interest rate level declines, investors will be will-
ing, all other things being equal, to pay more for a
given stream of future coupon payments. The
value of a bond will therefore rise when the gen-
eral interest rate level declines. By contrast, bond
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Figure 2.11 Total return on global treasury bonds
in the period 1900-2010, measures in USD. Nomi-
nal return and real return.
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Source: Elroy Dimson, Paul Marsh and Mike Staunton (2002),

Triumph of the Optimists: 101 Years of Global Investment
Returns, Princeton University Press, and Morningstar.

prices will decline when the interest rate level
rises.

Sensitivity to variations in the interest rate
level is often measured using the term «duration».
Duration indicates what percentage change in
value a bond experiences when the interest rate
level changes by one percentage point. A fixed-
income portfolio with long maturity, and thus long
duration, will be more sensitive to interest rate
changes than fixed-income portfolios with a short
maturity.

In the case of bonds with a fixed interest rate
and agreed maturity date, an investor will know
precisely what cash flows he will receive from the
investment, as long as the issuer of the bond
meets its obligations. What the investor does not
know, is what the value of these payments will be
when adjusted for inflation. The inflation-adjusted
return is referred to as the real return, and indica-
tes the amount of goods and services an investor
could buy with the invested capital. Inflation thus
constitutes a risk to the purchasing power of the
capital which is invested in nominal bonds.

There are bonds which are not sensitive to
developments in inflation, referred to as real, or
inflation linked bonds. In the case of these bonds,
the payments to the investor consist of a fixed
amount plus an amount that tracks the develop-
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Box 2.8 More about the fixed-income market

Abond is a tradable loan with a maturity of more
than one year. Fixed-income issuers (borrow-
ers) may include public authorities, banks, and
other large private enterprises. The bond is
redeemed by the issuer upon maturity, and dur-
ing the period between issue and maturity, the
issuer pays interest (called the coupon) to the
owner of the bond. Most bonds have a fixed
nominal interest rate, i.e. the coupon is an
amount agreed in advance, but there are various
types of bonds, including ones featuring floating
interest rates, zero coupons or gradual repay-
ment. Many bonds are backed by different
forms of collateral, or they may embed optional-
ity, such as the right to repay the loan earlier
than the maturity date. A bond is traded in the
primary market when it is issued by a borrower
and purchased by many investors. Bonds are
freely tradeable, i.e. investors can buy and sell
bonds (the secondary market).

Figure 2.12 shows the distribution of nomi-
nal fixed-income debt across main segments.
The numbers do not cover the entire fixed-
income market, but do provide a good picture of
the investment opportunities open to an instituti-
onal investor.

Bond market sectors
Corporates Gov - local curr.
- high yield ~ emerging markets (5 %)
(3%

Treasury (50 %)

Securitised
(15 %)

Gov related
(11 %)

Figure 2.12 The main segments of the global
market for nominal fixed income. Distribution as
at 30 september 2010.

Source: Norges Bank

Treasuries

Treasuries in developed markets are the domi-
nant segment in the case of both real (inflation-
linked) bonds (close to 100 percent of the mar-
ket), and nominal bonds (50 percent of the mar-
ket).

The market for treasuries is dominated by a
few currencies. According to Norges Bank,
almost 95 percent of nominal treasuries in devel-
oped markets are issued in Japanese yen, US
dollars, Euros or British pounds.

Treasuries issued in local currencies by
states in emerging markets account for around 5
percent of the market for nominal bonds.

Government-related bonds

The treasury segment is often limited so as only
to include treasuries issued in the state’s own
currency. The government related bond sector
encompasses, among other things, treasuries
issued in the currency of another country,
bonds issued by municipalities and other public
sector bodies, bonds issued by businesses that
are partly owned by, or that receive support
from, the public sector, and bonds issued by
multilateral institutions such as the World Bank.

Securitised bonds

Different types of securitised bonds account for
15 percent of the market for nominal bonds.
Such bonds are primarily issued by financial
institutions and secured by a portfolio of under-
lying loans, most commonly mortgages. In the
US, the securitised bond market is almost as
large as the treasury market. In Europe, securi-
tised bonds («covered bonds») make up a large
market in several countries, but this market
remains relatively small in comparison to the
market for treasury bonds.

Investment-grade corporate bonds

The market for investment-grade corporate
bonds is about equal in size to the market for
asset-backed bonds.

2010-2011
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Box 2.8 (cont.)

The US is the largest, most liquid and well-
functioning market for such bonds. The Euro-
pean corporate bond market is growing, and
now accounts for a significant share of the inves-
tment opportunities in countries like France and
the Netherlands. However, there are large diffe-
rences between the European countries. The
market for corporate bonds in France is about
three times as large as the equivalent market in
Germany, where private enterprises make grea-
ter use of bank loans as a source of financing.

High-yield corporate bonds

Corporate bonds with high credit risk account
for 3 percent of the market for nominal fixed
income, and are dominated by bonds issued in
US dollars. Such bonds are not currently
included in SPU’s benchmark, but Norges Bank
can invest in them subject to a limit of 3 percent
of the fixed-income portfolio. This ensures,
among other things, that the Bank is not forced
to sell bonds immediately if they are down-
graded and fall below the «investment grade»
threshold.

Barclays Global Aggregate is a global bench-
mark for investment-grade nominal fixed
income. The benchmark is compiled on the
basis of market capitalization weights. This
means that each bond has a weight in the bench-
mark corresponding to the bond’s share of the
total fixed-income market. The total market
value of the benchmark amounts to around
NOK 210,000 billion. A study of the Barclays
Global Aggregate Index therefore provides a
good indication of the general developments in
the fixed-income market.

Figure 2.13 shows that the four segments
treasury, government-related, corporate and
asset-backed have grown at almost the same
rate over the last 10 years. However, it is worth
noting that the relative share of treasury bonds
has risen by two percentage points since the
beginning of the financial crisis in 2007.

As shown in figure 2.14, there have been
small differences in total accumulated returns of
the different segments during the period 2001-
2010. The picture becomes more nuanced when
this period is split up. During the first seven
years, corporate bonds achieved the highest
accumulated return, but large losses in 2008

meant that corporate bonds had the lowest accu-
mulated return at the beginning of 2009. In the
last two years, corporate bonds have again given
the highest return of all of the segments.

Composition of the bond market
100

920
80

70 Corporates

60

Government related

50 A

40 A
30 A Treasury
20 A

10 A

0

2001 2003 2005 2007 2009

Figure 2.13 Composition of the Barclays Global
Aggregate benchmark. Percentages.

Source: Barclays

Indices of accumulated returns
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Figure 2.14 Evolution of accumulated returns
for each segment of the Barclays Global Aggre-
gate index. Index value 1 january 2001 = 100.

Source: Barclays
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ment of a price index. However, the market for
real bonds only accounts for a small part of the
global fixed-income market.

Figure 2.11 shows historical returns on a glo-
bal portfolio of nominal treasury bonds since
1900, before and after inflation. On average, the
nominal return has been 4.7 percent annually over
the last 110 years (measured in US dollars). Cor-
rected for inflation, the return has been 1.7 per-
cent (measured in US dollars).

The development since 1900 shows that fixed-
income investments have not been risk free for
investors who wish to secure the highest possible
purchasing power for their capital. The period is
characterised by three periods of surprisingly
high inflation, following the first and second world
wars and during the oil crisis of the 1970s. During
the first 85 years of this period, the real return was
zero on average. However, in the last 25 years, the
global fixed-income market has been marked by
falling interest rates; see figure 2.15. Falling inte-
rest rates have produced capital gains for inves-
tors, and thus relatively high returns from a histo-
rical perspective. During the period 1985-2010,
the real return was 5.9 percent annually. Interest
rate levels are now so low that they cannot fall
much further during the next 25 years. Accor-
dingly, looking forward, one cannot expect a cor-
responding period of large capital gains on fixed
income. The return on fixed-income investments
in the last 25 years is therefore not representative
of what can be expected in future.

A global fixed-income portfolio like SPU’s has
exposure to various types of risk. At the same time,
many bonds are affected by the same type of risk. It
is therefore useful to discuss the risk associated
with a fixed-income portfolio by reference to the
portfolio’s exposure to different risk factors. The
SB report seeks to identify and describe the diffe-
rent risk factors in the fixed-income market.

Term risk

Term risk is the risk associated with holding a
bond with a long maturity (fixed interest rate for
the entire period), rather than rolling over bonds
with short maturity (floating interest rate for the
same period). By holding a fixed-rate bond for the
entire period, the investor has to bear the risk of
unexpected changes in real interest rates and
inflation. The «term premium» is a compensation
for bearing this risk. The SB report shows that
changes in the term premium typically explain 95
percent of the variation in the return on a diversi-
fied fixed-income portfolio.

It is reasonable to assume that the term pre-
mium will be positive. This is because fixed-
income investors will normally demand a higher
interest rate as compensation for the interest rate
risk linked to locking in the interest rate for a long
period. The SB report shows that the term pre-
mium was weakly positive throughout the previ-
ous century (averaging 0.7 percentage points in
the US and 1.0 percentage points in the UK). How-
ever, the term premium varied so much that there
is insufficient statistical support for expectations
of a positive term premium. One explanation for
the low average term premium may be a high
demand for long-maturity bonds by institutional
investors with long-term liabilities, such as pen-
sion funds. For such investors, long-maturity
bonds will reduce total risk, as the value of their
pension liabilities and fixed-income investments
will move in the same direction when the interest
rate level changes.

The researchers Cochrane and Piazzesi et al.
have shown in two studies of the market for Amer-
ican treasuries that the term premium is weakly
positive, but that it varies over time. According to
the researchers, historical returns indicate that it
is possible to predict when the term premium will
be positive and when it will be negative.

Norges Bank has written that most academic
contributions to the literature on the term pre-
mium indicate that it varies over time. Investors
should harvest time-varying term premia by vary-
ing the duration of their fixed-income portfolio.

In its long-term projections, the Ministry has
assumed an average term premium of 0.5 percen-
tage points for GPFG’s fixed-income benchmark;
see last year’s report.

Credit risk and other risk factors

Credit risk in the fixed-income market is the risk
of issuers going bankrupt or otherwise failing to
meet their payment obligations to the lender. This
gives rise to a credit premium in the form an inter-
est rate which lies above the interest rate on cor-
responding bonds with negligible credit risk, such
as treasuries with high credit quality.

The report of the Strategy Council 2010, which
is discussed in chapter 2.2 of this report, shows
that historical returns support expectations of both
a term premium and a credit premium in the fixed-
income market. However, the Council writes that
the theoretical basis is stronger for the credit pre-
mium, as bonds with credit risk will be less trad-
able and will generate the largest losses during
«bad times», such as financial crises. The Strategy
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Figure 2.15 Interest rate on treasury bonds with
10 years to maturity. Percentages.

Source: EcoWin

Council is of the view that this fact supports a
higher expected return than on treasuries.

In the SB report, the average annual return on
corporate bonds with high credit risk («<high-yield
bonds») is calculated at around 4 percent above
treasuries returns during the period 1983-2010. It
is estimated that around half of this additional
return is a credit premium, while other risk pre-
mia explain the remaining part of the additional
return. These other risk premia are linked to
liquidity risk and volatility risk (the sensitivity of
bonds to volatility in the equity market). Together,
these three risk factors, along with changes in the
yield curve, explain around 60 percent of the vari-
ation in the return on US high-yield bonds during
the period. However, the relative importance of
each risk factor varies over time.

Correspondingly, SB shows that, over the same
period, around 70 percent of the variation in the
return on US corporate bonds with low credit risk
can be explained by the same risk factors. The
annual return in this segment was around 0.4 per-
cent higher than in the US treasury market.

SB points out that some fixed-income invest-
ments are characterised by stable and positive
returns over long periods of time, while they occa-
sionally fall sharply in value. s Common risk fac-
tors behind this return pattern may be liquidity
risk and volatility risk, as well as credit risk. Dur-
ing the financial crisis, exposure to these factors
resulted in large declines in bond values.

Norges Bank’s analyses of the credit premium
are primarily based on data from the US market,
because this market offers long time series cover-
ing several economic cycles. History shows that
investors have harvested a positive premium for
investing in corporate bonds rather than treasur-
ies, even when losses resulting from bankruptcies
are factored in. The interest rate differential
between five-year US treasury and corporate bonds
with the credit rating BBB was 2 percentage points
on average during the period 1953-2010. The inter-
est rate differential has varied considerably over
time within the interval 0-7 percent. The return on
credit risk exposure has correlated with the return
on the equity market, but the degree of correlation
has not been constant over time. The interest rate
differential has a tendency to increase during peri-
ods of large equity market declines. This causes
the value of corporate bonds to fall when the equity
market declines strongly. When the equity market
rises sharply, on the other hand, corporate bonds
do not show the same strong equity market corre-
lation.

The size of the credit premium will depend on
the credit quality of the issuer. Research has
shown that the difference in interest rates on
bonds with and without credit risk is also affected
by other risk factors than credit, and that it is diffi-
cult to quantify the individual contributions.

2.5.3 GPFG’s fixed-income benchmark

GPFG’s strategic fixed-income benchmark is
based on the fixed-income benchmarks Barclays
Global Aggregate and Barclays Global Inflation
Linked, with some adjustments; see below. Since
the establishment of the Fund, the benchmark for
fixed-income investments has been adjusted grad-
ually. The most important development has been
the geographic expansion of the benchmark
through the inclusion of new currencies and the
introduction of additional bond-market segments.
The changes have been based on the desire for
diversification and better representation of the
investment opportunities.

The benchmark currently consists of fixed
income issued in 11 currencies, grouped into
three regions: Europe, America/Africa and Asia/
Oceania. The three regions have fixed weights of
60, 35 and 5 percent respectively. The basis for the
Fund’s geographic distribution and currency
spread is discussed in more detail in chapter 2.4.
Compared with the market weights of the Bar-
clays Global Aggregate, GPFG’s fixed regional
weights mean a marked downweighting of fixed
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income issued in Japanese yen and an upweight-
ing of European currencies. Within each region,
market weights are used, with one exception as
described below.

In 2002, the benchmark was expanded to
include non-government-guaranteed bonds, and
in 2005 inflation-linked bonds were included in the
benchmark. Figure 2.16 shows the development
of the sector distribution of the fixed-income ben-
chmark over time, while figure 2.17 shows the
current sector distribution in each region.

In connection with the expansion of the bench-
mark in 2002, an assessment was undertaken of
the concentration of credit risk in the part of the
fixed-income portfolio which is issued in US dol-
lars. The Ministry decided to deviate from market
weights in this part of the portfolio to limit the
issuer-specific credit risk associated with two
large agencies in the US (Fannie Mae and Freddy
Mac); see previous discussion in chapter 3.5 of
the 2006 National Budget and chapter 3.2 of
Report to the Storting 16 (2007-2008).

The combination of fixed regional weights, a
re-weighting in the part of the fixed-income port-
folio issued in US dollars, and a limitation to only
domestic treasuries in Switzerland and Asia and
Oceania mean that the GPFG’s fixed-income
benchmark differs somewhat from normal mar-
ket-weighted standard benchmarks like Barclays
Global Aggregate and Barclays Global Inflation
Linked.

In SB’s analyses, Barclays Global Aggregate is
used as an approximation of the Fund’s bench-

Sector composition of the
fixed-income benchmark
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Figure 2.16 Development of the sector distribu-
tion of the GPFG’s fixed-income benchmark. Pro-
portions in percent.

Source: Norges Bank and the Ministry of Finance

mark. The analyses show that a small number of
risk factors explain most (92 percent) of the varia-
tion in the return on the Barclays Global Aggre-
gate. Changes in the yield curve alone explain

Sector composition within each region of the fixed-income benchmark
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Figure 2.17 Composition of the GPFG’s fixed-income benchmark in each region as at 31 January 2011. Pro-

portions in percent.

Source: Norges Bank
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most of the variation in the return on treasuries,
and a large part of the variation in the return on
the other segments of the fixed-income market.
The analyses also show that risk premiums and
the underlying risk factors are difficult to mea-
sure, due to limited access to historical return fig-
ures and difficulties in distinguishing the individ-
ual premiums. A further complication is that the
risk premiums appear to vary strongly over time.
The authors recommended closer investigation of
whether it is possible to achieve better estimates
using data based on more frequent observations
than once a month.

2.5.4 Therole of fixed income in the GPFG's
total portfolio

The composition of the GPFG’s fixed-income
investments should be based on assessments of
what role these investments should have in the
Fund as a whole.

In general, three different roles of the fixed-
income portfolio can be identified. This is
expanded upon below.

Fixed income reduce fluctuations in the Fund’s total
return

The Ministry reviewed expected risk and real
returns on fixed income and equities in Report to
the Storting 10 (2009-2010). In the long-term pro-
jections, annual risk (volatility), is estimated at 6
percent for fixed income with high credit quality,
compared to 16 percent for shares. On the other
hand, the expected annual real return on fixed
income is lower (2.7 percent, compared to 5 per-
cent for shares).

The return on a portfolio containing both fixed
income and equities is expected to fluctuate signif-
icantly less than the return on a pure share portfo-
lio. This is due both to the fact that fixed-income
returns vary less than the return on shares, par-
ticularly in the short and medium term, and the
fact that returns on equities and fixed income do
not fluctuate in tandem.

Model calculations show that the ratio
between annual return and risk is improved by
spreading the investments across more assets
than shares only (diversification). Such diversifi-
cation can also be achieved through other asset
classes, such as property and alternative invest-
ments. However, these markets are less liquid,
and smaller in size, than the fixed-income market.

The ability of fixed income to mitigate the risk
associated with a portfolio of riskier assets has

been particularly noticeable during periods of
unrest or crisis in the financial markets, when
deep and well-functioning treasuries markets, par-
ticularly the US market, have been seen as a «safe
haven» for investors. Most recently, this was the
case for a time during the financial crisis, when
dramatic declines in the equity markets coincided
with abnormally high returns in the US treasury
market.

However, nominal fixed income do not have
equally favourable diversification properties during
periods of unexpectedly high and varying inflation.
Under such conditions, the returns on equities and
(nominal) fixed income will fluctuate more in tan-
dem, at the same time as the fixed-income return
declines. During periods of deflation, on the other
hand, nominal fixed income will perform well com-
pared to shares and other asset classes.

Fixed income contributes liquidity

A fixed-income portfolio provides cash flows in
the form of coupons and principals that fall due.
These cash flows are predictable in the sense that
they are contractual. Cash flows from fixed
income involving high credit risk are naturally
less secure.

For some investors, particularly pension funds
and insurance companies, predicable cash flows
are highly valuable, as they can be adapted to
financial commitments. In the GPFG’s case, pre-
dictable cash flows are less important, as the fund
has no special ongoing commitments; see the dis-
cussion in chapter 2.2. and chapter 6.

The management of the Fund aims to keep the
proportion of equities and fixed income relatively
fixed during periods of fluctuating prices. This
means, for example, that the Fund will systemati-
cally buy shares when the market is falling, to
keep the equity portion at around 60 percent
(referred to as rebalancing). Access to current
liquidity makes it easier to carry out this kind of
rebalancing.

Fixed income with high credit quality are often
easily realisable. This is particularly true of trea-
suries. Such bonds therefore comprise a liquidity
reserve for GPFG which may be used, among
other things, to undertake rebalancing.

Fixed income provides exposure to risk factors

Fixed-income investments provide exposure to
different sources of systematic risk (see the dis-
cussion above), and can therefore be a source of
returns.
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2.,5.5 The advices of SB and Norges Bank

The report by Schaefer and Behrens does not con-
tain specific advice regarding which benchmark
the Ministry should choose. In their view, the cur-
rent benchmark is based on a well-diversified
index involving low exposure to credit risk, and is
reasonably liquid. In the view of the authors, the
rules for inclusion and exclusion of fixed income
indicate that it is largely investable. These are
characteristics that are valuable to the GPFG.
However, SB also points out that the benchmark’s
exposure to interest-rate risk and credit is not nec-
essarily optimal, or appropriate for the Fund.

SB advocates splitting the fixed-income portfo-
lio up into two or more portfolios, adapted to dif-
ferent purposes. While one part of the portfolio
(the core portfolio) should be cultivated as a risk-
lessening investment, it would be sensible to
establish one or more satellites that have the
objective of cultivating exposure to main risk-fac-
tor groups, such as liquidity, credit and other fac-
tors.

A clear objective for each portfolio would
make it easier to decide how much capital should
be invested in the core and satellites, respectively.

The core portfolio safeguards the strategic
role of the fixed-income portfolio in relation to the
other asset classes — to moderate fluctuations and
provides liquidity for rebalancing. The core port-
folio should only encompass risk factors that are
relatively simple to monitor. In practice, the core
portfolio would be dominated by treasuries of the

highest credit quality, as such bonds both are lig-
uid and have a tendency to appreciate in value dur-
ing depressions. According to SB, the core portfo-
lio could also include corporate bonds of the high-
est credit quality, as these help to spread risk fur-
ther and are only exposed to skewed risk factors
to a very limited extent.

Exposure to skewed risk factors should, in
SB’s view, only occur in one or more satellites
which are separated from the core portfolio.
Establishing a satellite for each main group of
skewed risk factors would make the risk exposure
more transparent and manageable.

Applying this segmentation, SB also proposed
that Norges Bank’s mandate for the management
of SPU’s fixed-income investments should distin-
guish between a index tracking mandate and a
risk-taking mandate. The incentives for managers
should accord with the different purposes of such
mandates — either to track an index where the
objective is a minimal tracking error, or to take
specific risk according to a clearly defined rule set
for the purpose of securing the highest possible
(risk-adjusted) return.

Figure 2.18 illustrates a model in which a lim-
ited number of satellites are established, where
the objective of each portfolio is to maximise
returns within its own framework. According to
SB, the satellites should be managed on the basis
of a total-return requirement, as it would be diffi-
cult to define benchmarks for the satellites.

SB highlighted the following advantages of
introducing a portfolio structure of this kind:

Today

One
portfolio

Implementation of a core-satellite model

New model
Satellite portfolios
with predefined
risk budgets
Core- .
portfolio

Figure 2.18 lllustration of the transition to a structure involving core and additional portfolios.

Source: Schaefer and Behrens (2011)
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— Increased transparency, clear distribution of
responsibility and improved incentive structu-
res.

— Reduced opportunities for surprising drops in
value.

— Improved risk-adjusted returns.

It is argued that monitoring returns and risk sepa-
rately for each sub-portfolio (the core portfolio
and the satellites), ensures better follow-up. The
mandates and incentive structures of the core
portfolio and the satellites can be designed in
accordance with the objectives of the respective
portfolios.

The authors took the view that it would be eas-
ier to identify and communicate the risk inherent
in the fixed-income portfolio if the Ministry were
to split the Fund’s interest-rate investments into a
core portfolio with the primary objective of mod-
erating the risk of the Fund and injecting liquidity
and satellites with the objective of harvesting risk
premiums. This would make it easier to secure
support for the risk-taking among the owners of
the Fund. The authors also stated that this kind of
portfolio structure would provide a better frame-
work for analysing which risk factors it might be
profitable to be exposed to in the long term. Such
analyses create «competition» between skewed
risk factors, as exposure is only maintained to the
factors which are most profitable. In the long
term, this could, in the authors’ view, help to
secure higher risk-adjusted returns for the Fund.

The recommendation of Norges Bank

In Norges Bank’s letter to the Ministry of 18
March 2011, the Bank gave advice regarding the
benchmark for the Fund’s fixed-income invest-
ments. The Bank’s starting point was that the
fixed-income benchmark should function as a
long-term measure of operational management,
and be based on leading, easily available bench-
marks in order to ensure the greatest possible
openness and transparency.

Like SB, the Bank pointed out that the return
and risk properties of a broadly composed market
portfolio of fixed income can be recreated
through a limited number of fixed income and few
issuers; see the description in section 2.5.2. Imple-
menting index tracking of a market-weighted
fixed-income portfolio will thus be unnecessarily
complex.

The Bank pointed out that the risk properties
of the Fund’s fixed-income benchmark have
changed over time, and that structural changes,

including in the capitalisation of banks, will affect
the composition of the strategic benchmark in a
manner that does not necessarily support the
long-term management objectives. The manage-
ment of the Fund should therefore not automati-
cally be adapted to such changes in market-
weighted benchmarks.

The Bank took the view that the strategic
benchmark cannot reflect all risk to which the
Fund should be exposed at any given time, and
that such assessments must be based on the exer-
cise of discretion and form part of operational
management. Norges Bank will therefore estab-
lish an operational benchmark.

The operational benchmark is intended to
ensure adaptation to structural changes in the
market, and to address technical weaknesses in
the strategic benchmark. In the design of the
operational benchmark, the Bank will also adjust
the weight the different fixed income are to have
in the portfolio by establishing rules for exposure
to individual issuers, particular sectors and types
of fixed income.

The Bank also wrote that its analyses of system-
atic risk factors show that both credit and term pre-
miums have varied over time, sometimes signifi-
cantly. This is consistent with the analyses of sys-
tematic risk factors in the SB report. As the GPFG
has a long investment horizon and large risk-bear-
ing capacity, the Fund should vary its exposure to
different risk factors over time. According to the
Bank, such adaptations should be undertaken by
Norges Bank, and not by the Ministry. In the
design of the operational benchmark and internal
management strategies, the Bank will facilitate
such variable exposure to different risk factors. In
the operational management of the Fund, the Bank
will make decisions relating to deviations from the
Ministry’s benchmark based on the expected
development of risk premiums in the market.

This means that the term and element of
credit risk of the operational benchmark would
vary significantly over time, and deviate from the
strategic benchmark. The Bank wrote that the
deviations might be larger and have a different
character and different time horizon than what
would normally fall under «active management».
The operational benchmark would be established
within the current framework for active manage-
ment, and would be a tool for communicating the
adaptations undertaken by the Bank in the man-
agement of the fixed-income investments within
the framework of the management mandate.

The Bank analysed how the different main
sectors — treasuries, corporate bonds and securi-
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tized bonds - safeguard the strategic aims of the
asset class.

The Bank wrote, among other things, the fol-
lowing about treasuries:

«Government securities featuring with high
credit quality can reduce the risk of the portfo-
lio, particularly during periods of economic set-
backs and during periods of increasing risk
aversion in the markets. In addition, such
investments will normally be liquid.»

According to the Bank, the correlation between
the different treasury markets increases during
periods of declining economic activity (recession).
If doubt arises about a state’s ability to service its
national debt (sovereign risk), the liquidity of the
market for the affected treasuries may fall consid-
erably.

To analyse the properties of corporate bonds
from a portfolio perspective, Norges Bank uses a
simulation model featuring constant equity and
fixed-income proportions of 60 percent and 40 per-
cent, respectively. A number of simulations are
carried out which involve different combinations
of treasury and corporate bonds within the fixed-
income investment ratio. The simulations show
that it is advantageous to include corporate bonds
with high credit quality, as this improves the ratio
between risk and returns for the total portfolio.
Corporate bonds with high credit quality have par-
ticularly improved the portfolio’s ratio between
returns and risk during upturns. During down-
turns, the effect is the opposite. Simulations
involving high yield bonds show that these most
often have a negative effect on the portfolio prop-
erties, and that they should therefore not be
included in the strategic benchmark. In its letter,
the Bank drew the following conclusion:

«Corporate bonds increase the expected
return, but simultaneously increase the corre-
lation between the asset class and equity
instruments, most of all during periods of
strong declines in the equity markets. The stra-
tegic benchmark should therefore establish a
clear distinction between these two types of
fixed income, as they have different functions
in the Fund’s portfolio.»

In its analyses of securitized bonds, the Bank dis-
tinguishes between American and European secu-
ritized bonds. The American market for securi-
tized bonds is dominated by fixed income secured
on mortgages guaranteed by federal agencies like

Fannie Mae and Freddy Mac. The Bank pointed
out, among other things, that the maturity of these
securitized bonds is uncertain. This is due to the
properties of American mortgages, as mortgage-
holders are entitled to refinance fixed-rate loans.
This means that many American securitized
bonds are repaid entirely or partly when the inter-
est rate level falls. Accordingly, they do not enjoy
the same rise in value as other fixed income when
market interest rates fall. This segment of the
market therefore appears less suited to moderat-
ing declines in the value of a portfolio featuring a
60 percent equity portion.

European covered bonds are primarily issued
by banks and secured on mortgages or loans to
the public sector. There is no uncertainty about
their maturity. European covered bonds are there-
fore more comparable to corporate bonds with the
highest credit quality than American securitized
bonds. Overall, Norges Bank concluded that
European covered bonds should not be included
in the benchmark, as their properties can be cov-
ered by a mix of treasuries and corporate bonds.

Fixed income issued in US dollars make up
the majority of the government related segment of
the Barclays Global Aggregate. The two federal
institutions Fannie Mae and Freddy Mac have
such a dominant position in relation to govern-
ment related bonds issued in US dollars that the
Ministry has formulated a downweighting rule for
such bonds; see the discussion in section 2.5.3.
Norges Bank went one step further, proposing
that government related bonds should no longer
be included in the strategic benchmark.

Norges Bank proposed a simplification of the
current benchmark through the exclusion of
some parts of the market. The Bank’s advice was
that 70 percent of the benchmark for nominal
fixed income should comprise treasuries, while
corporate bonds should account for 30 percent.
Corporate bonds currently comprise around 20
percent of the strategic fixed-income benchmark.
In isolation, therefore, increasing this type of
bond to 30 percent would increase the credit risk
of the portfolio. On the other hand, the Bank pro-
posed excluding other sectors of the market (for
example securitized bonds), which also involve
credit risk. The sectors whose exclusion is pro-
posed currently account for 25 percent of the
Fund’s benchmark. The proposed increase in the
proportion of corporate bonds is therefore not
expected to alter the total credit risk of the bench-
mark significantly.

Generally available benchmarks for corporate
bonds are based on a market-weighting principle.
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Norges Bank pointed out that a market-weighted
benchmark for government bonds will mean an
increase in the Fund’s exposure to countries with
growing national debt. A better approach may be
for the government bond portfolio to be weighted
on the basis of the production capacity which is to
finance the national debt. The Barclays Global
Treasury GDP-weighted benchmark has been
developed with the aim of using GDP as a weight-
ing criterion for the government bonds of differ-
ent countries. There are two versions of the
benchmark: GDP-weighting of each individual
country and GDP-weighting of 10 regions with
market weighting within each region. Norges

Bank proposed the use of GDP-weighting at indi-

vidual country level within the euro area. More-

over, the Bank pointed out that there is no direct
connection between GDP and the ability of com-
panies to finance their debt. Large structural dif-
ferences between the markets for corporate
bonds in different currencies mean that GDP
weights are not particularly appropriate for this
segment of the market.

The Bank’s proposal regarding a new bench-
mark can be summarised as follows:

— The proportion of nominal fixed income in the
Fund’s strategic asset allocation should be cal-
culated as 40 percent less the net value of the
Fund’s property investments and the market
value of the Fund’s strategic benchmark for
inflation-linked bonds.

— The strategic benchmark for the Fund’s nomi-
nal fixed income should be composed on the
basis of the Barclays Global Treasury GDP-
weighted and Barclays Corporate Bond Indices.

— The allocation to government bonds and corpo-
rate bonds in the strategic benchmark for nom-
inal fixed-income investments should be set to
70 percent and 30 percent, respectively. The
actual weights should be rebalanced to the
strategic weights every month.

— The strategic benchmark for government
bonds and corporate bonds would, as at pres-
ent, comprise the currencies USD, CAD, EUR,
GBP, SEK, DKK, CHF, JPY, AUD, NZD and
SGD.

2.5.6 The Ministry’s assessments

Norges Bank’s letter and the SB report are useful
inputs to the Ministry’s efforts to develop the
Fund’s fixed-income management further.

The Bank and SB have the same view regard-
ing the roles fixed income should play in the
Fund’s strategic asset allocation. The current

fixed-income investments primarily play two roles

in the management of SPU:

— The fixed income investments can help to
improve the ratio between expected returns
and risk in the Fund as a whole. This is because
the value of many fixed income - primarily
those issued by states or businesses with very
high creditworthiness — only fluctuates in line
with the value of the Fund’s share portfolio to a
limited degree. Even though such investments
have a relatively low expected return, they play
an important role with regard to diversification.
These fixed-income investments are often easy
to liquidate, and are therefore also a source of
liquidity. Among other things, this can make it
easier to maintain a fixed equity portion of 60
percent over time.

— The fixed-income investments help in the har-
vesting of risk premiums in addition to the pre-
mium linked to interestrate risk. This applies
particularly to the risk factors of credit and
liquidity. The external report shows that these
risk factors are linked to long periods of small,
but stable, positive contributions to the Fund’s
return, but also to periods featuring significant
declines in value.

In Report to the Storting 10 (2009-2010), it was
pointed out that the current benchmark for fixed-
income investments has moderated the fluctua-
tions in the Fund’s returns, and functioned as a
buffer against equity market declines. The market
value development of, among other things, corpo-
rate bonds which are exposed to the credit, liquid-
ity and volatility risk factors has pulled in the
opposite direction, but the benchmark encom-
passes limited exposure to these factors.

However, the analyses of the Bank and SB
indicate that there is room for improvement in the
current fixed-income benchmark. An important
consideration in connection with any adjustment
of the Fund’s benchmark will be to highlight the
purpose of the various parts of the fixed—income
investments. Basing the composition of the
Fund’s fixed-income investments on different
return and risk properties will allow the fixed-
income investments to be better adapted to the
Fund’s long time horizon, size and liquidity need.
Moreover, such adjustment may ensure better
identification, management and reporting of risk,
and contribute to alignment of interests between
the Ministry as principal and Norges Bank as the
operational manager.

The report by Professors Ang, Goetzman and
Schaefer, which was discussed in last year’s
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report on the Fund, recommended defining the
desired risk exposure for each risk factor, and
including the exposure in the Fund’s benchmark.
Norges Bank’s letter and the SB report show that
it is difficult in practice to isolate the various risk
factors in the fixed-income market. It appears
more sensible to base the Ministry’s further work
on analyses of the risk exposure imparted to the
Fund by the various sectors of the current bench-
mark. This is consistent with the recommendation
of the Strategy Council to maintain an investment
strategy with a primary focus on distribution
across different asset classes, rather than switch
to a factor-based approach. Wider analyses of sys-
tematic risk factors will nevertheless be an impor-
tant part of efforts to development the Fund’s
investment strategy further; see the above discus-
sion of such factors in the fixed-income market.

In its further work, the Ministry will assess
whether the fixed-income benchmark should be
simplified as proposed by Norges Bank. The Min-
istry will also make a decision on Norges Bank’s
proposal to introduce fixed weights for govern-
ment and corporate bonds of 70 percent and 30
percent respectively. In practice, the Bank’s pro-
posal involves splitting the strategic fixed-income
benchmark in two; one part government bonds
and one part fixed income from private issuers.
Such division with fixed weights and rebalancing
may, in the Ministry’s view, provide an element of
dynamic rules for allocation to credit risk in line
with the current rules on rebalancing between
equities and fixed income. This may be sensible in
order to exploit the Fund’s advantages by acting
counter-cyclically in the market. The Bank’s pro-
posal regarding splitting does not go as far as SB’s
proposal, as the latter also proposed changes
regarding the investment universe.

SB was of the opinion that it would be sensible
to split the fixed-income portfolio up in order to
cultivate the two identified roles of a core portfolio
and one or more satellites, respectively. SB stated
that the latter should comprise separate satellites
for each main group of skewed risk factors. SB
mentioned investments in high yield bonds and
fixed income issued in local currencies in emerg-
ing markets as examples of investments that
should be isolated in individual satellites.

The Ministry agrees that an approach of this
kind would make the Ministry’s framework better
equipped to include investments that currently
form part of the investment universe but are not
included in the Ministry’s strategic asset alloca-
tion. However, in practice the Bank has, thus far,
either not taken up these investment opportuni-
ties (fixed income issued in local currencies in
emerging markets), or only taken them up spar-
ingly (high yield bonds).

The need to split up the fixed-income portfolio
must also be considered in the light of measures
already implemented in recent years. Norges
Bank has adjusted the management of the fixed-
income portfolio. Among other things, the Bank
has terminated most of the external mandates for
the management of the fixed-income portfolio,
and withdrawn approval for a number of interest-
rate instruments. Moreover, the Ministry has
required the Bank to introduce supplementary
risk limits in addition to expected tracking error.
Requirements are also imposed in relation to the
diversification of the risk associated with active
positions, as are requirements for the manage-
ment and measurement of risk in more ways than
before; see the detailed discussion in chapter 5.2.
This means that the risk associated with the
Fund’s fixed-income portfolio is delimited in a bet-
ter manner than previously. Reference is also
made to the discussion in Report to the Storting
20 (2008-2009) and Report to the Storting 10
(2009-2010).

The proposals regarding the simplification of
the fixed-income benchmark and the potential fur-
ther development of the mandate in accordance
with the recommendations in the SB report could,
in the Ministry’s view, be implemented without
material changes in expected returns and risk.
The Ministry will consider whether making such
changes during the course of the year may be rel-
evant. The Ministry will submit any major adjust-
ment of the management of the fixed-income port-
folio to the Storting before a final decision is
made. The Ministry will provide an account of the
work done on the further development of the
Fund’s fixed-income management operations in
next year’s report to the Storting on the manage-
ment of the Fund.
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3 The investment strategy for the GPFN

3.1 Introduction

Special characteristics of the Fund and the market
place

The capital base of the GPFN originates from sur-
pluses in the national insurance scheme between
the introduction of the national insurance scheme
in 1967 and the late 1970s. The formal organisa-
tion of the GPFN was changed from 2008 by high-
lighting the distinction between the assets making
up the GPFN and Folketrygdfondet as the man-
ager of these assets. The assets were deposited
with Folketrygdfondet, which manages such
assets in its own name and in accordance with a
designated mandate issued by the Ministry. The
return on the assets in the GPFN is not trans-
ferred to the Treasury, but is added to such assets
on an ongoing basis.

The main part of the assets of the GPFN is
invested in the Norwegian equity and fixed income
markets. The characteristics of the Fund, such as
size and a long time horizon, distinguish the GPFN
from many other investors in the Norwegian mar-
ket. Size entails certain benefits, hereunder the
ability to exploit economies of scale in the asset
management activities. At the same time, the domi-
nant size of the Fund in the Norwegian market
results in certain limitations with regard to the abil-
ity to make major changes to the composition of
the portfolio over a short period of time. The Nor-
wegian market is, moreover, characterised by low
liquidity in the equities of several companies, which
adds to the challenges in relation to the implemen-
tation of portfolio adjustments.

The investment strategy

The Fund’s investment strategy, as expressed
through the benchmark adopted by the Ministry,
forms the basis for the management of the GPFN.
The benchmark provides a detailed description as
to how the assets of the Fund shall be invested.
The benchmark is divided into equities (60 per
cent) and fixed income instruments (40 per cent),
and into two geographical regions; Norway (85

Benchmark portfolio for the
Government Pension Fund Norway

GPFN
Benchmark portfolio

Equities Bonds
60 % 40 %
Norwa Denmark/ Norwa Denmark/
0 Y Finland/ o Y Finland/
85 % 85 %
Sweden 15% Sweden 15%

Figure 3.1 Strategic benchmark for the GPFN

Source: Ministry of Finance

per cent) and the Nordic region excluding Iceland
(15 per cent), cf. figure 3.1. The Ministry has cho-
sen the Oslo Stock Exchange as the provider of
the two equity benchmarks, whilst Barclays Capi-
tal has been chosen as the provider of the bench-
mark indices for the fixed income investments.
The mandate for the GPFN provides a more detai-
led description of the composition of the bench-
mark for the Fund.

Folketrygdfondet may, within certain limits,
deviate from the benchmark with a view to gene-
rating excess return (active management). The
Ministry has, in the mandate for the GPFN, defi-
ned a 3 per cent per year limit on deviations as
measured by tracking error, cf. the discussion in
Section 5.2.4. This limit has remained the same
since 2008, after it was reduced from 3.5 per cent
in 2007, cf. figure 3.2. Prior to the reorganisation
of Folketrygdfondet as a company by special sta-
tute in 2008, the limit as to tracking error was
determined by the Board of Directors of Folke-
trygdfondet.

Tracking error is a statistical risk measure,
which expresses by how much the difference in
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returns between the actual investments and the
benchmark is expected to vary. The 3 per cent
limit means, under certain statistical assumptions,
and provided that Folketrygdfondet fully exploits
such limit, that the difference in returns between
the actual investments and the benchmark is
expected to be less than 3 percentage point in two
out of three years. The difference is expected to
be less than 6 percentage points in 19 out of 20
years and less than 9 percentage points in 99 out
of 100 years.

3.2 Evaluation of the active
management of the GPFN

3.2.1

Folketrygdfondet was requested, in the context of
last year's evaluation of the active management of
the GPFG, to assess the relevance to the GPFN of
the external reports the Ministry received on that
occasion. In january 2010, Folketrygdfondet com-
mented on these reports in a letter to the Minis-
try. Folketrygdfondet stated that active manage-
ment of the GPFN would continue to remain the
best way of generating added value, cf. Report No.
10 (2009-2010) to the Storting. In last year's
Report, the Ministry announced that it would
revert with evaluations of the active management
of the GPFN.

Background

The Ministry has commissioned three exter-
nal reports as part of its effort to evaluate the
active management of the GPFN. MSCI Barra has
been appointed by the Ministry to perform an
analysis of the performance of the GPFN, whilst
Professor Thore Johnsen of the Norwegian
School of Economics and Business Administration
has assessed the basis for active management in
the future. Moreover, Folketrygdfondet has, in a
letter to the Ministry, elaborated on its earlier
assessment of the active management of the
GPFN and presented a plan for the active manage-
ment activities. The external reports have been
posted on the Ministry's website (www.govern-
ment.no/gpf).

3.2.2 Active management performance

MSCI Barra has analysed the active management
performance in respect of the GPFN over the
period january 1998 — June 2010. The analysis cov-
ers the Fund as a whole, as well as the four sub-
portfolios (Norwegian equities, Nordic equities,
Norwegian fixed income instruments and Nordic
fixed income instruments). The methodology
used has similarities with that used in the review
of the active management of the GPFG last year,
cf. Report No. 10 (2009-2010) to the Storting.
Weight has been attached to examining, inter alia,
whether the achieved return can be linked to sys-
tematic risk factors.

The main conclusion is that although the ele-
ment of active management over the period january
1998 - June 2010 has been relatively minor, it has,
all in all, contributed to increasing the return on the
Fund, whilst having at the same time contributed to
reducing the level of risk associated with the Fund.
The performance data show that a major part of the
return is caused by exposure to market risk.!
Folketrygdfondet's management of the GPFN has
resulted in the risk associated with the Fund having
generally been lower than that associated with the
benchmark. This applies, in particular, to the two
equity portfolios. The finding implies that the value
of the actual portfolio of the Fund has tended to be
slightly less volatile than that of the market in gen-
eral, i.e. that the Fund tends to slightly outperform
the market when general market developments are
weak, and to slightly underperform the market
when market returns are high.

1 The market factor expresses a risk premium associated

with being exposed to general market developments, and is
defined as the return on the benchmark index less the risk-
free rate of interest.
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Below follows a more detailed discussion of
performance with regard to equity and fixed
income management, and with regard to the Fund
as a whole.

Equity management

Folketrygdfondet's active management of the
Norwegian equity portfolio has contributed an
average annual gross excess return (before costs)
of 1.22 percentage points over the period january
1998 — June 2010. The achieved performance may,
generally speaking, reflect management skill and/
or luck (so-called alpha), or the asset manager
having assumed more risk than implied by the
investment strategy (so-called beta). MSCI Barra
has therefore analysed whether the return on the
Fund may be linked to various systematic risk fac-
tors. The analysis estimates that the (risk-
adjusted) excess return is 1.72 percentage points
when such risk factors are taken into consider-
ation.2 Moreover, the findings show that the fluc-
tuations in the return on the benchmark explain
more than 97 per cent of the variation in the
return on the Norwegian equity portfolio. Conse-
quently, general market developments explain vir-
tually all variation in the return on the portfolio.

MSCI Barra has also examined to what extent
the active management performance and the
exposure to various risk factors have changed
over time. The findings show that the Norwegian
equity portfolio has generally been under-
weighted in relation to market risk and the size
factor, whilst the exposure to the value factor over
time has oscillated around zero. It is noted, at the
same time, that the exposure to market risk was
reduced ahead of the financial crisis, and that this
may have made a positive contribution to the
active management performance in 2008.

2 The exposure to market risk is estimated at 0.91 in the sce-

nario with three systematic risk factors (the finding is sta-
tistically significantly less than 1). The findings for the two
other risk factors imply that the Norwegian equity portfolio
has been overweight in large-cap companies and growth
companies, respectively, relative to the benchmark. The
overweight in large-cap companies has to do with the fact
that it is challenging for a large player in a small market to
achieve cost-effective and market-neutral exposure to
small-cap companies. MSCI Barra has, incidentally, exami-
ned the effect from including other known risk factors like
momentum and liquidity, but concludes that this does not
materially change the findings. Professor Thore Johnsen
questions, in his report, whether the relatively low measu-
red risk associated with the portfolio (the underweighting
in relation to market risk) may be caused by the beta value
having been underestimated, and notes that the Norwegian
equity portfolio includes equities with low liquidity, which
may result in a certain "sluggishness" in equity prices.

In the Nordic equity portfolio, active manage-
ment over the period May 2001 — June 2010 has
generated an average annual gross excess return
of 0.26 percentage points, which is less than the
excess return achieved on the Norwegian equity
portfolio. The Nordic equity portfolio has been
underweighted in relation to market risk, as well
as the size factor and the value factor. This results
in the (risk-adjusted) excess return increasing
from 0.26 to 0.68 percentage points. Almost all
variation in the return on the Nordic equity portfo-
lio may be explained by fluctuations in the return
on the benchmark.

Fixed income management

The management of the Norwegian fixed income
portfolio has delivered an average annual gross
negative excess return of 0.06 percentage points
over the period january 1998 — June 2010. When
the role played by systematic risk factors is taken
into consideration, the estimated positive excess
return is 0.17 percentage points. The improve-
ment in performance after adjustment for system-
atic risk factors reflects the fact that the risk asso-
ciated with the Norwegian fixed income portfolio
has generally been significantly lower than that
associated with the benchmark (underweight in
relation to market risk). At the same time, the
portfolio has been exposed to higher credit risk
and interest rate risk than the benchmark. Fur-
thermore, the fluctuations in the return on the
benchmark explain 92 per cent of the variation in
the return on the Norwegian fixed income portfo-
lio.

The analysis of the exposure to systematic risk
factors over time shows that the Norwegian fixed
income portfolio has generally been under-
weighted in relation to market risk. At the same
time, exposure to market risk (and to other risk
factors) has varied over time. The underweight in
relation to market risk has been gradually
reduced since 2006, and the portfolio has been
overweight in relation to market risk since the
end of 2008.

The Nordic fixed income portfolio has over the
period March 2007 — June 2010 delivered an aver-
age annual gross excess return of 0.48 percentage
points, which is better than the performance of
the Norwegian fixed income portfolio. When
adjusted for exposure to risk factors, the excess
return is estimated at 0.54 percentage points. The
risk associated with the Nordic fixed income port-
folio has been somewhat lower than that associ-
ated with the benchmark, but the element of
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active management has, all in all, been relatively
modest. Virtually all return on the Fund can be
explained by the return on the benchmark.

The overall portfolio

For the Fund as a whole, the excess return over
the period january 1998 — June 2010 is estimated
at 0.57 percentage points, when taking into con-
sideration the role played by systematic risk fac-
tors. This is significantly higher than the (unad-
justed) excess return of 0.36 percentage points,
which principally reflects the risk associated with
the Fund having generally been lower than that
resulting from general market developments.
More than 97 per cent of the fluctuations in the
return on the Fund can be explained by the fluctu-
ations in the return on the benchmark, whilst the
remaining portion may be attributed to active
investment decisions. In its report, MSCI Barra
concludes that the active management of the
GPFN has, all in all, created some value, although
it also notes that the statistical explanatory power
of the findings is relatively weak.

3.2.3 The basis for active management

Neither the report from Professor Thore Johnsen,
nor the submission from Folketrygdfondet, sug-
gests a change to mechanical adherence to the
benchmark of the Fund through passive index
management. Both reports note that both the size
of the Fund and special characteristics of the Nor-
wegian market make it difficult to implement
purely passive management. It is also noted that
the Fund enjoys certain advantages that one
should be able to utilise through active manage-
ment.

Folketrygdfondet notes, in its submission, that
the Fund held 9.3 per cent of the market value of
all companies in the benchmark for Norwegian
equities (the main index of the Oslo Stock
Exchange) as per yearend 2009.% This makes the
GPFN one of the largest investors on the Oslo
Stock Exchange. In the Norwegian fixed income
market, the Norwegian fixed income portfolio of
the GPFN represented 5.9 per cent of the value of
the benchmark. Management of a large portfolio
in a small market poses a number of asset man-
agement challenges, hereunder that major

3 The main index is adjusted for free flow, i.e. shareholdings
that are not deemed freely transferable are excluded. The
portion of the equity market that is not freely transferable
is significantly higher in Norway than in other markets.

changes to the composition of the portfolio take
longer to implement. The dominant size of the
Fund in the Norwegian market and the fact that
parts of the market are characterised by low
liquidity therefore make it difficult to distinguish
unequivocally between active and passive man-
agement, and against this background Folket-
rygdfondet advises against the passive manage-
ment of the GPFN.

Folketrygdfondet has stated that it expects an
annual excess return relative to the benchmark of
0.40 percentage points, as calculated before costs,
and notes that this is supported by the perfor-
mance achieved since 1998:

«Since 1998, the annual average excess return
on the GPFN has been 0.45 percentage points.
In 2006, the asset composition of the GPFN was
changed by way of the redemption of part of
the investments of the State and the repayment
of the capital to the State. If the historical
return on the portfolio and the benchmark
portfolio is adjusted for this fact and the cur-
rent benchmark portfolios are used, the esti-
mated average annual excess return is 0.36 per-
centage points. Folketrygdfondet aims for
active management to generate an annual
excess return of 0.40 percentage points before
management costs over time.»

Please refer to Box 3.1 for a more detailed account
of the relationship between expected excess
return and the creation of value in respect of the
GPFN.

Folketrygdfondet also emphasises that active
management interacts positively with other
aspects of the management activities, hereunder
the exercise of ownership rights:

«Folketrygdfondet is committed to the active
exercise of ownership rights and the follow-up
of bond loans for purposes of safeguarding the
financial interests of the GPFN and contribut-
ing to long-term value creation. It is our experi-
ence that good ownership and creditor follow-
up requires expertise and knowledge of the
companies. It is therefore an important princi-
ple for Folketrygdfondet that the exercise of
ownership and creditor rights must form an
integrated part of the investment activities.
Folketrygdfondet shall be a credible player and
achieve results in the exercise of its ownership
rights. We must therefore have the necessary
knowledge and expertise to assess the issues
owners need to address. The expertise used
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Box 3.1 Expected excess return and value creation in the GPFN

The cost of active management is, when taken in
isolation, higher than the cost of passive manage-
ment because active management requires, in
relative terms, more resources. Since the pur-
pose of having an active management framework
is to achieve a higher return than through pas-
sive management, the most relevant question for
the owner is whether one has, through active
management, obtained a higher return, net of all
costs, than one would in a theoretical passive
management scenario. The difference in returns
may be referred to as the net value creation from
active management.

Nevertheless, the measure normally used for
active management performance is the differ-
ence between the gross return (return before the
deduction of management costs) on the Fund and
the return on the benchmark, which may be
referred to as the gross excess return. Whilst the
gross excess return may be established from the
financial statements of the Fund, the net value
creation from active management needs to be
estimated, since one will then be comparing the
actual return with a theoretical passive manage-
ment scenario. In order to estimate net value cre-
ation one needs to take into consideration the
facts that the actual portfolio incurs transaction
costs, that the Fund earns income from securities
lending, etc.,, and that the management costs
would have been lower in case of passive manage-
ment. Since the estimated income and costs
under passive management are based on a signifi-
cant element of discretionary assessment, there
will also be considerable uncertainty associated
with the net value creation estimate.

The management of the Fund’s portfolio
involves transaction costs that are not taken into
account in the calculation of the return on the
benchmark. It must therefore be expected, as a
general rule, that passive equity and fixed income
funds will in practice earn a return lower than
that on the benchmark, cf. the discussion in
Report No. 10 (2009-2010) to the Storting.

Folketrygdfondet has estimated the costs
relating to rebalancing of the benchmark of the
Fund at 0.03 per cent of the assets. Costs will also
be incurred on an ongoing basis because the
composition of the benchmark index is changed
continuously. Folketrygdfondet has estimated
this cost to fall in the range of 0.06-0.10 per cent
as an annual average.

On the other hand, securities lending gener-
ates income that is not included in the calculation
of the return on the benchmark. Folketrygdfon-
det may lend securities in its portfolio in return
for a compensation. The income from these activ-
ities is not included in the gross excess return fig-
ure. Furthermore, Folketrygdfondet earns
income in connection with the implementation of
share issues involving pre-emptive rights (in the
form of an underwriting commission). Folket-
rygdfondet estimates that the total income from
securities lending and underwriting commissions
falls into the range of 0.03-0.04 per cent

The return on the benchmark less 0.04-0.11
percentage points would, based on the transac-
tion cost and lending income estimates of Folket-
rygdfondet, seem a reasonable estimate as to the
return in a theoretical passive portfolio index-
ation scenario.

Conversion from gross excess return to net
value creation from active management also
requires an estimate as to how much higher the
management costs have been as the result of
active management. Folketrygdfondet has esti-
mated, on an uncertain basis, that about one
fourth of the actual overall management costs
relate to active management, thus implying that
the passive management costs may be estimated
at 0.06-0.08 per cent.

Folketrygdfondet notes, in its statement, that
the active management target is an annual excess
return of 0.40 per cent before costs. This corre-
sponds to a net excess return of 0.30 per cent
after the deduction of actual management costs of
0.10 per cent (2009 figures). The net excess
return from passive management may, at the
same time, be estimated at minus 0.10-0.19 per
cent on the basis of the above estimates. Conse-
quently, the net value creation from active man-
agement, as compared to passive management,
may be estimated at 0.40-0.49 per cent, which
implies that net value creation from active man-
agement, as estimated by Folketrygdfondet, is of
the same magnitude as the reported gross excess
return since 1998. In other words, the estimate is
based on an actual return exceeding that on the
benchmark by 0.30 percentage points after the
deduction of all costs, and an estimated net
return in a theoretical passive management sce-
nario that is at least 0.10 percentage points below
that on the benchmark, cf. Table 3.1.
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Box 3.1 (cont.)

Table 3.1 Gross excess return and net value creation from active management of the GPFN

Excess return,
as measured in basis points

Gross excess return measure +40
Actual management costs -10
Net excess return +30
Return on the benchmark index 0
Passive management transaction costs -6 to -10
Rebalancing costs -3
Income from underwriting commission Otol
Income from securities lending 2to4
Estimated gross differential return if passive management -4to-11
Management costs if passive management -6 to -8
Net differential rveturn if passive management -10 to -19
Net value creation from active management +40 to +49

Source: Folketrygdfondet

Consequently, the cost and income estimates in
Table 3.1 suggest that the gross excess return
provides a good ongoing measure of value cre-

ation, and the Ministry will therefore attach
weight to this measure in its ongoing follow-up.

for such purposes has been accumulated by
Folketrygdfondet over many years, by continu-
ously monitoring developments on the part of
the companies and by maintaining a dialogue
with the companies and with relevant market
players. We are of the view that ownership fol-
low-up improves when the managers responsi-
ble for ownership follow-up are also responsi-
ble for making active investment decisions in
relation to deviations from the benchmark
portfolio.»

Folketrygdfondet is of the view that a passive
management mandate may limit the impact of its
active ownership activities because, inter alia, it
will result in an inability to divest or reduce hol-
dings in a company that fails to take into conside-
ration the inputs and view of its shareholders. Fol-
ketrygdfondet therefore believes that active
management of the portfolio may add more clout

to the active ownership activities than would pas-
sive management.

In his report, Professor Thore Johnsen notes
that the GPFN differs from other investors in
terms of, inter alia, the long time horizon of the
Fund. Professor Johnsen believes that its long-
time perspective potentially is of high value, but
he also notes that the dominant size of the Fund in
the Norwegian market, in combination with low
liquidity in several companies, poses challenges in
terms of both passive and active management.
These challenges have to do with avoiding an
unfavourable effect on market prices from the
purchase and sale of securities by the Fund,
which may contribute to increasing the transac-
tion costs associated with the management of the
Fund. He therefore believes that these special
characteristics of the Fund and the market place
exclude not only ongoing close-to-index manage-
ment, but also active management strategies
based on frequent selection of securities as well as
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tactical allocation between the asset classes equi-
ties and fixed income instruments, or between
systematic risk factors.

Professor Johnsen also notes that the long
time horizon implies that the Fund may make
selective purchases of underpriced securities dur-
ing periods of market turbulence. Furthermore,
he notes that the Fund may, through the estab-
lished rebalancing regime, exploit fluctuations in
the risk premium in the equity market over time.
He believes that the Fund may thereby, through
selective or countercyclical transactions, play an
important stabilising role in the Norwegian mar-
ket, and that this type of effects must also be
taken into consideration in the assessment of
active management.

3.2.4 Main active management strategies

Folketrygdfondet bases its statement on the
premise that the assets of the Fund shall be
invested in line with the benchmark index stipu-
lated by the Ministry («management of the mar-
ket portfolio»). Furthermore, Folketrygdfondet
seeks, by way of active management, to achieve a
return in excess of the return on the benchmark
(«active management strategies»). However, the
practical implementation involves the manage-
ment of the market portfolio being conducted
from the perspective of the active management
strategies. The reason given for this interaction by
Folketrygdfondet is that active choices have to be
made to sustain and maintain a certain market
exposure.

Strategies for the management of the market portfolio

An important part of the management of the mar-
ket portfolio is the maintenance of a large portfo-
lio of equities and fixed income instruments, here-
under the reinvestment of assets accruing to the
portfolio in the form of dividends, coupons, matur-
ities and other corporate events, the maintenance
of the appropriate foreign exchange exposure,
and the monitoring and implementation of the
index changes. The management of the market
portfolio also involves the planning and execution
of rebalancing.

Folketrygdfondet notes that certain character-
istics of the benchmark indices make it difficult to
achieve the desired market exposure in a cost
effective manner. This is particular the case in
relation to the fixed income investments, with the
inclusion requirements of the index provider (Bar-
clays Capital) making the index less representa-

tive for the Norwegian market. The following

characteristics of the benchmark index for the

fixed income investments contribute to this:

— Required size: Any individual loan needs to
exceed 300 mill. Euros (about NOK 2.4 bill.) in
order to be included in the benchmark for the
fixed income investments (the Barclays Global
Aggregate Index). The purpose of such a size
criterion is to ensure that the loans included in
the index have good pricing sources. At the
same time, the consequence is that a number of
smaller loans are not included in the index. The
size criterion therefore results in the bench-
mark including a limited number of issuers,
especially as far as concerns the benchmark for
Norwegian fixed income investments (which
includes 16 private issuers, the three largest of
which represent more than half the value of the
index). Consequently, the credit risk associa-
ted with the benchmark is highly concentrated.

— Required external credit rating: Furthermore,
the issuer of the bond loan needs an external
credit rating from one of the three credit rating
agencies Moody’s, Standard & Poor’s or Fitch,
corresponding to moderate to high credit qua-
lity (so-called «investment grade»). This
implies the exclusion of both high-risk bonds
(so-called <«high yield») and loans without
external credit rating from the benchmark. In
practice, however, the number of loans exclu-
ded as the result of this criterion is small,
because most bond loans in the Norwegian
market will not, in any event, meet the size cri-
terion. In addition, the credit rating criterion
implies that loans will be removed from the
index when downgraded to high yield bonds.
Folketrygdfondet notes that experience shows
that such bonds have generated a relatively
high risk-adjusted return, and one of the rea-
sons for this is that regulatory requirements
mean that many investors need to divest when
their bonds fall below investment grade.

— Required remaining term to maturity, etc.: The
benchmark only includes loans with a remai-
ning term to maturity of more than one year
and with a fixed interest rate. A large portion of
the loans issued in the Norwegian market for
credit-linked notes carry floating interest rates.
This implies that the benchmark only covers a
minor part of the investment universe for fixed
income instruments.

Furthermore, the management of the market
portfolio involves a need for a rebalancing and
reweighting of the benchmark. The composition
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of the benchmark indices for equities is changed
twice a year, and Folketrygdfondet notes that
adapting the portfolio to such index changes
poses challenges because the liquidity of the equi-
ties of some of the companies that enter or exit
the index is limited. Folketrygdfondet is of the
view that this would make passive management
challenging.

The benchmark indices for the fixed income
investments are changed monthly. This implies,
inter alia, changes to the maturities of the index in
various currencies. Furthermore, the portion of
government bonds in the Norwegian benchmark
is reweighted monthly, whilst the index provider's
method for foreign exchange hedging of the
return back into Norwegian kroner implies
monthly updates. As far as the Nordic benchmark
is concerned, the currency composition may also
change as the result of loans entering or exiting
the index. Folketrygdfondet notes that it does not
intend to exploit these changes for purposes of
achieving excess return. Folketrygdfondet there-
fore emphasises, in its asset management activi-
ties, managing the exposure to such undesired
risk factors in such a way as to minimize their con-
tributions to active management.

Folketrygdfondet states that the most compre-
hensive form of rebalancing takes place when the
asset weights in the benchmark move away from
the fixed strategic weights. The experience from
the financial crisis is that the execution of such
rebalancing is very demanding. Major changes to
asset weights as the result of fluctuations in equity
and fixed income prices may imply that major
changes are required to the composition of the
portfolio. Folketrygdfondet notes that consider-
ations relating to the execution of rebalancing
make active management more demanding,
thereby curtailing the scope for generating excess
return. At the same time, rebalancing does itself
require active choices to be made.

Active management strategies

Folketrygdfondet aims to achieve the highest pos-
sible return over time, relative to the benchmark
of the Fund. It seeks to realise this objective
through active management strategies. Weight is
attached to basing the active investment decisions
on thorough company analyses, whilst at the same
time seeking to exploit changes to systematic risk
factors to the extent possible. Active choices relat-
ing to over- or underweighting between the asset
classes equities and fixed income instruments do

not, on the other hand, form a key part of the
active management strategy of Folketrygdfondet.

The Ministry has, through the mandate for the
GPFN, stipulated a 3 per cent limit on the devia-
tion from the benchmark, as measured by the
tracking error, cf. the more detailed discussion in
Chapter 5.2. Folketrygdfondet believes that it is
appropriate for the element of active management
to vary over time within an tracking error interval
of 1 - 2.75 percentage points under normal market
conditions, with the degree of utilisation of the
risk limit depending on relevant investment
opportunities.

Moreover, Folketrygdfondet emphasises that
it is an active and countercyclical investor, and
that it does not aim to utilise the maximum risk
limit at all times. Neither does it aim for a constant
level of risk over time, but seeks instead to exploit
what it perceives to be mispricing in the market.
Folketrygdfondet notes that such a strategy will
imply that it may, in periods of market turbulence,
utilise the risk limit to a high degree, whilst one
may deem a lower degree of utilisation appropri-
ate during more stable periods.

The active management strategies are based
on the premise that one seeks to draw on the
advantages of the Fund in terms of size and a
long-term perspective. The Fund has the capacity
to accept high risk and can thereby withstand
major fluctuations in the value of the Fund. Folket-
rygdfondet notes that its asset management activi-
ties are subject to fewer regulatory limitations
than those of other investors in terms of, inter alia,
liquidity, capital adequacy, etc., which means that
it is not forced to make undesired changes to the
compositions of the portfolio during periods of
turbulence.

In fixed income management, these strengths
imply that Folketrygdfondet may increase the
credit risk through the credit cycle, on the basis
that the active management strategies can be
implemented without market fluctuations necessi-
tating unwanted adjustments to the portfolio. The
active strategies within fixed income management
are, furthermore, based on a good diversification
of risk and a low risk of loss of the loan principal.
Folketrygdfondet emphasises that it has, as a
long-term investor, a special advantage that
enables it to act countercyclically, and that may,
through thorough credit analyses, generate added
value on the part of the GPFN.

In equity management Folketrygdfondet
seeks to invest countercyclically, hereunder dur-
ing periods when the markets are less well-func-
tioning and the pricing of risk is abnormal.
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Folketrygdfondet emphasises that a long
investment horizon facilitates the making of
investments in respect of which it takes a long
time for the underlying value to be realised. Fur-
thermore, it emphasises that the Fund has an
informational advantage through, inter alia, privi-
leged access to the companies in which the Fund
is invested. Folketrygdfondet notes that the high
risk-bearing capacity of the Fund enables it to par-
ticipate in restructurings and recapitalisations of
companies during periods when general market
developments are weak and the access to capital
is limited.

The active management strategies of Folket-
rygdfondet attach weight to risk in the effort to
identify companies that are expected to make a
positive contribution to value creation.

The Fund is a major owner in many companies
and Folketrygdfondet also seeks to contribute to
value creation through the exercise of its owner-
ship rights. Folketrygdfondet is of the view that
accumulated expertise and a good investment pro-
cess will over time contribute to a higher return
on the equity portfolio than on the benchmark. It
is also noted that an investment process based on
thorough analyses and active investment deci-
sions may serve to reduce risk.

The active management strategies of Folket-
rygdfondet within equity management imply that
the equity portfolios will normally achieve a
higher return than that resulting from general
market developments when markets fall, and that
one will normally obtain a weaker return than the
benchmark during strong upturns. Folketrygd-
fondet notes that this investment profile has over
time resulted in excess return on the part of the
GPFN. When analysing return developments this
shows up as underweighting in relation to market
risk, cf. Section 3.2.2. Folketrygdfondet notes, in
its statement, that certain studies show that port-
folios with low volatility may under certain condi-
tions achieve a higher return than the average
market return, with lower risk.

In his report, Professor Thore Johnsen notes
that the Fund appears to have chosen an active
management strategy that is appropriately
adapted to the size disadvantage of the GPFN. It is
noted, in this regard, that the Norwegian equity
management activities combine limited risk (as
measured by tracking error) with company posi-
tions that deviate from the index, generally as the
result of prior index changes, i.e. that the Fund
refrains from selling equities that have been
excluded from the index or from purchasing equi-
ties that have been included. Professor Johnsen

believes that this has contributed to reducing the
transaction costs of the Fund when compared to
more passive index management. He also believes
that it may have contributed to reducing the risk
associated with the Fund, inasmuch as companies
that have exited the index have generally had
lower risk than companies that have entered the
index.

Professor Johnsen takes the view that the
active management of the Norwegian equity port-
folio by Folketrygdfondet is characterised by low-
frequency and long-term positioning. Moreover,
he notes that management of the Norwegian
equity portfolio has been characterised by Folket-
rygdfondet having replaced a large number of
companies in the benchmark with less liquid com-
panies outside the index, in addition to traditional
over-/underweighting of companies relative to
the benchmark. In his report, Professor Johnsen
notes that excluded index companies have been
associated with significantly higher overall risk
and market risk than the companies included in
the portfolio that do not form part of the bench-
mark. This may, according to Professor Johnsen,
be why the Norwegian equity portfolio of the
GPFN has generally delivered a lower return than
the benchmark in periods of market upturn and a
higher return in periods of downturn. It may also
explain why the Fund has had both a higher aver-
age return and lower risk than the benchmark,
which may be caused by the Fund having reaped
a liquidity premium without any apparent down-
side risk being associated therewith, as one would
expect with more illiquid positions.

Systematic risk factors

Last year's evaluation of the active management of
the GPFG showed that the performance may, in
large part, be explained by systematic risk factors.
Professors Ang, Goetzmann and Schaefer there-
fore recommended, in their report, that more
weight be attached to efforts relating to the
Fund’s exposure to systematic risk factors.

The Ministry has, against this background,
attached weight to establishing, in its review of
the active management of the GPFN, what role
such factors may play in the management of the
Fund, and whether it is appropriate for these to be
reflected to a greater extent in the investment
strategy of the Fund.

MSCI Barra's analysis shows that the return
on the Fund can only to a very limited extent be
attributed to systematic risk factors, other than
the exposure to the market in general (market
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risk), cf. Section 3.2.2. Folketrygdfondet notes, in
its statement, that systematic risk factors like
company size, liquidity and general market devel-
opments may, in general, contribute to explaining
the return on an equity portfolio, although such
risk factors are not particularly suitable as the
basis for making decisions about future equity
investments (i.e. for inclusion into the bench-
mark). This is because it is difficult to achieve
exposure to such risk factors on a scale that is of
relevance to the GPFN. Folketrygdfondet
believes, on the other hand, that term and credit
premium are two risk factors that are more suit-
able as a basis for making decisions about future
investments (within fixed income management),
but notes, at the same time, that incomplete data
makes it difficult to incorporate these into the
benchmark in an appropriate manner.

In his report, Professor Thore Johnsen notes
that the challenges relating to defining a set of
risk factors, constructing an investable portfolio of
risk factors and executing a reallocation over time
within the index between these portfolios, is virtu-
ally unachievable in a small local market like the
Norwegian one. In his report, Professor Johnsen
shows how different definitions of, for example, a
Norwegian company size factor, result in different
historical risk premiums and different variations
over the business cycle. This is caused by, inter
alia, a pronounced sector and company concentra-
tion on the Oslo Stock Exchange.

3.2.5 The Ministry's assessments

The Ministry notes, by way of introduction, that
experience from the financial crisis illustrated the
importance of the active management of the Gov-
ernment Pension Fund being based on a solid
foundation and broad support for the role played
by active management as part of an overall invest-
ment strategy for the Fund. The Ministry has,
against this background, performed a detailed
assessment of the active management of the
GPFN, cf. Report No. 10 (2009-2010) to the Stort-

ing.

Discussion of the basis for, and scope of, active
management

In assessing whether an active management

framework can be expected to improve the perfor-

mance of the Fund over time, the Ministry has

attached particular weight to the following:

— Both Folketrygdfondet and Professor Johnsen
note that the dominant size of the Fund in the

Norwegian market and special characteristics
of the market place (low liquidity in a number
of companies) suggest that it is not appropriate
to have a purely passive indexation strategy.
The Ministry shares this view.

It should be possible to exploit the size and
long-term perspective of the Fund to the advan-
tage of the Fund through active management.
Size may, inter alia, result in cost reduction and
scope for attracting the necessary expertise, as
well as informational advantages. Further-
more, the long-term perspective of the Fund
may represent an active management advan-
tage because the Fund is not, for example,
forced to realise losses at inappropriate times.
Size may, at the same time, represent a disad-
vantage in the practical execution of asset man-
agement, hereunder because it would be diffi-
cult to expand the scale of certain active strate-
gies to a volume of relevance to the Fund. The
dominant size of the Fund in the Norwegian
market will also pose challenges in relation to
the scope for making large changes to the com-
position of the portfolio over a short period of
time.

The benchmark indices for the equity and fixed
income portfolios of the Fund are stipulated by
the Ministry on the basis of long-term assess-
ments. The statement from Folketrygdfondet
notes weaknesses in the benchmark indices of
the Fund, in particular with regard to the fixed
income investments. A certain room for devia-
tion from the benchmark is necessary to
enable Folketrygdfondet to exploit these weak-
nesses, and for facilitating cost-effective adap-
tation to the index. This also needs to be con-
sidered in the context that there exist no attrac-
tive alternatives to the current benchmark for
the fixed income investments.
Folketrygdfondet has stated that active man-
agement may have positive reciprocal effects
on, inter alia, the exercise of the ownership
rights of the Fund. The Ministry attaches
weight to the role of the Fund as a responsible
investor. The Fund is a large owner in the Nor-
wegian equity market. This implies both an
obligation and an opportunity to exercise own-
ership rights. The exercise of ownership
rights, also in relation to individual companies,
is necessary to attend to the financial interests
of the Fund. Even if other funds may not attach
weight to the choice between active and pas-
sive management as being of importance to the
effectiveness of active ownership activities, the
Ministry deems it laudable that Folketrygdfon-
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det attaches weight to utilising the potential
that may be offered by reciprocal effects
between active asset management in relation to
individual companies and the exercise of own-
ership rights.

The Ministry is of the view that these circum-
stances suggest that there should be some room
for deviation from the benchmark in the manage-
ment of the GPFN. Purely passive index manage-
ment would encumber the Fund with unneces-
sary costs, and special characteristics of the Fund
offer a potential for excess return over time that
should be exploited to some degree. In addition,
there is cause to believe that a certain element of
active asset management may have positive recip-
rocal effects on other parts of the management
activities.

The active management framework forms part
of the overall investment strategy for the Fund.
The basis for assessing the active management
framework should therefore, like other parts of
the strategy, be premised on a trade-off between
expected return and risk. The Ministry has
attached special weight to the following in that
context:

— The external review has demonstrated that
there are weaknesses associated with the
benchmark indices of the Fund and that the
Fund may enjoy active asset management
advantages in relation to, inter alia, costs and a
long-term perspective. These factors suggest
that there should be some room for deviation
from the benchmark.

— Generally speaking, a certain loss ought to be
perceived as equally negative for the owner,
irrespective of the origin of the loss. In this
sense, a strategy involving little risk in the
benchmark and relatively wide room for active
management should be perceived as equiva-
lent to a strategy involving more risk in the
benchmark and correspondingly less in the
active management activities. Nevertheless,
some weight must be attached to the consider-
ation that a significant negative excess return
in an individual year may impair confidence in
the asset manager, even if the performance as
measured over a longer period of time is
favourable. This suggests, when taken in isola-
tion, that the room for deviation from the
benchmark should be moderate.

— The analyses that have now been conducted
confirm that it is the benchmark, as adopted by
the Ministry, that makes the dominant contri-
bution to the risk associated with the Fund.

The element of active management has been
very moderate in the context of the overall risk
associated with the Fund. The reports do not
provide specific advice in the form of a recom-
mended figure for the active asset manage-
ment limit, but the Ministry is of the under-
standing that they support the position that the
limit should still remain moderate.

- An excess return in line with Folketrygdfon-
det's own target of 0.4 percentage points annu-
ally will represent a considerable amount over
time.

In addition to assessments of return and risk, the
Ministry has examined whether the active man-
agement framework will have consequences for
the concurrence of interests between the owner
and the asset manager of the Fund. The manage-
ment of the GPFN requires Folketrygdfondet to
recruit and retain personnel with specialised
expertise. These people have to be recruited in
competition with other participants in a market
where the use of performance-based remunera-
tion is widespread. This applies, generally speak-
ing, to both active and passive management.
Although the purpose of performance-based
remuneration is that the asset manager shall have
the same interest in a favourable return as the
owner, there is nevertheless a risk that individuals
and groups of people may face incentives that are
not aligned with the owner's objective for the man-
agement of the Fund. As far as active asset man-
agement is concerned, this may especially be the
case if there is a large discrepancy between the
time horizon of an active management strategy
and the evaluation period used in any applicable
bonus systems.

Challenges relating to potential conflicts of
interest between the owner and the asset manager
may therefore, on a general basis, suggest that
active management should be limited in scope.
The owner of the Fund has, at the same time, a
clear interest in the establishment of a perfor-
mance-based culture on the part of the assert
manager, with a focus on both increased income
and reduced costs. This may be supported by a
well-designed remuneration system.

The new mandate for the GPFN makes Folket-
rygdfondet subject to the same requirements as
to remuneration policies and practices as apply to
employees of financial institutions in Norway, cf.
the Regulations of 1 December 2010 No. 1507
relating to Remuneration Policies and Practices in
Financial Institutions, Investment Firms and
Investment Fund Management Companies. This
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implies that the policies and practices shall con-
tribute to promoting, and provide incentives for,
good management and control of the risk associ-
ated with the management activities, counteract
excessive risk taking, and contribute to the pre-
vention of conflicts of interest.

As far as the formulation of the active manage-
ment risk limit is concerned, the Ministry
believes that it is not appropriate for it to take the
form of a target figure for active risk, cf. the dis-
cussion in last year's Report. Such a target figure
may, in some situations, encourage the asset man-
ager to assume more risk than would be desir-
able. The Ministry believes, on the other hand,
that there are good reasons for making the limit
less sensitive to general turbulence in the market.
The new mandate for the GPFN therefore
includes the following provision (cf. Section 3-6):

«Folketrygdfondet shall organise asset man-
agement with a view to ensuring that the annu-
alised standard deviation of the differential
return between the actual portfolio and the
actual benchmark index, on an ex ante basis
(tracking error), does not exceed 3 percentage
points.»

The wording in the provision to the effect that
asset management shall be organised «with a view
to» not exceeding the limit implies that the track-
ing error may be higher in very special situations,
cf. the discussion in Chapter 5.2.

In its statement, Folketrygdfondet notes that
the utilisation of the tracking error limit will vary
over time, depending on the investment opportu-
nities identified on an ongoing basis, and that it
must be expected to be higher in periods of gen-
eral market turbulence than in more stable peri-
ods. The Ministry is of the view that such a strat-
egy supports the effort to exploit the advantages
of the Fund, but points out, at the same time, that
although investment opportunities seem to vary
over time, this is a challenging investment strat-
egy. The analysis from MSCI Barra lends, never-
theless, some support to the idea that Folketrygd-
fondet has the ability to adapt the level of risk in
the Fund to varying market conditions.

The Ministry has noted, moreover, that
Folketrygdfondet has established an internal limit
for tracking error of 2.75 percentage points, and
that the measured active risk in the last two years
has varied between 1.02 and 2.88 percentage
points.

The Ministry notes that the limit on tracking
error for the GPFN (3 per cent) is higher than the

limit stipulated for the GPFG (1 per cent). The

Ministry is of the view that there are several rea-

sons why the tracking error limit should be

higher in respect of the GPFN than in respect of
the GPFG:

— There are material differences between the
GPFG and the GPFN in terms of both the size
of the Fund and special characteristics of the
market. The GPFG is, relatively speaking, a
minor participant in a large market, where the
percentage ownership stakes are generally
small, whilst the GPFN is a large participant in
a small market, where the percentage owner-
ship stakes are generally large. Besides, the
Norwegian equity and fixed income markets
are less liquid than the market internationally.
The differences in size and liquidity imply that
it is more challenging for the GPFN than for
the GPFG to make portfolio adjustments. Cal-
culations made by Folketrygdfondet show that
even passive management would require an
tracking error limit of 1.5 percentage points in
respect of the Norwegian equity portfolio, as a
minimum, in order to be practicable.

— The dominant size of the GPFN in the Norwe-
gian equity and fixed income markets implies
that the Fund may, in certain situations, influ-
ence the functioning of the market. Passive
management may imply that the Fund is forced
to sell at a time when doing so would be unfor-
tunate, and this may have negative effects for
the market in general. The lessons from the
financial crisis were that active choices are
required in order to keep to the strategy in vol-
atile markets.

The Ministry is of the view that the experience
with the current tracking error limit of 3 per cent
is, on the whole, favourable. The Ministry has
therefore concluded, based on an overall assess-
ment, that the current active management limit
should continue to apply. The limit will be
reviewed in connection with the regular reviews
of the active management activities now envis-
aged by the Ministry, cf. below.

The decision of the Ministry to uphold the cur-
rent tracking error limit must also be seen in the
context of the requirement stipulated by the Min-
istry, in the new mandate for the GPFN, for
Folketrygdfondet to adopt supplementary risk
limits for the asset management activities, in addi-
tion to tracking error. The Ministry is of the view
that this will contribute to a better risk manage-
ment framework for the asset management activi-
ties than before.
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An expectation of excess return over time

The Ministry has stipulated the following return
objective in the mandate for the GPFN (cf. Section
1-1):

«Folketrygdfondet shall seek to achieve the
highest possible return over time, net of costs,
as measured in Norwegian kroner.»

The Ministry has examined whether the active
management performance ambitions should be
quantified. An explicit objective of achieving the
highest possible return within an active manage-
ment framework may contribute to clarifying the
objective and the expectations with regard to
Folketrygdfondet, hereunder the management of
the market portfolio and the active management
activities.

The tracking error limit represents the key
regulation of the scope of active management.
The Ministry examined, in the context of the eval-
uation of the active management of the GPFG,
whether a target figure or interval should be stipu-
lated in respect of the tracking error, cf. Chapter 2
of Report No. 10 (2009-2010) to the Storting. The
Ministry concluded that it would be more appro-
priate to express the active management ambi-
tions by quantifying the expected net value cre-
ation from active management over time than to
stipulate a target figure for the utilisation of the
tracking error limit. It was emphasised, at the
same time, that the Fund’s net value creation from
active management should be evaluated in the
context of the limit of the deviation from the
benchmark.

There is no definite answer as to what consti-
tutes a reasonable ratio between risk and
expected return in active management activities.
The following nevertheless provide some indica-
tion:

— Folketrygdfondet's own objective. In its state-
ment, Folketrygdfondet has expressed an
ambition of achieving an annual excess return
(before costs) from active management in the
average amount of 0.40 per cent, based on the
current tracking error limit of 3 per cent

— Achieved performance. Over the period janu-
ary 1998 — December 2010, Folketrygdfondet
has on average achieved an annual gross
excess return of 0.46 per cent.

The Ministry has concluded, based on an overall
assessment, that one should expect an annual net
value creation from active management within the

range of 4% percentage points on average over
time. The achieved excess return must, at the
same time, be assessed on the basis of the risk
associated with this activity. Net value creation
will, as an approximation, be measured as gross
excess return, i.e. the difference in return
between the actual portfolio and the benchmark,
cf. the discussion in Box 3.1.

When calculated over long periods of time, an
excess return in line with the above objective will
represent a considerable contribution to the over-
all return on the Fund. It corresponds to about
NOK ¥ billion per year, given the current size of
the Fund.

Active management is not expected to have
any material impact on the overall risk associated
with the Fund over time, based on Folketrygdfon-
det's strategy for the management of the GPFN.
The active management activities of Folketrygd-
fondet have actually contributed to reducing the
risk associated with the Fund since 1998 if mea-
sured by the Fund’s standard deviation, which is a
common risk measure. The realised volatility of
the actual portfolio over the entire period 1998-
2010 was 8.7 per cent, as against 9.3 per cent for
the benchmark.

Systematic risk factors

Neither the statement from Folketrygdfondet, nor
the report from Professor Thore Johnsen, recom-
mend that more weight be attached to systematic
risk factors in the efforts relating to the invest-
ment strategy of the Fund. Both reports note that
it is difficult to define an unequivocal set of risk
factors of relevance to the Norwegian equity mar-
ket, whilst known risk factors in the Norwegian
market are not sufficiently stable over time. It is
also noted that it is difficult to achieve exposure to
such risk factors on a scale of relevance to the
GPFN.

The Ministry shares the view that it would not
be appropriate to attach more weight to system-
atic risk factors in the management of the GPFN.
The Ministry believes, at the same time, that it is
important for Folketrygdfondet to seek, in its
ongoing reporting on the Fund, to explain to what
extent exposure to relevant systematic risk factors
has contributed to the return on the Fund.

Interaction effects between the management of the
Norwegian and the Nordic portfolios

The Ministry has, in connection with the review of
the active management of the GPFN, requested
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Folketrygdfondet to provide an account of any
interaction effects between the management of
the Norwegian and the Nordic portfolios.

Folketrygdfondet notes, in its statement, that
asset management in Norway and in the Nordic
region is, in the main, based on the same manage-
ment strategy and investment process, which
reflects an experience of positive interaction and
expertise transfer effects. Folketrygdfondet
believes that the expanded range of information
accessed by the asset managers because they
operate in a more international investment uni-
verse has a positive effect of the asset manage-
ment activities, hereunder that it makes it easier
to catch on to market changes at an earlier stage.
Moreover, it is emphasised that taking a view on
individual investments through active manage-
ment in the Nordic region adds further to the
knowledge base, which is also deemed important
for purposes of adding, developing and retaining
relevant expertise within Folketrygdfondet.

In his report, Professor Johnsen notes that
there is no active value creation from the manage-
ment of the Nordic equity portfolio before the
deduction of costs, and that neither should one
expect Folketrygdfondet to enjoy any special
advantage in the active management of Nordic
equities. Nor is the Fund sufficiently large in the
Nordic markets, believes Professor Johnsen, to be
able to benefit from economies of scale. Professor
Johnsen proposes a reassessment of the expan-
sion of the Nordic equity benchmark, which was
implemented in 2007, in order to reduce the man-
agement costs, whilst at the same time not com-
pletely eliminating the analysis benefits reaped in
respect of Norwegian asset management. He also
believes that it is difficult to see any strong argu-
ments in favour of a continued Nordic fixed
income management.

The Ministry has noted that the active man-
agement performance in respect of the Nordic
investments has, all in all, been positive since the
commencement of these investments. The Minis-

try has, at the same time, noted that the active
management performance achieved in respect of
the Nordic equity portfolio is weaker than the per-
formance in respect of the Norwegian equity port-
folio, and that there has in the last two years been
a negative excess return on the Nordic equity
portfolio, cf. the discussion in Chapter 4.2.

The Ministry deems it appropriate for the
issue of interaction effects between the manage-
ment of the Norwegian and the Nordic portfolios
to form part of the periodic and comprehensive
evaluations of the active management activities
that are now being envisaged, cf. below.

Periodic reviews of the active management activities

The estimates as to future returns from the active
management activities are uncertain. Over time,
the overall active management activities need to
be evaluated on the basis of the performance
achieved. A prerequisite for a certain element of
active management is periodic and comprehen-
sive reviews of the active management of the
GPFN. Such reviews may result in the extent of
active management being either increased or
decreased. It will also be appropriate, on the occa-
sion of these reviews, to evaluate whether gross
excess return still appears to be a representative
measure of the value creation from active manage-
ment activities. Other matters that should be
examined are whether Folketrygdfondet exploits
potential reciprocal effects between active man-
agement activities and other parts of its asset
management activities. The Ministry intends,
against this background, to conduct such periodic
reviews of the active management activities at the
beginning of every session of the Storting, in line
with what has previously been announced in
respect of the active management of the GPFG, cf.
Chapter 2 of Report No. 10 (2009-2010) to the
Storting.
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4 Asset management follow-up

4.1 Asset management performance

4.1.1
Market value developments

GPFG performance

The market value of the GPFG as per yearend
2010 was NOK 3,077 billion, prior to the deduction
of the asset management costs for 2010, cf. figure
4.1. This represented a NOK 437 billion increase
on the previous year. The increase in fund assets
was primarily caused by the inflow of new capital
and the favourable returns achieved by the Fund
on its investments, cf. figure 4.2. The aggregate
capital inflow to the Fund over the period 1996-
2010 amounts to NOK 2,508 billion, prior to the
deduction of asset management costs, whilst the
aggregate return, as measured in the Fund's cur-
rency basket, over the same period amounted to
NOK 746 billion. A strengthening of Norwegian
kroner reduced, when taken in isolation, the
assets of the Fund by NOK 160 billion, but this
has no impact on the international purchasing

power of the Fund. Total management costs over
the period 1996-2010 were NOK 16 billion.

The increase in the equity portion from 40 to
60 per cent has, together with strong growth in
fund assets, increased the Fund’s percentage
ownership stakes in the equity markets. A conti-
nuation of major capital inflows to the Fund will
result in a continued increase in its percentage
ownership stakes in the equity markets. The
ownership stakes of the Fund in the companies
included in the benchmark index for equities
(FTSE All Cap) averaged about 1 per cent as per
yearend 2010, cf. figure 4.3. The percentage
ownership stake in the bond markets increased
somewhat in 2010, but has declined overall in
recent years, cf. figure 4.4. The main reason for
this is that the fixed income portion of the Fund
has been reduced from 60 to 40 per cent. In addi-
tion, the bond market has expanded in size, partly
because of increased borrowing needs in many
countries during the financial crisis.

GPFG market value
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Figure 4.1 The market value of the GPFG,
1996-2010. NOK billion

Source: Norges Bank and the Ministry of Finance

Figure 4.2 Developments in the market value of
the GPFGin 2010, as attributed to various compo-
nents. NOK billion

Source: Norges Bank and the Ministry of Finance



74 Report No. 15 to the Storting

2010-2011

The Management of the Government Pension Fund in 2010

GPFG’s holdings in global equity markets
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Figure 4.3 Percentage ownership stakes of the
GPFG in world equity markets. Per cent of the mar-
ket capitalisation of the FTSE All Cap index.

Source: Norges Bank and the Ministry of Finance

Economic and financial developments

Economic growth revived during 2010. This was
most pronounced in Asia, but the Americas also
developed favourably. Developments in Europe
were more mixed. Some countries, like Sweden

GPFG’s holdings in global
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Figure 4.4 Percentage ownership stakes of the
GPFG in world bond markets. Per cent of the mar-
ket capitalisation of the Barclays Global Aggregate
index

Source: Norges Bank and the Ministry of Finance

and Germany, experienced strong growth, whilst
other countries saw weak or negative growth.
Developments in Europe were heavily influenced
by challenges pertaining to high debts and the
funding of budget deficits. This applied to Greece
and Ireland in particular, but partly also to Portu-
gal and Spain. The impact on the euro of any pay-
ment difficulties on the part of one of the euro-
zone member states, and the scope of financial
support from the other states in such a scenario,
were associated with uncertainty. Such uncer-
tainty influenced the global equity market in the
first half of 2010. In May 2010, the EU and the
IMF reached agreement on a crisis package total-
ling 750 billion euros, which somewhat reduced
the uncertainty. Global equity markets developed
positively from the late summer of last year.

Many countries have experienced mounting
inflation throughout 2010. Nevertheless, many
countries have kept their key policy rates
unchanged at very low levels out of fear of a con-
traction in economic growth in the event of the
stimuli being scaled back. Bond interest rates
traced, in large part, developments in the equity
market. Interest rates declined during the first
half of 2010, resulting in high bond yields. This
was reversed in the autumn, and interest rates
climbed. Interest rates on 10-year government
bonds in the United States, Japan and the main
EU countries at the beginning of 2011 were some-
what below those at the beginning of 2010, cf. fig-
ure 2.15 in Chapter 2.

Returns

The aggregate rate of return on the benchmark of
the GPFG in 2010 was 8.57 per cent, as measured
in the currencies (the currency basket) of the
benchmark. The rate of return on the benchmark
for the equity investments was 12.61 per cent, and
the rate of return on the benchmark index for the
fixed-income investments was 2.58 per cent.
Figure 4.5 shows developments in the Fund’s ben-
chmark indices since 1998.

The rate of return on the Fund was 9.62 per
cent in 2010, cf. Table 4.1. High returns over the
last two years mean that the average rate of return
on the Fund since 1998 is now in excess of 5 per
cent, up from less than 3 per cent in 2008. See also
Box 4.1.

Return on the equity portfolio of the Fund was
high in 2010, whilst the return on the fixed-income
portfolio was somewhat lower, cf. figure 4.6. Over
the period from 1998 to 2010, the aggregate return
on the fixed-income portfolio exceeded that on the
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GPFG benchmark index performance
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Figure 4.5 Developments in the benchmark indi-
ces of the GPFG. Index as per 31 December 1997 =
100

Source: Norges Bank and the Ministry of Finance

equity portfolio. Large parts of the world economy
has been through two recessions over this period,
during which equity prices experienced a major
slump; first after the IT bubble burst in 2000 and

Figure 4.6 Return on the equity and fixed-income
portfolios of the GPFG. Return per year (left axis)
and annualised over the period from 1998 until
each individual year (right axis). Per cent

Source: Norges Bank and the Ministry of Finance

then again when the financial crisis occurred in
2008. The interest rates on long-term bonds have
declined over the same period, which has boosted
the return on the fixed-income portfolio.

Table 4.1 Rates of return on the GPFGin 2010, over the last 3 years and over the period 1998-2010. Annual

geometric average. Per cent

Lastyear Last 3 years 1998-2010

GPFG

Actual portfolio 9.62 1.84 5.04
Benchmark index 8.57 1.83 4.73
Excess return (percentage points) 1.06 0.00 0.31
Equity portfolio

Actual portfolio 13.34 -3.37 4,51
Benchmark index 12.61 -3.40 3.94
Excess return (percentage points) 0.73 0.04 0.57
Fixed-income portfolio

Actual portfolio 4.11 5.22 5.15
Benchmark index 2.58 4.58 492
Excess return (percentage points) 1.53 0.64 0.22

Source: Norges Bank and the Ministry of Finance
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The aggregate gross excess rate of return on
the Fund (before management costs) was 1.06
percentage points in 2010. This was caused by a
0.73 percentage point excess return on the equity
portfolio and a 1.53 percentage point excess
return on the fixed-income portfolio. Norges Bank
reports that about two thirds of the excess return
was realised on internally managed funds, whilst
the remainder originated from externally mana-
ged funds. The Fund’s investments in commodity-
based equities and financial equities generated
higher returns than those of the benchmark indi-
ces, whilst investments in technology equities
underperformed. The main excess return contri-
butors in the fixed-income portfolio were the
investments in US mortgage-backed securities
and European corporate bonds. The Fund also
benefited from its holdings of government debt
from several Southern European countries being
less than those in the benchmark.

The Ministry has previously expressed an
expectation for an annual net value creation from
active management of about Y per cent on
average over time. The gross excess return may
serve as an approximation for this variable, cf.
Report No. 10 (2009-2010) to the Storting. Figure
4.7 shows the annual gross excess return over the
period 1998-2010, as well as the annualised excess
return since 1998. The considerable negative
excess return in 2008 resulted in a negative

GPFG gross excess return
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Figure 4.7 Gross excess return on the GPFG over
the period 1998-2010. Excess return per year (left
axis) and annualised over the period from 1998
until each individual year (right axis). Per cent

Source: Norges Bank and the Ministry of Finance
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Source: Norges Bank and the Ministry of Finance

excess return on the Fund for the entire period
from 1998 to 2008 as a whole. The favourable out-
come of active management in 2009 and 2010 con-
tributed, however, to increasing the average
annual gross excess return, which was 0.31 per-
centage point as per yearend 2010, i.e. somewhat
higher than the %4 per cent target. The Ministry
has calculated the gross excess return on the
Fund for the period 1998-2010 at about NOK 50
billion in aggregate,? cf. figure 4.8.

The real rate of return is measured in order to
trace developments in the Fund’s purchasing
power, i.e. the nominal rate of return adjusted for
the general inflation. Inflation is measured on the
basis of the same country allocations as is the cur-
rency basket. Figure 4.9 shows annual and annua-
lised real rates of return over the period 1997-
2010, after the deduction of management costs.
The real rate of return in 2010 was 7.57 per cent,
whilst the annual average real rate of return over
the period from 1997 to 2010 was 3.33 per cent.
This represents an increase of about 1.8 percen-
tage points since yearend 2008.

Performance of the benchmark indices are of
very great importance to the total return on the
Fund. Active management has made an impor-
tant, but minor, contribution to the total return.

4 The excess return in Norwegian kroner is calculated by mul-
tiplying the excess return over the month by the assets at the
beginning of such month, and thereafter adding up this num-
ber over all the months. Consequently, the calculation does
not take the compound interest effect into consideration.
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In the short run, equity prices are influenced by
expectations as to the future earnings of the
company, changes in the risk-free rate of return,
as well as changes in the risk premium required
by investors on equity investments. This is also
discussed in Chapter 2.2 of this Report in which
is noted that risk premiums appear to vary over
time. When the risk premium in the stock mar-
ket increases, equity prices decline. Conse-
quently, changes in risk premiums are one rea-
son why equity prices decline in times of volatil-
ity, and contribute to an increase in equity values
when market volatility falls back down.
Developments in the market value of the
investments are important for investors with a
short investment horizon. For such investors,
the market fluctuations will in themselves occa-
sion transactions in the market. Short-term
investors may have loans or other obligations
that make it necessary for them to sell equities

long-term investors, with both the willingness
and the ability to hold on to the securities
through volatile times, short-term fluctuations

as a result of these having declined in value. For

are of lesser importance. For these investors it

Box 4.1 Investment horizon and performance measurement

may be more relevant to watch developments in
companies' earnings and dividend payments.
The usual way of reporting developments in an
equity portfolio is by measuring returns, as mea-
sured by changes in market value over periods
of one quarter or one year. For investors with a
long horizon it may in addition be desirable to
report other, more long-term, measures with
regard to developments in the value of the com-
panies in which they are invested. One way of
expanding the performance measurement hori-
zon is to look at moving averages in returns over
several years, for example 3, 5 or 10 years.
Another possibility is to report indicators as to
underlying developments in company perfor-
mance. These may be, for example, develop-
ments in key ratios relating to earnings or divi-
dends, typically relative to book equity or the
sum of equity and liabilities on the part of the
companies.

The Ministry will be embarking of an assess-
ment as to which measures are suited for sup-
plementing the regular reporting of the returns
on the GPFG and the GPFN.

GPFG real return
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Figure 4.9 Real rate of return on the GPFG, net of
asset management costs. Real rate of return per
year (left axis) and annualised over the period
from 1997 until each individual year (right axis).
Per cent

Source: Norges Bank and the Ministry of Finance

This shows that the decisions relating to the asset
allocation of the Fund have been the main deter-
minants of the return on the Fund over this
period, and not decisions relating to active mana-
gement.

Risk

The risk associated with an investment is often
measured as the standard deviation of the return
on such investment. The standard deviation pro-
vides a measure as to the volatility of returns. The
standard deviation of the total return on the GPFG
depends on the standard deviations of the equity
and fixed-income returns, what portions of the
Fund are comprised of equities and fixed-income
instruments, respectively, as well as how the
returns on equities and fixed-income instruments
are correlated.

Figure 4.10 shows that the fluctuations have
been much more pronounced for the equity ben-
chmark than for the fixed-income benchmark.
The fluctuations tend to increase during periods
of major economic uncertainty, such as during the
financial crisis in 2008. The covariation between
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Figure 4.10 Rolling 12-month standard deviation
of the benchmark indices of the GPFG. Per cent

Source: Norges Bank and the Ministry of Finance

the returns on the equity and the fixed-income
benchmarks have also tended to change signifi-
cantly during times of crisis. Figure 4.11 shows
the covariation between the benchmarks over the
period from 1998-2010, as measured by their cor-
relation. A correlation of 1 suggests that the
returns are moving in perfect tandem, a correla-
tion close to zero means that the returns are

moving independently of each other, whilst a
negative correlation means that the returns are
moving in opposite directions. The figure shows
that the correlation increased considerably during
the financial crisis.

It was expected that the standard deviation of
the overall benchmark would increase as a result
of the increase in the equity portion from 40 to 60
per cent. The increase in the standard deviation
experienced in the autumn of 2007 reflected the
increased equity portion, increases in the stan-
dard deviations of the equity and the fixed-income
benchmarks, as well as an increase in the covaria-
tion between the equity and the fixed-income ben-
chmarks. As per yearend 2010, both the covaria-
tion and the standard deviations had reverted to
their average levels for the period 1998-2010. It
can therefore be assumed that the standard devia-
tion of the overall benchmark as per yearend 2010
was close to what will represent a new average
level as the result of the increased equity portion.
One must be prepared for potentially major fluctu-
ations in the standard deviation of the benchmark
of the Fund in future as well.

Active management on the part of Norges Bank
means that the return on the actual portfolio devi-
ates from the return on the benchmark. The man-
date issued by the Ministry in respect of the
management of the GPFG stipulates that the Bank
shall invest the assets of the Fund with a view to
ensuring that the expected tracking error does
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Figure 4.11 Correlation between developments
in the equity and the fixed-income benchmarks of
the GPFG.

Source: Norges Bank and the Ministry of Finance

Figure 4.12 Rolling 12-month actual tracking
error of the equity and fixed-income portfolios of
the GPFG, as well as of the Fund itself. Per cent

Source: Norges Bank and the Ministry of Finance
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not exceed 1 per cent, cf. the more detailed
discussion in Chapter 5.2. The expected tracking
error is a model-generated estimate of the poten-
tial magnitude of future fluctuations. It may hap-
pen, since this is an estimate, that the actual
excess return exceeds 1 per cent without this
representing any violation of the mandate.
However, if this happens often it would suggest
that the actual calculation model suffers from
weaknesses. Figure 4.12 shows the developments
in the actual tracking errors of the equity and the
fixed-income portfolio, respectively, and for the
Fund as a whole. The figure shows that the actual
fluctuations in the excess return on the Fund
were large during the financial crisis, but became
significantly less during 2010. As per the begin-
ning of 2011, the actual tracking error was well
below 1 per cent.

Active management on the part of Norges Bank
implies that the risk associated with the actual port-
folio may increase somewhat relative to that associ-
ated with the benchmark. Figure 4.13 shows
developments in the standard deviations of the
actual portfolio and the benchmark. The figure
shows that the risk associated with the actual port-
folio has been about the same as the risk associated
with the benchmark for most of the time. The finan-
cial crisis represented an exception, with the risk
associated with the Fund exceeding that associated
with the index, which was in large part caused by
parts of the Fund’s fixed-income investments. The
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Figure 4.14 Systematic risk factors in the equity
portfolio of the GPFG during 2010. Coefficients
from regression analysis.

Source: Norges Bank and the Ministry of Finance

main part of these fixed-income investments was no
longer included in the portfolio as per yearend
2010. The figure shows that the risk associated with
the benchmark is the predominant determinant of
the risk associated with the Fund, and that active
management only represents a minor contribution.
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Figure 4.13 Standard deviation of the actual port-
folio of the GPFG and of the benchmark index. Per
cent

Source: Norges Bank and the Ministry of Finance
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Figure 4.16 Degree of concurrence between the
actual portfolios of the GPFG and its respective
benchmark indices. Per cent

Source: Norges Bank and the Ministry of Finance

Both the equity portfolio and the fixed-income
portfolio involve exposures to systematic risk fac-
tors, cf. the discussion in Chapter 2 of this Report.
Figure 4.14 shows the estimated exposure of the
equity portfolio to some of these factors. It indica-
ted that the equity portfolio had more exposure to
small-cap companies than the benchmark throug-
hout 2010, whilst its exposure to the other syste-
matic risk factors was both less and more variable.
Figure 4.15 shows the exposure to systematic risk
factors in the fixed-income portfolio. The figure
suggests that the fixed-income portfolio was,
through 2010, invested in bonds of somewhat
shorter average maturity than that of the bonds in
the benchmark, and that the portfolio was over-
weight in currencies with a high interest rate
level. In addition, the portfolio was somewhat
more exposed than the benchmark to bonds with
credit premiums.

One way of defining an active management
framework is to limit what portion of the securi-
ties of the portfolio may differ from the securities
of the benchmark index. Figure 4.16 shows
developments in the degree of concurrence with
regard to the equity and the fixed-income portfo-
lio, respectively, of the GPFG. A 100 per cent con-
currence means that the actual portfolio is absolu-
tely identical to the benchmark, and consequently
that the actual portfolio entails exactly the same
risk as the benchmark. The figure shows that the

concurrence has remained more or less unchan-
ged in recent years as far as the equity portfolio is
concerned, at somewhat in excess of 80 per cent.

In comparison, there has been a significant
increase in the degree of concurrence with regard
to the fixed-income portfolio in the wake of the
financial crisis.’ As per yearend 2010, concur-
rence was somewhat in excess of 75 per cent.

Norges Bank may, in its management of the
GPFG, take ownership stakes of up to 10 per cent
in any one individual company. As per yearend
2010, the Fund’s largest percentage ownership
stake was 9.1 per cent in the Hong Kong-listed
China Water Affairs Group. The Fund held per-
centage ownership stakes in excess of 5 per cent
in a total of 17 companies.

In addition to the risk described in this Sec-
tion, there is a risk of errors being made in the
management of the GPFG that may result in an
economic loss or reputational loss. This type of
risk is referred to as operational risk, and is dis-
cussed in Section 4.2.1

Costs

The mandate Norges Bank has been given by the
Ministry of Finance implies that the actual man-
agement costs of the Bank are covered up to an
upper limit, which for 2010 was fixed at 0.10 per
cent (10 basis points) of the average market
value of the Fund. In addition, Norges Bank is
compensated for such portion of the fees of
external managers as is the result of achieved
excess returns.

The management costs, exclusive of performance-
related fees for external managers, amounted to
NOK 1,973 mill. in 2010. This represents an
increase of somewhat in excess of 8 per cent over
2009. The size of the Fund also increased during
the year, with the implication that costs measured
as a share of assets under management declined
from 7.8 basis points in 2009 to 7.0 basis points in
2010. Consequently, management costs, exclusive
of performance-related fees, are well below the
upper limit. Inclusive of performance-related fees
for external managers, the costs amounted to
NOK 2,959 mill., or about 10.5 basis points on
assets under management. This represents a
reduction of 3.5 basis points since 2009. The main
reason for the reduction is that the excess return

> A security in the fixed-income portfolio is deemed to be
equivalent to a security in the benchmark if these are
issued by the same borrower.
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Figure 4.17 Development in the asset manage-
ment costs of the GPFG. Measured in NOK billion
(left axis) and in basis points (right axis)

Source: Norges Bank and the Ministry of Finance

generated by the external managers was lower in
2010 than in 2009.

Figure 4.17 shows developments in the GPFG
management costs over time. The costs, as measu-
red in Norwegian kroner, have increased signifi-
cantly. As measured in relation to assets under
management, the overall asset management costs
have remained relatively stable. Costs may be
separated into fixed and variable costs. The varia-
ble costs will normally increase in line with the
assets of the Fund. These include, for example,
costs relating to custodianship services and to
transactions. Other costs tend to be more indepen-
dent of the assets of the Fund. It is not necessarily
the case, for example, that the number of mana-
gers is doubled if assets are doubled. An increase
in the value of the Fund should therefore, when
taken in isolation, be accompanied by a reduction
in total costs as measured in basis points of the
assets of the Fund. However, more complex mana-
gement may have the opposite effect. The bench-
mark of the GPFG has been subjected to major
changes since the start-up in 1996, hereunder
through the inclusion of equities in emerging mar-
kets, the inclusion of corporate bonds and the
establishment of a real estate portfolio. It is more
expensive to manage these asset classes than to
manage equities or government bonds in develo-
ped markets. In addition, more complex manage-
ment means that the monitoring and control func-

tions of Norges Bank need to be reinforced. It is
likely that the expanded real estate investments
ahead will result in some increase in costs; see
also the discussion in Chapter 2.1.

CEM Benchmarking Inc. has compared the
costs of the Fund with the costs of comparable
funds. The comparison shows that the costs of the
GPFG are somewhat below the average costs of
the other funds. The main reason for this is that
the GPFG has a low portion under external mana-
gement, and that internal management within
Norges Bank is relatively cost effective.

Environment-related investments

2009 saw the establishment of a programme
within the GPFG, focused on environment-related
investment opportunities. The investments are
made under the same regulatory framework as
governs the Fund’s other investments in equities
and fixed-income instruments.

The Ministry has laid down, in the mandate
for the management of the GPFG, special report-
ing requirements with regard to the environment-
related investments, which imply that Norges
Bank shall provide a specific account of environ-
ment-related investments in its annual report on
the management of the GPFG.

Figures from Norges Bank show that the envi-
ronment-related investments amounted to NOK
25.7 billion as per yearend 2010; an increase of
NOK 7.3 billion on the previous year. This repre-
sents a much faster expansion than originally
envisaged.

The investments are effected by way of
Norges Bank giving mandates to internal and
external managers. The number of environment-
related mandates (management assignments)
increased from four as per yearend 2009 to nine as
per yearend 2010. Three of the mandates con-
cerned investments within water management.
These may be investments in companies that
develop technology to improve the quality of
water, or that develop infrastructure for cleaning
and distributing water. A further three of the man-
dates encompass investments within environmen-
tal technology that may contribute to enhanced
energy efficiency or a reduction in environmen-
tally harmful emissions. The last three mandates
address investments within clean energy, which
may involve companies that generate renewable
energy or that develop equipment for the genera-
tion of renewable energy.

The environmental investments will predomi-
nantly be investments in equities that are already
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included in the GPFG benchmark. Such invest-
ments will result in the Fund choosing, through
active management, to overweight certain compa-
nies relative to the weights of such companies in
the benchmark. The investments under the envi-
ronmental programme are thereby additional to
the investments that would have been made in the
same companies by mechanically replicating the
benchmark of the Fund. The environmental con-
tribution from such overweighting will be difficult
to measure.

It was originally envisaged that the aggregate
amount of both the environmental programme
and a potential investment programme focused on
emerging markets might be in the region of NOK
20 billion invested over a five-year period, cf.
Report No. 20 (2008-2009) to the Storting.

The work of the Ministry on the evaluation of
a potential investment programme focused on
emerging markets is discussed in Chapter 2.4.
The establishment of such a programme is not
envisaged for the time being. However, ambitions
with regard to the scope of environmentally-ori-
ented investments have increased in line with the
success in developing these activities more swiftly
than originally expected.

The investments focused on the environment
form part of the assets actively managed by
Norges Bank. The amount of such investments
may therefore vary over time, as agreements with
some managers are terminated, whilst others are
taken on. It is therefore appropriate for the
desired amount of these investments to be
expressed as an interval within which the Bank
shall normally retain such investments. The Min-
istry proposes that the investments focused on
the environment should normally be within the
interval NOK 20-30 billion. The amount of these
investments will thereby exceed the overall
amount originally envisaged in respect of the two
programmes.

Assessment of the performance of the GPFG

The Ministry is very satisfied with the perfor-
mance achieved in 2010. The Ministry is also sat-
isfied with the active management performance
achieved over time.

4.1.2 GPFN performance
Market value developments

The market value of the GPFN as per yearend
2010 was NOK 135 billion; about NOK 18 billion
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Figure 4.18 The market value of the GPFN. NOK
billion
Source: Folketrygdfondet and the Ministry of Finance

more than at the beginning of the year, cf. figure
4.18. The increase reflected the favourable return
on the Fund.

The assets of the GPFN are invested in Nor-
way and the Nordic region. The GPFN is one of
the main investors on the Oslo Stock Exchange.
As per yearend 2010, the Norwegian equity port-
folio of the GPFN represented about 9 per cent of
the value of the benchmark index. The correspon-
ding figure for the other Nordic stock exchanges
is about 0.3 per cent. The fixed-income bench-
marks of the GPFN encompass only part of the
overall fixed-income market in Norway and the
Nordic region. If Folketrygdfondet were to have
invested only in the fixed-income instruments that
are included in the indices, the GPFN would have
owned somewhat in excess of 6 per cent of the
fixed-income instruments in the Norwegian index
and just under 0.2 per cent of the fixed-income
instruments in the Nordic index. In order to
achieve improved performance, Folketrygdfondet
is using its scope, through active management, for
investing a major portion of the portfolio in securi-
ties that are not encompassed by the indices.

Economic and financial developments

Economic growth was relatively good in the Nor-
dic region in 2010, when compared to other Euro-
pean countries. The Nordic equity markets have
partially mirrored the major trends in the global
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equity market through 2010, but have generally
developed somewhat more positively. The best
performer was the Danish equity market, with a
return of about 37 per cent.

Inflation in all the Nordic countries has followed
an upwards trajectory in 2010. The consumer
price index in Sweden increased by about 2.3 per
cent relative to the level as per yearend 2009,
whilst the consumer price indices in the other
countries gained between 2.8 and 3.0 per cent.
Sweden is the only Nordic country to have signifi-
cantly changed its key policy rate, with a 1.0 per-
centage point increase, despite expanding econo-
mic growth and mounting inflation in the Nordic
countries. The interest rates on long-term bonds
in the Nordic countries traced, in large part, inte-
rest rate developments in global bond market;

declined during the first half of 2010 and then
increasing through the autumn. As per yearend
2010, the interest rates on 10-year government
bonds were somewhat lower than at the begin-
ning of the year in all the Nordic countries.

Returns

The aggregate rate of return on the benchmark of
the GPFN in 2010 was 14.71 per cent, as measured
in Norwegian kroner. The rate of return on the
Norwegian and the Nordic equity benchmark,
respectively, was 18.35 per cent and 29.67 per cent,
whilst the return on the Norwegian and Nordic
fixed-income benchmark was 6.68 per cent and
3.11 per cent, respectively, as measured in Norwe-

Table 4.2 Rates of return on the GPFN in 2010, over the last 3 years and over the period 1998-2010. Per

cent
Lastyear  Last3 years 1998-2010*

GPFN

Actual portfolio 15.27 4.84 7.01

Benchmark index 14.71 3.51 6.56

Excess return (percentage points) 0.56 1.33 0.46
Norwegian equity portfolio

Actual portfolio 19.11 -1.26 8.42

Benchmark index 18.35 -3.60 6.72

Excess return (percentage points) 0.76 2.34 1.70
Nordic equity portfolio

Actual portfolio 28.18 0.46 3.74

Benchmark index 29.67 -0.45 3.41

Excess return (percentage points) -1.49 0.91 0.34
Norwegian fixed-income portfolio

Actual portfolio 7.47 8.77 6.10

Benchmark index 6.68 7.61 6.10

Excess return (percentage points) 0.79 1.16 0.00
Nordic fixed-income portfolio

Actual portfolio 3.65 6.23 5.53

Benchmark index 3.11 5.53 5.03

Excess return (percentage points) 0.54 0.70 0.51

1 The Nordic equity investments commenced in May 2001, whilst the Nordic fixed-income investments commenced in february

2007.
Source: Folketrygdfondet and the Ministry of Finance
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Figure 4.19 Developments in the benchmark indi-
ces of the GPFN. Index 31 December 1997 = 100 for
the GPFN and the Norwegian equity and fixed-
income benchmarks. Index 31 May 2010 = 100 for
the Nordic equity benchmark. Index 31 March 2007
= 100 for the Nordic fixed-income benchmark.

Source: Folketrygdfondet and the Ministry of Finance
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Figure 4.20 Return on the Norwegian equity and
fixed-income portfolios of the GPFN. Return per
year (left axis) and annualised over the period from
1998 until each individual year (right axis). Per cent

Source: Folketrygdfondet and the Ministry of Finance

Figure 4.21 Return on the Nordic equity and
fixed-income portfolios of the GPFN over the
period 1998-2010. Return per year (left axis) and
annualised over the period from 1998 until each
individual year (right axis). Per cent

Source: Folketrygdfondet and the Ministry of Finance

gian kroner. Figure 4.19 shows developments in
the Fund’s benchmark indices since 1998.

The rate of return on the Fund was 15.27 per
cent in 2010, cf. Table 4.2. High returns over the
last two years mean that the average rate of return
on the Fund since 1998 is now somewhat in
excess of 7.0 per cent, up from about 4.2 per cent
in 2008.

Both the equity portfolios and the Norwegian
fixed-income portfolio achieved favourable overall
returns in 2010, whilst the Nordic fixed-income
portfolio experienced a somewhat lower return,
cf. figures 4.20 and 4.21. The Norwegian equity
portfolio registered a higher return than did the
Norwegian fixed-income portfolio over the period
from 1998 to 2010.

The aggregate gross excess return on the GPFN
was 0.56 percentage points in 2010. This reflected
positive excess returns on the fixed-income port-
folios and the Norwegian equity portfolio, whilst
the Nordic equity portfolio registered a negative
excess return. Folketrygdfondet reports that the
main cause of the positive excess return on the
Norwegian equity portfolio was the selection of
individual equities within the manufacturing
industry, whilst the negative excess return on the
Nordic equity portfolio was caused by the equities
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Figure 4.22 Gross excess return on the GPFN over
the period 1998-2010. Excess return per year (left
axis) and annualised over the period from 1998
until each individual year (right axis). Per cent

Source: Folketrygdfondet and the Ministry of Finance

selected within the financial, energy and telecoms
industries. A major cause of the positive excess
return on the Norwegian fixed-income portfolio
was a different exposure to corporate bonds than
that suggested by the benchmark. One of the
main contributors to the positive excess return on
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Figure 4.23 Accumulated excess return on the
GPFN. NOK billion

Source: Folketrygdfondet and the Ministry of Finance

Figure 4.24 Real rate of return on the GPFN, net of
asset management costs, over the period 1997-
2010. Real rate of return per year (left axis) and
annualised over the period from 1997 until each
individual year (right axis). Per cent

Source: Folketrygdfondet and the Ministry of Finance

the Nordic fixed-income portfolio was its over-
weight in subordinated debt.

In its plan for the active management of the
GPFN, Folketrygdfondet stated that it expects to
achieve an excess return in the active management
of the GPFN of about 0.4 percentage points before
costs over time, cf. the discussion in Chapter 3.2 of
this Report. Figure 4.22 shows the annual gross
excess return over the period 1998-2010, as well as
the annualised excess return from 1998. As per
yearend 2010, the annualised excess return was
0.46 percentage points, i.e. somewhat in excess of
expectations. The gross excess return over the
period 1998-2010, as measured in Norwegian kro-
ner, is just under 4 NOK billion® , cf. figure 4.23.

Figure 4.24 shows the annual and annualised
real rate of return net of costs over the period
1997-2010. The real rate of return net of costs in
2010 was 12.4 per cent, whilst the annual average
real rate of return over the period from 1997 to
2010 was 4.8 per cent. This represents an increase
in the average real rate of return of about 2.5 per-
centage points since yearend 2008.

6 The excess return in Norwegian kroner is calculated by
multiplying the excess return over the month by the assets
at the beginning of such month, and thereafter adding up
this number of all the months. Consequently, the calcula-
tion does not take the compound interest effect into consi-
deration.
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Figure 4.25 Rolling 12-month standard deviation
of the benchmark indices of the GPFN. Per cent

Source: Folketrygdfondet and the Ministry of Finance

Active management of the GPFN has made an
important contribution to the total return over the
period 1998-2010, but developments in the bench-
mark indices are the most important factor in
explaining the total return. This shows that the
decisions relating to the asset allocation have
been the main determinants of the return on the
Fund over this period, and not decisions relating
to active management.

Risk

Figure 4.25 shows that the return fluctuations are
much more pronounced for the equity benchmark
than for the fixed-income benchmark of the
GPFN, and that the standard deviations vary con-
siderably over time. The account loans arrange-
ment was terminated in December 2006. This
resulted in the assets of the Fund being halved,
whilst the equity portion increased at the same
time. As from january 2007, the Fund was able to
invest 50 per cent of its assets in equities, based
on acquisition cost. This was increased to 60 per
cent in january 2008, but then based on market
value. It was expected, against the background of
the increase in the equity portion, that the stan-
dard deviation of the overall benchmark would
increase. However, the actual increase that took
place from the autumn of 2007 was also caused by
higher standard deviations of the equity and fixed-
income benchmarks and a somewhat higher cova-
riation between equities and fixed-income instru-

Figure 4.26 Correlation between developments
in the equity ant the fixed-income benchmarks of
the GPFN

Source: Folketrygdfondet and the Ministry of Finance

ments, cf. figure 4.26. As per yearend 2010, both
the covariation and the standard deviations had
reverted to levels somewhat below the averages
since 1998. It may therefore be assumed that the
standard deviation of the overall benchmark as
per yearend 2010 was close to, or even somewhat
below, what would represent a new normal level.
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Figure 4.27 Rolling 12-month actual tracking
error of the GPFN. Per cent

Source: Folketrygdfondet and the Ministry of Finance
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Figure 4.28 Standard deviation of the actual port-
folio of the GPFN and the benchmark index. Per
cent

Source: Folketrygdfondet and the Ministry of Finance

The mandate issued by the Ministry in respect
of the management of the GPFN stipulates that
Folketrygdfondet shall invest the assets of the
Fund with a view to ensuring that the expected
tracking error does not exceed 3 per cent. Figure
4.27 shows the developments in the actual track-
ing errors of the Fund and the equity and fixed-
income portfolios, respectively. The figure shows
that the actual fluctuations in the excess return
were large during the financial crisis, but have
remained below 3 per cent throughout the period
from 1998 to 2010. The actual tracking error at the
beginning of 2011 was about 1 per cent.

Active management on the part of Folketrygd-
fondet does not necessarily imply that the overall
risk associated with the actual portfolio exceeds
the risk associated with the benchmark. Folke-
trygdfondet may, for example, choose to assume
major positions in companies whose equity prices
normally are less volatile than the market, and to
refrain from investing in companies whose equity
prices tend to be highly volatile. In addition, the
Fund may achieve improved diversification of risk
by investing in equities and fixed-income instru-
ments that are not included in the index, cf. the
more detailed discussion in Chapter 3.2. Consequ-
ently, it is possible to achieve lesser fluctuations in
the value of the actual portfolio than in that of the
benchmark. Figure 4.28 shows developments in
the standard deviations of the actual portfolio and

the benchmark. The figure shows that the risk
associated with the actual portfolio has for major
parts of the period been somewhat less than the
risk associated with the benchmark, and this has
especially been the case during periods when
market fluctuations have increased. The bench-
mark is the predominant determinant of the risk
associated with the Fund, but the figure shows
that active management has at times contributed
to reducing the overall risk to some extent.

Both the equity portfolios and the fixed-
income portfolios are exposed to systematic risk
factors that influence the risk and return of the
various investments. See Section 3.2.2 for a
discussion of which exposures to systematic risk
factors have resulted from the active management
of the GPFN.

Typically, several companies will be removed
from or added to the equity benchmarks of the
GPFN over the course of a year. This implies, as
far as the Norwegian equity portfolio is concer-
ned, that Folketrygdfondet must purchase or sell
major shareholdings if it wants to avoid deviations
from the index. Purchases or sales will normally
be spread over time to avoid influencing the price
of the equities. Consequently, the concurrence
between the benchmark and the portfolio will be
reduced at the time of the implementation of the
change to the benchmark, and will thereafter gra-
dually increase until the trade has been comple-
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ted. Figure 4.29 shows developments in the
degree of concurrence for the equity portfolios of
the GPEN. As per yearend 2010, the actual con-
currence of the Norwegian equity portfolio was
somewhat in excess of 87 per cent, whilst the con-
currence of the Nordic equity portfolio was about
83 per cent.

Folketrygdfondet may, in its management of
the Fund, take ownership stakes of up to 15 per
cent in any Norwegian company, and up to 5 per
cent in a company in the other Nordic countries. As
per yearend 2010, the Fund’s largest percentage
ownership stake in a Norwegian company was 10.9
per cent, whilst its largest percentage ownership
stake in a Nordic company was 1.4 per cent.

Costs

The mandate Folketrygdfondet has been given by
the Ministry of Finance implies that the actual
management costs of Folketrygdfondet are cov-
ered up to an upper limit, which is fixed as a Nor-
wegian kroner amount.

The management costs amounted to NOK 90.9
mill. in 2010, well within the upper limit of NOK
110.7 million. The reason for the underspending
has to do with the implementation of new manage-
ment systems having been postponed until 2011.
Measured as a share of average assets under
management, the costs were about 7.6 basis
points in 2010.
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Figure 4.30 Development in the asset manage-
ment costs of the GPFN. NOK million (left axis) and
basis points (right axis)

Source: Folketrygdfondet and the Ministry of Finance

Figure 4.30 shows how the costs have develop-
ment over time. The costs have increased signifi-
cantly over the last four years, both in Norwegian
kroner and measured as a share of assets under
management. These years have involved major
changes to the management of the GPFN. The
assets of the GPFN were reduced by somewhat in
excess of 100 NOK billion in connection with the
termination of the account loans arrangement in
December 2006, without any reduction in costs.
The equity portion was also increased from below
20 per cent in 2006 to a strategic weighting of 60
per cent in 2008. Moreover, Folketrygdfondet was
converted to a company by special statute in 2008,
and much stricter requirements were imposed in
terms of the management and control of risk, as
well as reporting. This resulted in Folketrygdfon-
det having to make significant investments on the
systems side, and also increase its number of
man-years within these areas in order to meet the
new requirements.

CEM Benchmarking Inv. has compared the
costs of the Fund with the costs of comparable
funds, and has concluded that the costs of the
GPFN are lower than the average costs of the
other funds. The main reason for the low costs is
that the GPFN has internal management only,
which typically is less expensive than external
management.

Assessment of the performance of the GPFN

The Ministry is satisfied with the performance
achieved in 2010. The Ministry is also satisfied
with the achieved active management perfor-
mance.

4.2 Follow-up of the management
framework

4.2.1 Operationalrisk in the management of

the GPFG

Operational risk may be defined as the risk of eco-
nomic losses or loss of reputation as the result of
deficiencies in internal processes, human error,
systems error or other losses caused by external
circumstances that are not a consequence of the
market risk associated with the Fund. Unlike
other main categories of risk, such as market risk,
credit risk and liquidity risk, there is no expected
return linked to operational risk.

The Ministry has, in the mandate for the man-
agement of the GPFG, imposed requirements
with regard to the management, measurement
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and control of operational risk. Furthermore, the
Ministry has imposed, in the Regulations relating
to Risk Management and Internal Control at
Norges Bank, general and overarching require-
ments with regard to risk management and con-
trols in relation to the activities of the Bank. The
Executive Board of Norges Bank has, on the basis
of these requirements, adopted risk management
principles for its asset management unit; Norges
Bank Investment Management (NBIM), which
has established, in line with these principles, a
framework for internal control and the manage-
ment of operational risk. The framework analyses
operational risk in the form of errors or undesired
events. A probability is assigned to each unde-
sired event, together with a description of the con-
sequences should such event occur. The Bank
attaches weight to the assessment of:

— inherent risk, which is the underlying risk
associated with the activities, prior to the imple-
mentation of measures and controls that may
reduce the risk;

— current risk, which is the level of risk after con-
trols and measures; and

— expected future risk, which is the level of risk if
additional measures are implemented.

Norges Bank's annual report on the management
of the GPFG for 2010 explains, in more detail, how
this framework is used in the management of the
operational risk associated with the management of
the assets of the Fund. Such management involves
the identification of potential risk factors that may
result in loss, and the assessment of probabilities
and consequences of potential undesired events.
The Bank systematically seeks to identify, assess
and reduce operational risk in all steps of asset
management. If one single risk factor or the overall
current level of risk is estimated to fall outside the
limits stipulated by the Executive Board of Norges
Bank, additional measures are implemented in
order to reduce the expected future risk.

Norges Bank will identify, on an ongoing basis,
errors or undesired events in its asset manage-
ment. Considerable weight is therefore attached
to improving internal processes, thus making the
probability or error as small as possible. In gen-
eral, the Bank will seek to reduce the risk of unde-
sired events to the lowest level deemed appropri-
ate, based on a trade-off between the expected
benefit from additional risk-curtailing measures
and the costs of implementing the measures.

The Executive Board of Norges Bank has stip-
ulated a risk tolerance for operational risk, imply-
ing that the financial consequence of all undesired

events during the course of a normal year shall be
well below NOK 500 mill., measured as a gross
figure (i.e. it aggregates both gains and losses).
The overall financial consequences are expected
to be in the region of NOK 200-300 mill., as an
annual average, which corresponds to about NOK
0.01 per NOK 100 under management.

In 2010, NBIM experienced a total of 320
undesired events in the management of the
GPFG. The estimated financial consequences of
these events were NOK 38 mill. gross, of which
NOK 24 mill. were losses and NOK 14 mill. were
gains. More than two thirds of the events were
caused by technical errors or violations of, or
faults in, internal processes, practices and proce-
dures.

There were five minor violations, on the part
of the Bank, of the guidelines laid down by the
Ministry for the management of the Fund. The
violations had to do with the Bank holding, as the
result of an error, securities from companies that
were excluded from the investment universe of
the Fund. The Bank notes that all errors were dis-
covered and swiftly rectified.

The Ministry notes that asset management is a
complex activity, requiring a high level of special-
ist expertise and management systems. This is
particularly the case with the management of as
large a fund as the Government Pension Fund.
Large, complex organisations must expect the
continuous identification of errors that may inflict
losses (or gains) on the organisation. The Minis-
try has noted that Norges Bank has established a
comprehensive system for identifying, assessing
and reporting on the operational risk associated
with its management activities, and that it is work-
ing systematically to reduce the level of risk asso-
ciated with such management activities at the low-
est level deemed appropriate. The Ministry is of
the understanding that the Bank, in its manage-
ment of the operational risk, trades off the need to
keep the probability of undesired events as low as
possible against the costs incurred as the result of
increased control activities. The Ministry is of the
view that it is neither appropriate, nor possible, to
organise the management of the GPFG with a
view to zero tolerance for error. Nevertheless, it is
important for management of the risk associated
with the asset management activities to be devel-
oped on an ongoing basis in line with the size and
complexity of the Fund.

The Ministry also notes that last year's Report
described an external review of risk management
in the GPFG. The review conducted as a assur-
ance engagement given by the Supervisory Coun-
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cil of Norges Bank to the external auditor of the
Bank, and which included, inter alia, the frame-
work for the management of operational risk. The
report concluded that the Bank had, in all impor-
tant respects, designed and implemented a frame-
work for the management of operational risk that
is in conformity with recognised stands. At the
same time, the review uncovered a few minor
deviations with regard to the management of oper-
ational risk, cf. Report No. 10 (2009-2010) to the
Storting. The Ministry notes with satisfaction that
these deviations have been remedied or are in the
process of being remedied, cf. the report of 6 april
2011 from the Supervisory Council of Norges
Bank to the Storting.

4.2.2 Use of external managers in the
management of the GPFG

The Ministry has previously announced that a
comprehensive review of the use of external man-
agers in the management of the GPFG will be pre-
sented, thus enabling the Storting to discuss the
issue of the use of external managers and their
fees in a broader context. It is noted, in this
regard, that the Supervisory Council, which is
appointed by the Storting, has, following input
from the Ministry and with the assistance of the
external auditor of the Bank, conducted an inde-
pendent review of the external management of the
GPFG. The report from the external auditor of the
Bank is described in more detail in the report of 6
april 2011 from the Supervisory Council to the
Storting, and is discussed briefly below.

The need for using external managers

For the main part, the assets of the GPFG are
managed internally by Norges Bank. Neverthe-
less, there is a need for a certain element of exter-
nal management, which has to do with the fact
that it is hardly realistic for the Bank to develop, in
a cost-effective manner, internal asset manage-
ment of a high quality in all the markets in which
the Fund is invested. For example, the Ministry
has, as owner — with broad-based support from
the Storting — decided that part of the assets of
the Fund shall be invested in so-called emerging
markets. The investments of the Fund are, against
this background, spread across 46 countries. It
may also be desirable to use external manage-
ment companies with specialist expertise and
local knowledge to identify investment opportuni-
ties that may add value to the Fund, for example in
relation to specific sectors or markets. A certain
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Figure 4.31 Assets of the GPFG that were exter-
nally managed as per yearend 2010. NOK billion
(left axis) and percentage of overall assets (right
axis)

Source: Norges Bank

element of external management may also
improve asset management, inasmuch as it can be
used as a benchmark for the internal management
activities of Norges Bank. Consequently, there are
a number of reasons why it may be appropriate for
the Bank to supplement its internal asset manage-
ment through the procurement of management
services from external organisations.

In 1998, 40 per cent of the assets of the GPFG
were managed by external management compa-
nies. The high portion had to do with Norges
Bank choosing to outsource all equity manage-
ment to external management companies when
the Ministry permitted investments in equities.
The portion of the Fund managed externally has
since been gradually reduced in line with the
development of internal expertise on the part of
the Bank. As per yearend 2010, NOK 283 billion,
or just over 9 per cent of the assets, was managed
externally, cf. figure 4.31. A total of 62 external
management assignments (mandates) had been
established, which were managed by 45 different
organisations. The majority of these mandates
were within equity management.

The process for the selection of external managers

The selection of external management companies
is based on an extensive and thorough process.
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The process includes, inter alia, information gath-
ering, analyses, meetings and evaluations. It will
normally be between six and eight months from
the initial meeting between the Bank and an exter-
nal manager, until a management assignment
decision is made.

The initial phase of this process involves
Norges Bank conducting an assessment of poten-
tial external management companies for a specific
management assignment, which it does through
the gathering of information from participants in
the market and database searches. Thereafter,
companies that are considered potential candi-
dates for a management assignment need to fill in
a questionnaire in which they disclose the owner-
ship situation of the company and its assets under
management, its investment process and its per-
sonnel, as well as the portfolio investments of the
company. It will normally be Norges Bank that
makes contact with an external management com-
pany, encouraging it to apply for the relevant man-
agement assignment, but management companies
are also permitted to apply for management
assignments without having been approached.”
The preliminary assessments form the basis for
deciding which management companies Norges
Bank would like to meet with.

The Bank will thereafter hold meetings with
all relevant candidates, which may in certain cases
be 20-30 different management companies. The
meetings will be held on the premises of the man-
agers, a procedure that Norges Bank deems to be
important because it facilitates meeting the people
who influence the investment decisions, risk man-
agement, etc. The Bank selects, on the basis of
these preliminary discussions, a limited number
of management companies that are followed up
through a more comprehensive process, which
involves, inter alia, the gathering of additional
information with regard to organisation, track
record, expertise, etc.

The concluding phase involves the Bank mak-
ing its decision on the selection of a company,
with its expectations as to the ability of the man-
ager to create added value over time being a key
element of such assessment. Other factors to
which weight is attached are the market knowl-
edge of the manager, what sources of information
are being used, as well as how analyses and
research differ from those of other participants.
The Bank notes, in its annual report on the GPFG
for 2010, that analyses of the track records of the

7 Information about relevant management assignments is
available on the Bank's website; www.nbim.no.

management company and discussions with indi-
viduals within the company concerning company-
specific circumstances form the main basis for the
selection of an external manager.

Framework for the use of external managers

The appointment of external management compa-
nies forms part of the operational management
activities of Norges Bank. The Ministry has,
through designated Regulations relating to Risk
Management and Internal Control, made the bod-
ies of the Bank accountable for risk management
and internal control also in circumstance where
management assignments have been outsourced.
The asset management unit of the Bank (Norges
Bank Investment Management, NBIM) has a con-
trol and compliance department, which is charged
with ensuring compliance with these provisions.
Moreover, the Internal Audit unit of Norges Bank
shall examine the internal control and practices of
the Bank, as well as other circumstances of rele-
vance to the activities of the Bank.

This division of responsibilities means that
Norges Bank has, generally speaking, established
comprehensive procedures for the assessment of
external management companies prior to the
granting of any assignment to them. The proce-
dures involve a comprehensive assessment of the
return expectations and risks relating to the rele-
vant investment assignment. Moreover, the Bank
reviews replies to detailed questionnaires and also
makes several visits to the management company,
cf. above.

Furthermore, the Bank performs a thorough
review of the organisation and risk control sys-
tems of the company, as well as what licenses the
management company hold from national
authorities. In order to qualify for appointment as
an external manager, the management company
must have satisfactory ethical rules and regula-
tions, a good division of responsibilities between
departments within the company and an appro-
priate internal organisation. The company must
also hold a license in a country with satisfactory
regulation and supervision of the financial sector.
In addition, Norges Bank has appointed an inter-
national auditing firm to perform independent
evaluations of the background, reputation and
integrity of the relevant manager — which also
include looking for potentially controversial
issues.

The agreed investment assignment is also
evaluated from the perspective of risk controls,
and a binding agreement is concluded on the
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basis of the Bank's standard forms of agreement.
The agreement sets out the rights and obligations
of the manager, including comprehensive report-
ing requirements. The funds allocated to each
management company are deposited in desig-
nated, separate accounts in respect of each man-
agement assignment, which represents an addi-
tional safeguard.

The management of the mandates is thereafter
followed up closely within Norges Bank on the
basis of the said framework, and measures are
taken if the expectations and the guidelines in the
agreement are not adhered to. In the most serious
cases, the mandate is terminated. The Bank has
ensured that any agreement may be terminated
with immediate effect, with the portfolio being
transferred to alternative management the follow-
ing day.

The Bank holds regular meetings with each
management company, and a comprehensive
review of documentation, reporting and other rel-
evant circumstances takes place once a year. Such
review also includes a visit to the premises of the
management company.

Besides, the procedures for the following up of
the financial terms under the agreements with
management companies are based on the premise
that Norges Bank shall receive invoices from each
management company on a quarterly basis. The
invoices are checked against remuneration rates
in the management agreements and an indepen-
dent calculation of assets under management and
any excess return. The Bank makes no payment
of remuneration until the invoiced remuneration
has been checked and approved in accordance
with the internal invoice processing procedures of
the Bank.

Remuneration of external managers

The mandate stipulated by the Ministry with
regard to the GPFG requires the remuneration
structure in agreements with external managers
to be aligned with the financial interests of the
Fund, hereunder that it shall take into consider-
ation the time horizon of the relevant investment
strategies. Moreover, the individual agreements
with managers concerning performance-related
fees are required to be structured in such a man-
ner as to ensure that the Fund retains the main
part of any excess return.

The management assignment on behalf of
Norges Bank is premised on the objective of
achieving the highest possible return, net of costs.
This implies that the Bank must weigh the scope

for high returns against the costs the Bank will
incur in achieving the highest possible return.
Investments are a matter of uncertainty (risk) and
expectation about future returns, as well as the
costs associated therewith. Norges Bank prior-
itises the assessment of all these factors in respect
of each agreement concluded with an external
management company. The agreements are con-
cluded within a fixed framework. The basis for the
conclusion of such agreements is to ensure that
the Fund will achieve the highest possible value,
net of costs.

The costs, or fees, of external management
companies tend to comprise two elements. There
is a fixed fee paid on the basis of the market value
of the portfolio of the financial instruments that
fall within the scope of the management assign-
ment, and a variable fee paid on the basis of the
attractiveness of the return performance under
the assignment relative to the performance of the
market to which the assignment pertains. Fixed
fees shall, generally speaking, only cover the costs
relating to the specific management assignment,
and the Bank notes that such fees are consider-
ably below market standard for the assignment.

As far as performance-related fees are con-
cerned, Norges Bank introduced a new structure
in 2009 that aimed to ensure a longer investment
horizon on the part of the individual external man-
agers as well. The new structure implies that man-
agers will only receive payment of a certain per-
centage of the accrued fee during the first five
years. The payment ratio will become higher as
the management assignment remains in operation
for a longer period of time. The Bank seeks, by
retaining part of the fee, a higher degree of align-
ment between the incentives of managers and the
overarching objective of the Fund; the highest
possible return at a moderate level of risk. At the
same time, the Bank has decided that the perfor-
mance-related fee will depend on the excess
return achieved since the management assign-
ment was established. This implies that a manager
must, if such manager experiences a period of
negative excess return, recoup the entire negative
excess return before any performance-related
fees start to accrue again. It will therefore nor-
mally be the case that the total fee paid in relation
to a management assignment will not, even over
many years, exceed a fixed percentage of the
excess return generated under the management
assignment.

In addition, the fee paid in any single year is
subject to a maximum limit (cap), which is a spe-
cific percentage of the assets under management.
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Any fee accrued in excess of such cap may fall due
for payment later on, but only if the excess return
achieved since start-up still remains positive at
such point of time. The Bank notes, in its annual
report on the GPFG for 2010, that following the
amendments made to the fee structure, it does not
expect future fees in any single year to reach lev-
els corresponding to the largest payments made
in 2009. It is also noted that all external manage-
ment assignments established as from 2010 are
subject to the new structure.

Norges Bank operates on the premise that
each individual agreement with external manag-
ers is designed such as to make the overall fees
(the sum total of fixed and performance-related
fees) as low as possible relative to the expected
attractiveness of the return performance under
the management assignment. An assessment is in
each individual case made of the structure of the
assignment and of local or specific market condi-
tions. In addition, the assessments of the Bank
may be influenced by factors like the manager's
expertise, distinctive qualities and scope for gen-
erating excess return.

Norges Bank notes that the Bank will nor-
mally, as a large and recognised investor with a
long investment horizon, be in a strong negotia-
tion position when dealing with external manage-
ment organisations. However, it is noted that
there is strong competition for the capacity of
many managers, and not every manager is willing
to accept the terms of the Bank.

A large portion of the external management
fees depends on the excess return achieved. Total
management costs will therefore normally be
higher in years characterised by good perfor-
mance. Besides, specialised management assign-
ments will normally require more resources and
command somewhat higher fees. It is noted in the
annual report on the GPFG that the portion of
specialist mandates has increased in recent years,
whilst good performance has been achieved. The
Bank notes, furthermore, that the costs relating to
external management are nevertheless at a low
level relative to the market for corresponding
assignments.

External management value creation

The Ministry follows up on the results of the man-
agement of the GPFG on a continuous basis. The
annual Report on the Government Pension Fund
provides an assessment of developments in the
aggregate return on the Fund, hereunder the
return achieved through active management.

Moreover, the Ministry performs an assessment
of the management costs. The Ministry is commit-
ted to keeping overall management costs at a low
level, and has therefore established a system of
regular independent reviews, which compare the
management costs of the Bank to the costs of
other major funds internationally. These compari-
sons show that the cost level of the Bank is, gener-
ally speaking, relatively low, cf. the discussion in
Chapter 4.1.

The Ministry's assessment of value creation
in the management of the GPFG is focused on
developments in the overall return on, and costs
of, the Fund, and not on value creation through
external management taken in isolation. In this
context, the Ministry notes that the active man-
agement of the GPFG is subject to review on a
regular basis, cf. Report No. 10 (2009-2010) to
the Storting, with an emphasis on assessing
active management performance against the
excess return expectations of Norges Bank's and
the Ministry, and on comparing these to the
management cost level.

In its annual report on the GPFG, Norges
Bank notes that experience with the appointment
of external management companies to perform
the management of parts of the equity portfolio is
very good. The overall contribution from external
equity management to the excess return on the
GPFG was NOK 22.4 billion as per yearend 2010,
whilst fees paid to these managers amounted to
NOK 6.7 billion. External management experi-
ence is more mixed with regard to fixed income
investments than with regard to equity invest-
ments, which is primarily due to poor results dur-
ing the financial crisis. The external fixed income
management assignments of the Fund have now
for the main part been terminated.

External review of the use of external managers by
Norges Bank

The Supervisory Council of Norges Bank's has,
based on input from the Ministry and with the
assistance of the external auditor of the Bank,
conducted an independent review of the risk man-
agement and control framework relating to the
use of external managers for the GPFG. The
review has involved an assessment by the auditor
as to whether the framework is in line with recog-
nised and relevant standards, and as to whether it
has been implemented in conformity with its
design.

The assessment is based on a set of measure-
ment criteria derived from relevant standards.
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The measurement criteria are applied to four main
areas: organisational structure, measurement of
returns, risk management, as well as selection
and follow-up. On this basis, the Auditor has con-
ducted a thorough review of written documenta-
tion, meetings held, etc., to determine whether
the processes and systems of the Bank in relation
to these main areas are in accordance with the
established criteria.

The auditor concludes in its report that in all
material respects Norges Bank has designed and
established an external management framework
that is in accordance with recognised and relevant
standards, cf. the discussion in the report of 6
april 2011 from the Supervisory Council to the
Storting.

The Ministry's assessments

The Ministry emphasises that the management
of the Government Pension Fund shall be of a
high ethical standard and in conformity with rec-
ognised principles for the management of sover-
eign wealth funds. Furthermore, the Ministry is
committed to the maximum possible transpar-
ency concerning the management of the GPFG,
within the limits required for the proper imple-
mentation of Norges Bank's management assign-
ment. Broad-based confidence in the asset man-
agement activities is conditional upon transpar-
ency.

Independent international studies show that
the management of the nation’s savings is, gener-
ally speaking, characterised by a high degree of
transparency.® Norges Bank currently publishes
a complete list of external managers, specified by
the two asset classes equities and fixed income.
Furthermore, it publishes total assets under
management with external managers, specified
into equities and fixed income. The Bank also
discloses total fees to external managers, here-
under performance-related fees. It also specifies
what portion of the positive/negative excess
return achieved can be attributed to external
management, again specified into equities and
fixed income. The Ministry is of the view that the
Bank currently all in all discloses external man-
agement details in line with internationally rec-
ognised practice.

8 See, inter alia, the ranking from the Peterson Institute for
International Economics, in which the GPFG was ranked
on top in a comparison of sovereign wealth funds in terms
of openness, accountability and transparency (http://
www.iie.com/publications/briefs/truman4983.pdf)

Norges Bank enjoys a strong negotiation
position vis-a-vis external managers as the result
of the size and standing of the Fund. This implies
that the Bank will normally get access to the best
managers internationally, and that it may be able
to obtain lower fees than many other customers.
The scope for achieving favourable terms may be
impaired if details in the contracts with individual
managers are published. Names of individual
managers, assets under management and
accrued fees will normally be perceived as com-
mercially sensitive information. Publication of
this type of information may therefore result in
the Bank having to pay a higher price for exter-
nal management services than at present, and
may prevent access to the best managers. The
Ministry is therefore of the view that transpar-
ency considerations need to be balanced against
considerations relating to the effective imple-
mentation of the asset management assignment.

The Ministry is committed to organising the
management of the GPFG in the most cost effec-
tive manner. Comparisons with other funds show
that the cost level of the Bank is, generally speak-
ing, relatively low, cf. above.

The mandate of the GPFG requires the Fund to
retain the main part of any excess return achieved
when using performancerelated remuneration of
external managers. However, no general rule has
been introduced to the effect that all agreements
concluded with external managers shall feature a
cap on performancerelated remuneration. This
reflects the fact that agreements concluded with
external management companies are, in general,
the outcome of a negotiation process, with remu-
neration structure being one of several elements
subject to negotiation. The assessments of the
Bank, in the context of the specific negotiations,
will be based on what best serves the financial
interests of the Fund.

The issue of what remuneration structure,
hereunder what combination of fixed and perfor-
mance-related fees, is the most appropriate in
each individual case, must be assessed on the
basis of the premises underpinning the conclu-
sion of the agreement. The Ministry is of the
view that there are good reasons to let the Bank
itself decide what remuneration structure would
best serve the interests of the Fund in each indi-
vidual case. At the same time, it is important that
the Bank in its remuneration structure decision
takes into account the reputation of the Fund and
the importance of general support for its asset
management. It is evident that very high fees to
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individual managers may represent a challenge
to the reputation of the Fund.

Norges Bank has introduced a new structure
for the performance-related fees, with the pur-
pose of ensuring a longer investment horizon
also on the part of the external managers. The
new structure implies, inter alia, that limitations
are imposed on the fee paid in any single year
(cap). The Ministry is of the view that such a
measure will contribute to support the reputation
of the Fund.

It is important, at the same time, to adhere to
the established principles for the division of roles
and responsibilities between the owner and the
manager. The Ministry has emphasised that
there shall be a real delegation of responsibility
to the Bank, and that the regulations from the
Ministry shall, to the maximum possible extent,
have the nature of a framework. The new man-
date of the GPFG is based on this overarching
principle. Only on this premise is it meaningful
to hold the Bank accountable for the perfor-
mance achieved. It might therefore seem some-
what arbitrary if the Ministry were to impose
detailed requirements with regard to individual
elements of highly complex agreements with
external managers that are agreed through
negotiations. A more detailed wording of the
guidelines might result in a system in which
more of the operational asset management in
practice would be shifted to the Ministry, which
would be neither possible nor appropriate.

The Ministry has concluded, based on an over-
all assessment, that the current provision in the
mandate of the GPFG, to the effect that the Fund
shall retain the main part of any excess return
achieved, should be supplemented by a new provi-
sion stating that the Bank shall impose a cap on per-
formance-related fees paid to external management
companies. The wording of the provision should be
general, and in line with the new structure of the
Bank's external management agreements.

Moreover, the Ministry notes that a compre-
hensive system for independent control, both
internally and externally, has been established at
Norges Bank, and the Ministry is of the view that
this provides, all in all, adequate control with the
activities of the Bank, hereunder control of agree-
ments with external managers.

4.2.3 Independent review of the inflow of

capital, etc., to the GPFG

The Supervisory Council of Norges Bank has, as
part of its supervision activities, conducted, after

input from the Ministry and with the assistance of
the external auditor of the Bank, an independent
review of the framework for risk management and
control in relation to the inflow of capital to the
GPFG and exposure to the benchmark. It has also
been examined whether the Bank has followed up
on those recommendations in the previous Ernst
& Young report that are of relevance to the inflow
of capital and exposure to the benchmark, cf.
Report No. 16 (2007-2008) to the Storting.

The auditor's review shows that Norges Bank
has designed and implemented a framework for
the management and control of the inflow of capi-
tal and exposure to the benchmark which is, in all
material respects, in accordance with recognised
and relevant standards. The auditor concludes,
moreover, that the Bank has, in all material
respects, implemented the relevant recommenda-
tions from the earlier Ernst & Young report.

The auditor's review is discussed in more
detail in the report of 6 april 2011 from the Super-
visory Council to the Storting.

4.2.4 Assurance statement pertaining to
Folketrygdfondet's management of
the GPFN

Folketrygdfondet performs the management of
the GPFN on behalf of, and pursuant to guidelines
laid down by, the Ministry. The agreement with
the auditor establishes, as part of the follow-up of
the management activities of Folketrygdfondet, a
so-called assurance engagements. It is stipulated
that the assurance engagement for 2010 shall
encompass both the internal control system of
Folketrygdfondet and Folketrygdfondet's compli-
ance with guidelines, cf. the discussion of the
methodology of a assurance engagement in the
National Budget 2011.

In its assurance statement for 2010, the auditor
concluded that it has not become aware of any cir-
cumstances that give reason to assume that the
internal control system of Folketrygdfondet is
not, in all material respects, in accordance with
recommended international practice. It is noted,
moreover, that best practices are evolving on an
ongoing basis, and that Folketrygdfondet should
continue the development of its own risk manage-
ment and intern control methodology in line with
the evolvement of such practice. In particular, the
global financial crisis revealed that the handling of
credit and counterparty risk has become ever
more challenging for all asset managers. This
implies that one needs to establish processes
aimed at identifying leading international practice
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within all parts of the organisation and seek to
replicate such practice.

As far as compliance with guidelines on the
part of Folketrygdfondet is concerned, the auditor
concludes that it has not become aware of any cir-
cumstances that give reason to assume that there
are any material violations of provisions laid down
in the Act relating to Folketrygdfondet, as well as
in any regulations, supplementary guidelines or
management agreement adopted by the Ministry
of Finance.

The assurance statement from the auditor has
been made available on the website of the Minis-
try (www.government.no/gpf).

4.3 Responsible investment practice

4.3.1 Introduction

A broad approach to responsible investment prac-
tice has been developed over time in the manage-
ment of the Government Pension Fund. The
GPFG and the GPFN are managed in conformity
with ethical principles and on the basic premise
that returns on the Funds over time are depen-
dent on good corporate governance and well-func-
tioning markets. Both Norges Bank and Folket-
rygdfondet have expanded their active ownership
activities in line with international developments
in this field, whilst also seeking a higher degree of
interaction between active ownership activities
and portfolio management. This means, inter alia,
that factors which have often not been deemed to
be of direct financial relevance, for example envi-
ronmental and social factors, may nevertheless
carry weight because they may influence returns
in the long run.

In March 2010, the Ministry of Finance intro-
duced new Guidelines for Responsible Investment
Practice in the management of the GPFG. These
guidelines are addressed partly to Norges Bank
and partly to the Council on Ethics for the GPFG.
The introduction of new guidelines forms part of
the Ministry's follow-up of the findings from the
evaluation of the ethical guidelines for the GPFG
of 2004. The Ministry of Finance envisaged, in the
wake of the evaluation, a more comprehensive
strategy for the responsible investment practice of
the GPFG. The main areas now encompassed by
this strategy are:

— international cooperation and contribution to
the development of best practices;

— a targeted environmental investment pro-
gramme;

research and analysis;

— active ownership;

— observation of companies; and
— exclusion of companies.

The Ministry of Finance, Norges Bank, Folket-
rygdfondet and the Council on Ethics for the
GPFG all participate in the international debate
relating to responsible investment practices, and
cooperate with other players in order to contrib-
ute to the development of best practices within
their areas.

In 2010, the Ministry participated in a working
group under the auspices of the World Economic
Forum. The working group drafted a report on
sustainable investment practices along the entire
investment chain from capital owner to company.
The report is described in more detail in Box 4.2.

The active ownership activities still remain a
key tool in the responsible investment practice
efforts of the Government Pension Fund. The
exercise of ownership rights in respect of the
GPFG and the GPFN is based on a joint platform
of internationally recognised principles. At the
same time, the measures used in such activities
differ somewhat in view of the different sizes and
investment strategies of the Funds. The exclusion
of companies is a measure reserved for special
cases, and a last resort after the willingness and
ability of the company to improve its practices has
been examined. Exclusion is primarily a measure
applicable to the GPFG, in accordance with the
Guidelines on Observation and Exclusion from
the GPFG.

In this Chapter, the Ministry reports on the
main aspects of the active ownership activities of
Norges Bank and Folketrygdfondet and on the
work of the Council on Ethics in 2010.

The Ministry's participation in a research proj-
ect on the impact of climate changes on the capital
markets and the work on an environmental invest-
ment programme are discussed in more detail in
Chapter 2.2 and Chapter 4.1.

Active ownership

The basic principles for active ownership are the
same for the GPFG and the GPFN, cf. Box 4.3.
Norges Bank and Folketrygdfondet have formula-
ted their own active ownership principles, based
on these basic principles. The active ownership
activities of Norges Bank and Folketrygdfondet
are discussed in more detail in Sections 4.3.2 and
4.3.3, respectively.
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During its annual meeting in Davos, the World
Economic Forum launched a report on sustain-
able investments. In 2010, the Ministry of
Finance participated in a working group in rela-
tion to the preparation of the report. Sustain-
able investment practice is defined in the
report as an investment practice that integrates
long-term environmental and social criteria and
good corporate governance considerations in
the investment and active ownership activities,
in order to achieve the best possible risk-
adjusted return.

The report emphasises the important role of
the financial market in the effort to achieve sus-
tainable economic development, and is of partic-
ular interest because it looks at challenges and
solutions for the entire economic system, from
capital owners to companies. Such a broad
approach is necessary in order to reduce several
important obstacles to sustainable investment
practice. The report addresses potential mea-
sures within the following areas:

— improved information on environmental and
social factors of financial relevance;

— reinforced expertise, thus enabling both
investors and corporate management to eval-
uate such information;

— changes to incentive structures, such as to
better safeguard long-term, sustainable inter-
ests; and

— improved governance structure between
companies and capital owners to achieve bet-
ter long-term value creation.

Box 4.2 Report on sustainable investments

The report outlines solutions within these areas
for, inter alia, capital owners, asset managers
and companies, as well as auditing and regula-
tory bodies. The report emphasises that capital
owners should pay special heed to increased
transparency with regard to the environmental
and social characteristics of their investments.
The report proposes that asset managers should
have compensation systems that are more
focused on long-term excess return. Companies
should promote structured dialogues with inves-
tors on issues relating to the environment, soci-
ety and corporate governance. Auditing and reg-
ulatory bodies should contribute to integrated
reporting, with relevant information on environ-
mental and social matters forming part of the
general corporate reporting.

Many of the challenges and opportunities
discussed by the WEF report fall under the
«principal-agent» theme: How can we as owners
ensure that our interests are taken into consid-
eration throughout the entire investment chain?
Part of the key to achieving good solutions is to
exercise clear and predictable ownership. This
requires good communication between owners
and companies, with owners clearly signalling
the types of information to which they attach
weight in their investment decisions. The WEF
report proposes a number of solutions as to how
an increased degree of such joint understanding
may be achieved, and it is a useful contribution
to improving the dialogue between capital own-
ers and companies.

Exclusion and observation of companies

The Guidelines on Observation and Exclusion
from the GPFG, of March 2010, stipulate that
companies shall be excluded from the Fund if
they manufacture certain specified products.
Companies may also be excluded if they are
deemed to contribute to, or themselves being
responsible for, grossly unethical conduct as
defined in the Guidelines. Since 2002, the Minis-
try of Finance has excluded 52 companies pursu-
ant to the criteria in the Guidelines on Observa-
tion and Exclusion on the basis of recommenda-
tions from the Council on Ethics for the GPFG.
Moreover, the Ministry has placed one company

under observation pursuant to the same Guide-
lines.

Nordic companies (outside Norway) form part
of the investment universe of both the GPFG and
the GPFN. The Ministry of Finance takes the view
that if the Ministry decides to exclude a company,
such company should be excluded from both
funds. This follows from Report No. 24 (2006-
2007) to the Storting and from Section 3-6 of the
management mandate for the GPFN. The Minis-
try of Finance has decided, against this back-
ground, to excluded one company from the
GPFN.

The work of the Council on Ethics in relation
to the Guidelines on the Observation and Exclu-
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Box 4.3 Basic principles for active ownership

The exercise of ownership rights as part of the
management of the Government Pension Fund is
based on the UN Global Compact, the OECD
Principles of Corporate Governance (Corporate
Governance Guidelines) and the OECD Guide-
lines for Multinational Enterprises. These inter-
national principles define norms for good corpo-
rate governance and impose requirements con-
cerning responsible environmental and social
corporate practices. Norges Bank and Folket-
rygdfondet have defined their own guidelines for
their exercise of ownership rights in keeping with
these principles. In 2006, the UN published a set
of principles aimed at investors: the «Principles
for Responsible Investment» (PRI). The PRI are
based on factors linked to corporate governance
and environmental and social conditions affecting
financial returns, and facilitate accounting for
these factors in asset management and active
ownership. The Ministry of Finance, Norges
Bank and Folketrygdfondet are all members of
the PRI. The Ministry of Finance reports on com-
pliance with the PRI in its management of the
GPFG and the GPFN, respectively, partly on the
basis of information provided by Norges Bank
and Folketrygdfondet.

The UN Global Compact

The UN Global Compact defines a total of ten uni-
versal principles derived from the Universal Dec-
laration of Human Rights, the ILO Declaration on
Fundamental Principles and Rights at Work and
the Rio Declaration on Environment and Devel-
opment. The principles are general in nature and
state, inter alia, that businesses should respect
human rights and not be complicit in human
rights violations, should uphold the freedom of
association and collective bargaining, and elimi-
nate all forms of forced and compulsory labour,
child labour and discrimination with respect to
employment and occupation, support a precau-
tionary approach to environmental challenges,
promote greater environmental responsibility
and the development and diffusion of environ-
mentally friendly technologies, and combat all
forms of corruption, including extortion and brib-
ery.

Some 8,700 companies and organisations in
more than 130 countries have joined the UN
Global Compact. The members are encouraged

to report annually on their compliance with the
principles.

OECD Principles of Corporate Governance

These principles are very extensive and mainly
address the basis for effective corporate gover-
nance, the rights of shareholders and key owner-
ship functions, the equitable treatment of share-
holders, transparency and disclosure, and the
responsibilities and liabilities of boards of direc-
tors.

OECD Guidelines for Multinational Enterprises

These guidelines are voluntary principles and
standards for responsible business practices in
different areas in accordance with laws applicable
to multinational companies. The OECD guide-
lines for multinational companies represent the
only multilaterally recognised and detailed regu-
latory framework that member states are obliged
to promote. They contain recommendations on a
number of matters, including public disclosure of
company information, the working environment
and employee rights, environmental protection,
combating bribery, consumer interests, the use
of science and technology, competition, and tax
liability.

The UN Principles for Responsible Investment

The UN Principles for Responsible Investment
are an initiative of the UN Environment Pro-
gramme Finance Initiative and the UN Global
Compact. The initiative is aimed at the owners of
assets, asset managers and their professional ser-
vice partners, all of whom are encouraged to sign
the principles. The principles cover aspects
linked to being a responsible and active owner by
taking environmental, social and corporate gover-
nance issues (ESG) into account in asset manage-
ment and active ownership. Integration of this
kind will also have consequences for what type of
information investors request from companies
and what the companies are expected to report
on. The members of PRI have a duty to report on
their compliance with the principles on an annual
basis. Norges Bank contributed to the drafting of
the principles.




2010-2011

Report No. 15 to the Storting 99

The Management of the Government Pension Fund in 2010

sion of Companies from the GPFG is described in
more detail in Section 4.4.4 below.

Tools used in responsible investment practice

Key to the Government Pension Fund’s responsi-
ble investment practice is contribution to compa-
nies being managed in a good and sustainable
manner, which may in the longer run also affect
economic development and the return of the
Fund. The tools available in the management of
the GPFG and the GPFN are to be used with this
in mind.

In 2010, the Ministry introduced observation
as a new tool in the responsible investment prac-
tice of the GPFG. Observation enables one to sig-
nal deep concern over a situation to a company,
whilst at the same time holding up the possibility
of positive change. This expands the range of
available tools, and enables a more fine-tuned
reaction than plain exclusion.

The purpose of excluding companies is to
avoid investments in companies that contribute to
grossly unethical activity. When a company is
excluded from the investment universe of the
GPFG it may signal what is held to be a minimum
ethical standard in a given situation, but at the
same time exclusion will not, in itself, contribute
to improving the situation for the affected environ-
ment or people. Observation is about monitoring a
situation in which there is a potential for positive
development. This tool will typically be suitable in
case of doubt as to whether or not the exclusion
requirements are met, or as to future develop-
ments, or if deemed appropriate for other reasons.
The objective in using such a tool will be to con-
tribute to improved corporate practice.

The Guidelines on Observation and Exclusion
from the GPFG stipulate that the Ministry shall
make an assessment as to whether other tools
may be suited to reducing the risk of grossly
unethical activity, prior to any decision being
made to exclude a company. The Council on Eth-
ics may recommend, pursuant to the same Guide-
lines, that a company shall be placed under obser-
vation.

Although the range of tools available in
respect of the GPFG has been expanded, there
will still be many problematic situations that are
not addressed. The Fund holds a small stake in
many of the world's listed companies — about
8,500 — and therefore it is not possible to fully
prevent the GPFG from being invested in compa-
nies that may, for various reasons, be subject to
criticism. An important strength of the Guide-

lines for Responsible Investment Practice is that
they are implemented in a predictable and credi-
ble manner over time. This implies that Norges
Bank and the Council on Ethics must be given
sufficient time to complete processes and assess-
ments in relevant cases, hereunder that the com-
panies are given the opportunity to present their
version of the case, or to implement necessary
measures. The Ministry has, in order to provide
the maximum possible scope for good and pre-
dictable processes, included provisions on the
exchange of information and on coordination
between Norges Bank and the Council on Ethics
in the Guidelines on Observation and Exclusion
from the GPFG.

4.3.2 Responsible managementpracticeand
active ownership activities with regard
to the GPFG

The overarching objective of Norges Bank in its
active ownership activities is to safeguard the
financial interests of the GPFG, in line with the
management mandate for the GPFG. The Bank
shall, furthermore, integrate considerations relat-
ing to good corporate governance, environmental
and social issues throughout its investment activi-
ties, in line with internationally recognised princi-
ples for responsible investment practice. The inte-
gration of these considerations shall pay heed to
the investment strategy of the Fund and the
Bank's role as a financial manager. This is an
ambitious objective that was included in the
Bank's mandate on the basis of the evaluation pro-
cess. The objective is in conformity with the PRI
principles; see Box 4.3. Norges Bank seeks, in line
with this objective, to promote responsible invest-
ment in its management activities. The Bank per-
forms, hereunder, analyses of the environmental
and social risks associated with the companies
and the markets in which the Fund is invested.
The analyses may reveal issues that the Bank will
seek to change through dialogue with a com-
pany's executives or through its voting in a com-
pany. Such analyses are carried out by, and used,
across the departments within Norges Bank
Investment Management. Analysts working
within active ownership and the asset managers at
Norges Bank share the information from, for
example, meetings with companies.

The active ownership activities of Norges
Bank have their basis in internationally recogn-
ised, global standards, like the OECD Principles of
Corporate Governance, the OECD Guidelines for
Multinational Enterprises and the UN Global Com-
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pact. These are supplemented by the corporate
governance and voting guidelines of Norges
Bank, and by Norges Bank's document series that
communicates specific expectations as to compa-
nies' handling of children's rights, climate
changes and water resources.

Focus areas in the active ownership activities of the
GPFG

During the course of 2010, Norges Bank has

refined and strengthened its active ownership

activities. The best prospects for an impact

through such activities are achieved by stability,

predictability and the adoption of a long-term per-

spective. The six strategic focus areas selected by

Norges Bank are:

— equal treatment of shareholders;

— shareholder influence and board accountabil-
ity;

— well-functioning, legitimate and efficient mar-
kets;

— climate change;

— water management; and

— children's rights.

Good corporate governance is necessary for the
development of profitable businesses. It safegu-
ards shareholders’ rights and ensures a fair distri-
bution of returns. The equality of shareholders
and shareholder influence are therefore central to
Norges Bank’s corporate governance activities.
The focus area «well-functioning, legitimate and
efficient markets» encompasses fundamental
questions about the way markets work, as well as
issues concerning good corporate governance.
The Bank has been active in efforts to improve
market standards, including liquidity and transpa-
rency in the market for covered bonds in Europe.
Norges Bank has also focused on environmental
and social factors that influence companies’ busi-
ness environments and development, and thus
also the Fund’s assets. The priority areas climate
change, water management and children’s rights
were selected on this basis.

Tools used in the active ownership activities

The tools available to Norges Bank in its active
ownership activities are linked to the Fund's
ownerships stakes in various companies. Partici-
pation in the voting at general meetings is one of
the primary means for a shareholder to express
its opinions. Norges Bank has established its own

Box 4.4 Implementation of the
focus areas of climate changes,
water management and children's
rights.

Norges Bank expects the companies in which
the Fund is invested to handle risk associated
with climate changes, water resources and
children's rights. These factors may have a
negative or positive influence on the com-
pany's own business and on the Fund’s invest-
ments in other companies. Norges Bank
describes what it expects from companies in
the document series «NBIM Investor Expecta-
tions», which features one document for each
focus area.

The documents are targeted at companies
with activities or suppliers in sectors and
regions exposed to risk associated with cli-
mate changes, water resources and children's
rights, respectively. Norges Bank systemati-
cally evaluates how companies in the portfolio
meet the expectations. The evaluations are
based on information available in the public
domain. The findings from the evaluations are
published in annual status reports. Norges
Bank uses the status reports as a basis for dia-
logue with the companies, with a view to
improving the risk handling, reporting and
transparency of companies in this regard.

Norges Bank held meetings with 70 com-
panies concerning these three focus areas
during the course of 2010. The Bank also
holds meetings with various special interest
organisations on a regular basis, as well as
with Norwegian and international experts, in
order to stay updated on developments within
climate change, water management and chil-
dren's rights.

voting guidelines and publishes its voting on each
individual matter. Norges Bank is working acti-
vely to contribute to more efficient processes for
global voting, and aims to vote at all general mee-
tings of companies in which the Fund has hol-
dings.

Norges Bank also uses dialogue with indivi-
dual companies, collaboration with other inves-
tors, participation in international networks and
organisations, input to regulatory authorities, con-
tact with research bodies, and public communica-
tion of opinions and expectations.
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When choosing a tool, Norges Bank consi-
ders, inter alia, what offers the best scope for
success, relative to the required resource commit-
ment. Sometimes it may be most expedient to
strive to exert an influence on the contents of
regulatory frameworks, as these have an impact
on all the companies in the same market. In other
cases, change can be achieved through dialogue
with one or more companies.

Voting and shareholder proposals

In 2010, Norges Bank continued to follow up on
the quality of the work carried out by boards of
directors, which also seems to be a growing focus
for other institutional investors in the wake of the
financial crisis. The Bank emphasises the respon-
sibility of the board for the follow-up and remune-
ration of company executives. Furthermore, the
Bank conveys its view that the roles of chairper-
son of the board and chief executive should be
kept separate. In 2010, Norges Bank submitted
shareholder proposals for the appointment of an
independent chairperson of the board of five US
companies. None of the proposals were supported
by a majority of the votes in the general meetings
of the companies, but support in four of the com-
panies was higher than in 2009, when the Bank
first submitted such proposals. The Bank's posi-
tion that these roles should be kept separate is
now supported in amended guidelines from ISS -
Investor Shareholder Services — which is the
world's largest voting advisor for institutional
investors. The amendment is effective as from
2011.

A large portion of the environmentrelated
shareholder proposals in 2010 requested, like in
2009, companies to adopt targets for reducing
their emissions of greenhouse gases, as well as to
report on measures to reduce such emissions.
The number of shareholder proposals relating to
improved water management was higher than in
2009. These requested, to a large extent, compa-
nies to report on the impact of manufacturing pro-
cesses and waste management on water supplies,
as well as on measures to reduce the risk of nega-
tive environmental impact. The number of share-
holder proposals requesting companies to adopt
guidelines for the observance of human rights did
not change much from 2009, whilst the number of
proposals addressing global labour standards con-
tinued to decline.

Environmentally and socially-related share-
holder proposals are specifically examined by ana-

lysts at Norges Bank. In addition to the assess-
ments forming the basis for the general voting
guidelines of the Bank, specific assessments may
also be made in respect of individual proposals.
The purpose is to vote in accordance with what
the Bank deems to serve long-term shareholder
values.

Collaboration with other investors

Norges Bank collaborates and is in regular dia-
logue with other asset management institutions
for purposes of influencing individual companies
or to exchange information and assessments . The
Bank discussed voting, share capital increases,
board appointments and matters relating to the
focus areas of water, climate and children's rights
during the course of 2010.

Norges Bank requested, together with some
German investors, a German court to examine
whether the board of Porsche SE exceeded its
powers and imposed excessive risk on the minor-
ity shareholders of the company in its attempt to
acquire full control of Volkswagen over the period
2005-2009. The reason for the request was that an
examination may reveal whether the families in
control of Porsche SE had other objectives than
the other shareholders of the company when the
takeover strategy was adopted. It is important for
Norges Bank, from the perspectives of both prin-
ciple and financial interest, to establish good cor-
porate governance to prevent controlling owners
from obtaining benefits to the detriment of the
other shareholders.

Norges Bank has for several years collabo-
rated with other investors with regard to compa-
nies' climate change management. In 2010,
Norges Bank embarked on a collaboration with a
large US investor concerning a dialogue with a
selection of US companies in carbon-intensive
industries. The objective of this effort is for the
companies to improve their reporting and trans-
parency with regard to how they handle risk asso-
ciated with the greenhouse gas emissions of such
companies.

Norges Bank participates in organised inves-
tor networks like, for example, the International
Corporate Governance Network (ICGN) and the
Asian Corporate Governance Association (ACGA).
In september 2010, NBIM visited companies,
trade associations and regulatory authorities in
Tokyo to discuss developments in corporate gov-
ernance in Japan.
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Follow-up of individual companies

Norges Bank works to protect its shareholder
rights, hereunder when companies fail to comply
with the transparency requirements of the Bank
concerning transactions with close associates, and
when Norges Bank and other minority sharehold-
ers are treated unfairly. The Bank is, amongst
other things, committed to protecting the pre-
emptive rights of the shareholders in relation to
share issues, in order to protect the minority
shareholders against dilution. Moreover, Norges
Bank exercises the right of shareholders to block
share issues in order to prevent transactions that
are deemed to be unprofitable or that may result
in unwarranted benefits for company executives
or selected shareholders. These issues will also
be raised in dialogues with companies.

In 2010, the views of Norges Bank were
increasingly listened to and accommodated by
the portfolio companies. Several companies con-
tacted Norges Bank to get information about
how the Bank intended to vote at the general
meetings of such companies, and the Bank was
frequently consulted on its requirements with
regard to the expertise of the board and the
appointment of board members. The expanded
contacts contributed to Norges Bank being in
several instances able to influence the criteria for
nomination of a chairperson or member of the
board of a company. The Bank also communi-
cated its views to the companies in relation to
mergers and acquisitions, asset allocation and
other strategic choices.

Norges Bank adopts a systematic approach to
the focus areas of climate changes, water manage-
ment and children's rights. As described in Box
4.4, companies in sectors that are particularly
exposed to risk associated with the three focus
areas are examined and followed up, from the per-
spective of the Bank's expectations, on an annual
basis. In 2010, the Bank for the first time per-
formed an assessment of the companies' report-
ing with regard to water management. Norges
Bank will publish status reports on climate
changes, water management and children's rights
in 2011.

The judicial system is also used in certain
cases. In september 2010, Norges Bank instituted
proceedings against Citigroup Inc. Norges Bank
is seeking damages in respect of material losses
incurred by the Bank as a shareholder as a result
of the corporation and some of its former and cur-
rent executives providing the market, over the
period january 2007 — january 2009, with mislead-

ing accounting details on Citigroup, which kept
the stock price artificially high. In addition to
direct actions, Norges Bank is every year, as a
shareholder, a passive member of a number of
class actions brought in the United States.

Industry collaboration

In 2008, Norges Bank and another major Euro-
pean investor launched a dialogue with some of
the world's main cocoa suppliers and chocolate
manufacturers concerning child labour in the
cocoa production in West Africa. In the autumn of
2010, these companies were amongst those
launching an industry initiative with an action plan
to combat child labour in the cocoa production. In
2010, Norges Bank continued its follow-up efforts
with regard to another industry initiative to com-
bat child labour in the seed production in India. A
report from June 2010, commissioned by the
International Labour Rights Forum, India Com-
mittee of the Netherlands and Stop Child Labour,
concludes that the proportion of child labour in
the total labour force on the farms that produced
hybrid seeds for the companies Bayer AG and
Monsanto had declined from 53 per cent in 2003-
04 to less than 3 per cent in 2009-2010. Norges
Bank will continue its follow-up of both of these
industry initiatives in 2011.

Input to regulatory authorities — improved market
standards

By getting the authorities and other standard set-
ters to impose stricter corporate governance
requirements, it becomes easier for the share-
holders to hold the board and company execu-
tives accountable for their decisions and to
strengthen the protection of shareholder rights.
In 2010, Norges Bank continued its efforts to
improve market standards. The Bank presented
its views, as an investor, with regard to company
reporting to, amongst others, the International
Accounting Standards Board (IASB), the Global
Reporting Initiative, the Singapore Exchange and
the EU Commission. As far as the improvement
and exercise of shareholder rights are concerned,
Norges Bank has, inter alia, provided input to the
U.S. Securities and Exchange Commission (SEC)
and to the Financial Reporting Council (FRC) in
the United Kingdom. The SEC issued a new rule
offering some improvement in terms of facilitating
competing candidates for appointment to director-
ships. The FRC published a revised updated cor-
porate governance standard, under which the



2010-2011

Report No. 15 to the Storting 103

The Management of the Government Pension Fund in 2010

main rule is that board appointments shall be
made every year. Both of these represent stan-
dard improvements that Norges Bank advocated
in 2009. Norges Bank's consultative statements
are available on the Bank's website.

Work on new expectation documents

In 2010, Norges Bank published a revised version
of its expectation document on companies' climate
change management. The intention was to com-
municate more clearly its expectation that compa-
nies shall integrate risk associated with climate
change in their strategy and risk management. In
addition, the Bank has highlighted its expecta-
tions of continuous improvement in terms of emis-
sion intensity and increased transparency with
regard to companies' interaction with lawmakers
and regulatory authorities.

Norges Bank will also be publishing expecta-
tion documents that describe the other focus
areas of the Bank. Equal treatment of sharehold-
ers and board accountability are discussed in the
Bank's Corporate Governance Principles and
Voting Guidelines, and will be addressed in more
detail through the publication of the expectation
documents.

Norges Bank is preparing an expectation doc-
ument relating to the focus area Well-functioning,
legitimate and efficient markets. Issues relating to
corporate transparency and reporting are impor-
tant in this context, and will form part of such
expectation document. Other themes also need to
be examined, like for example transparency on
pricing, predictability, equal treatment and effi-
cient settlement systems. Efforts to improve mar-
ket standards, which are discussed above, are rel-
evant in this context.

Since corporate transparency and reporting in
general are important to the Bank as a large and
international asset manager, this theme is
reverted to in a number of key documents relating
to the active ownership activities of Norges Bank.
These issues are addressed in the Bank's
Corporate Governance Principles and Voting Guid-
elines and in the existing expectation documents.
Norges Bank has also signed the Investors’ State-
ment on Transparency in the Extractive Sector, in
which the Bank endorses the Extractive Industries
Transparency Initiative® and the principles for
enhanced transparency in the extractive indus-
tries. In June 2010, the Hong Kong Stock
Exchange introduced its new regulations requir-
ing, in line with a suggestion from Norges Bank in
2009, companies that extract mineral resources to

report on environmental risk, health risk and
safety risk.

4.3.3 Responsiblemanagementpracticeand
active ownership activities with regard
to the GPFN

The Board of Directors of Folketrygdfondet has
adopted guidelines on the exercise of ownership
rights in the GPFN that are based on the
«Norwegian Code of Practice for Corporate Gover-
nance» and the UN Global Compact, as well as on
the OECD Principles of Corporate Governance
and the OECD Guidelines for Multinational Enter-
prises. Folketrygdfondet has chosen to accord
special priority to themes that are assumed to
involve the highest financial risk in relation to the
overall portfolio of the GPFN:

— Reporting and communication on measures
relating to ethical issues, hereunder how com-
panies adhere to ethical norms and comply
with their own ethical guidelines.

— Corruption, which may involve a considerable
financial risk as the result of reputational dam-
age, exclusion from markets, judicial pro-
cesses, the imposition of fines, etc.

— Greenhouse gas emissions, which involve both
environmental costs and financial costs as the
result of, inter alia, ever-increasing energy
prices, potential CO, tax and the consequences
of reputational damage.

Folketrygdfondet reports annually on its exercise
of ownership rights and normally publishes its
Ownership Report in autumn. The report pro-
vides an account of the activities Folketrygdfon-
det has carried out in order to attend to its owner-
ship interests which covers, inter alia, specific
matters on the agenda of general meetings, rele-
vant matters raised by Folketrygdfondet with the
companies, as well as the number and type of
offices held by employees of Folketrygdfondet.
Folketrygdfondet deems it important to follow
up on the executive salary policies of companies
for purposes of safeguarding shareholder value.
This involves, inter alia, assessing whether execu-
tive salary schemes are designed such as to actu-

9 The Extractive Industries Transparency Initiative (EITI)
establishes a global transparency standard for the oil, gas
and mining industries. One aims, through principles and
criteria adopted by the EITI, for a standard for the publica-
tion of payment flows between companies in the extractive
industries and the authorities. Authorities, organisations
and businesses - hereunder investors - all support the initia-
tive.
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ally contribute to more effective and performance-
oriented corporate management. Folketrygdfon-
det also looks at any options schemes, and what
these entail in terms of transfer of assets from the
shareholders to company executives.

Adherence to ethical principles in the asset
management activities

The ethical guidelines of Folketrygdfondet apply
to the entire investment portfolio. In its follow-up
of the ethical principles, Folketrygdfondet
attaches weight to, inter alia, examining whether
the company bases its business on actions or
omissions that represent violations of human
rights, environmental damage, corruption and
other violations of fundamental ethical norms. Dif-
ferent methods are used in the follow-up of the
various sub-portfolios.

Active ownership is an important tool in the
management of the Norwegian equity portfolio.
This involves, inter alia, Folketrygdfondet raising
relevant ethical issues with company executives,
thus enabling the companies to rectify unaccept-
able conditions. If the companies fail to take the
necessary measures after such a discussion,
Folketrygdfondet may contemplate raising the
matter in the general meeting. If such a process
does not succeed either, Folketrygdfondet must
eventually consider a sale of equities in the com-
pany. Folketrygdfondet takes ethical issues into
consideration as far as fixed-income investments
are concerned as well, and relevant measures will
be evaluated and implement in case a violation of
the investment principles of Folketrygdfondet is
uncovered.

Information gathering and company dialogue

Folketrygdfondet continuously reviews the equity
and fixed-income portfolio through Internet
searches in editorial sources around the world.
The searches are made systematically, and Folket-
rygdfondet is notified if companies in the portfolio
are linked to key ethical themes like corruption,
human rights, child labour and the environment.
The intention is to monitor whether the compa-
nies adhere to their own guidelines and do not vio-
late recognised ethical norms and international
treaties. Corresponding notifications have also
been established in respect of the fixed-income
investments. In addition, Folketrygdfondet gath-
ers information from sources available in the pub-
lic domain, such as annual reports and informa-

tion directly from the companies and from exter-
nal SRI initiatives.

In 2010, Folketrygdfondet expanded its partic-
ipation in international initiatives, conferences and
seminars addressing ethical and responsible
investments and in collaboration projects in Nor-
way. Participation in such forums enables Folket-
rygdfondet to share experiences with regard to
responsible investment practice, as well as to
learn from other investors and organisations.

Since late 2009, Folketrygdfondet has devoted
more resources to its work on responsible invest-
ments, in particular with regard to the analysis of
so-called ESG (Environmental, Social and Corpo-
rate Governance) issues. This enables Folket-
rygdfondet to perform more comprehensive anal-
yses on the efforts individual companies employ
in relation to corporate governance, human rights,
corruption, environmental measures and other
issues that may be of relevance to value creation
in the long run. The ESG analyses have been
made available to the portfolio managers in the
equities department, such as to integrate this
information into the evaluation of individual com-
panies. This has resulted in relevant issues being
raised, to a larger extent than before, in meetings
with company executives.

Folketrygdfondet has during 2010 been in
direct dialogue with several companies concern-
ing various ESG-related issues. An important
focus area in the dialogue with several companies
has been requests for improvement in public
reporting in the fields of the environment and
social responsibility. Companies' efforts to reduce
social and environmental risk should be visible to
investors and other stakeholders. In 2010, Folket-
rygdfondet informed five companies that
expanded reporting in these areas would be desir-
able. Folketrygdfondet will continue to follow up
on this in 2011. In addition, one company was
encouraged to prepare publicly available anti-cor-
ruption guidelines and two companies were
encouraged to publish guidelines on the manage-
ment of environmental issues. Folketrygdfondet
has also pursued a dialogue with two companies
concerning their activities in regions where
human rights violations are a serious problem.

In 2010, Folketrygdfondet maintained a dia-
logue with several companies concerning environ-
mental and ethical issues that also received atten-
tion in the media. Clarification of facts and an
assessment of the risk of contributing to unethical
activities through investments in the company
form important parts of the dialogue.
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Participation in international initiatives and
collaboration with other investors

Folketrygdfondet adopted and signed the UN
Principles for Responsible Investment (PRI) in
2008; see Box 4.3 for a more detailed discussion of
the PRI. In 2010, the Ministry of Finance reported
on adherence to the PRI principles in the manage-
ment of the GPFN based on, inter alia, input from
Folketrygdfondet. Reporting to UN PRI has been
a valuable experience for Folketrygdfondet, and
has contributed to identifying areas in which
efforts may be expanded in future.

At the end of 2009, Folketrygdfondet decided
to join the Carbon Disclosure Project (CDP). As a
CDP participant, Folketrygdfondet gets access to
replies received on the CDP website.

20 of the 37 companies in the Norwegian
equity portfolio of Folketrygdfondet that received
the CDP questionnaire for 2010 responded. Infor-
mation gathered from Norwegian companies
through CDP concerning their various
approaches to the climate issue has been incorpo-
rated into Folketrygdfondet's analysis of climate-
related risks in the Norwegian equity portfolio.
The risks and opportunities of individual compa-
nies in relation to climate change, as well as their
targets for reduction of greenhouse gas emis-
sions, are included in the company-specific ESG
analyses, and form the basis for dialogue with the
companies. A company's decision not to respond
to the CDP questionnaire is deemed to give cause
for a follow-up and potential dialogue with the
company. Folketrygdfondet believes the CDP to
be a useful initiative, and has therefore decided to
continue its support of the project in 2011.

Folketrygdfondet has participated in the proj-
ect Sustainable Value Creation since 2008. The
purpose of the project is to actively influence Nor-
wegian listed companies to pursue a sustainable
development. This is an important prerequisite for
long-term value creation. The project involved the
distribution on behalf of the investors of a ques-
tionnaire to all companies included in the main
index of the Oslo Stock Exchange. The companies
were asked whether they have guidelines that
address key elements within corporate responsi-
bility and sustainability, to whom these guidelines
apply, in whom they are vested and by whom they
are implemented, as well as about compliance
reporting. The responsibility of the board for
these areas was also addressed in this survey.

The Sustainable Value Creation project has
contributed to the initiation of positive processes.
The intention behind this survey is not only to

establish the current status of corporate efforts in
this area, but also to contribute to the companies
being encouraged to enhance their own sustain-
able value creation activities. The findings from
the previous round in 2009 are incorporated into
Folketrygdfondet's ongoing analysis of the com-
panies in which investments are made, and con-
tribute to the basis for dialogue with company
executives.

4.3.4 Observation and exclusion of
companies

Under the Guidelines on Observation and Exclu-
sion from the GPFG introduced on 1 March 2010,
companies are to be excluded if they contribute
to, or are themselves responsible for, grossly
unethical activities. The detailed criteria for prod-
uct-based and conduct-based exclusion have been
carried over from the ethical guidelines for the
GPFG of 2004. Decisions to exclude companies
from the Fund are made by the Ministry of
Finance, based on advice from the Council on Eth-
ics for the GPFG. As per 1 april 2011, the Ministry
of Finance has excluded a total of 52 companies,
based on advice from the Council on Ethics. An
overview of these companies is provided in Tables
4.5 and 4.6.

The Council on Ethics examines on a regular
basis whether the grounds for exclusion of a com-
pany still apply, and may on the basis of new infor-
mation recommend that the Ministry of Finance
reverse an exclusion decision. Between the intro-
duction of the previous ethical guidelines and 1
april 2011, five companies have been accepted
back into the investment universe of the GPFG
because their exclusion is no longer justified.

Five more companies have been excluded
from the Fund since the previous Report to the
Storting on the management of the Fund, whilst
one company has been accepted back into the
investment universe.

Product-based exclusion

The guidelines establish that the assets of the

Fund shall not be invested in companies that,

themselves or through entities they control:

— produce weapons that violate fundamental
humanitarian principles in their normal use;

— produce tobacco; or

— sell weapons or military materials to states
mentioned in Section 3.2 of the supplementary
guidelines for the management of the Fund; at
present Burma.



106 Report No. 15 to the Storting

2010-2011

The Management of the Government Pension Fund in 2010

Table 4.3 Overview of companies excluded on grounds of production of tobacco and certain types of

weapons
Product Date Company
Anti-personnel mines 26 april 2002 Singapore Technologies Engineering
Cluster munitions 31 august 2005 Alliant Techsystems Inc, General Dyna-
mics corporation, Lockheed Martin
Corp., Raytheon Co.,
30 november 2009 Poongsan Corporation New
31 December 2007 Hanwha Corporation
31 December 2008 Textron Inc.
Nuclear arms 31 December 2005 BAE Systems Plc, Boeing Co., EADS Co?,
EADS Finance BV, Finmeccanica Sp. A,
Honeywell International Corp., Northrop
Grumman Corp., Safran SA.
31 December 2007 Gen Corp. Inc.

Sale of weapons and military 28 february 2009
materials to Burma

Production of tobacco 31 December 2009

28 february 2011

Serco Group Plc.
Dongfeng Motor Group Co Ltd.

Alliance One International Inc., Altria
Group Inc., British American Tobacco
BHD, British American Tobacco Plc.,
Gudang Garam tbk pt., Imperial Tobacco
Group Plc., ITC Ltd., Japan Tobacco Inc.,
KT&G Corp, Lorillard Inc., Philip Morris
International Inc., Philip Morris Cr AS.,
Reynolds American Inc., Souza Cruz SA,
Swedish Match AB, Universal Corp VA
and Vector Group Ltd.

Shanghai Industrial Holdings Ltd

1 The company EADS was initially excluded on 31 august 2005 on the grounds of its involvement in the production of cluster
munitions. EADS no longer produces cluster munitions. However, the company is involved in the production of nuclear arms,
and the Ministry of Finance upheld the company’s exclusion on 10 May 2006 on these grounds.

Source: Ministry of Finance

The Revised National Budget for 2004 provides an
exhaustive list of weapons covered by the product-
based exclusion criteria: chemical weapons, bio-
logical weapons, anti-personnel mines, undetect-
able fragmentation weapons, incendiary weap-
ons, blinding laser weapons, cluster munitions
and nuclear arms. The Fund shall not invest in
companies that develop or produce key compo-
nents for these types of weapons.

The criterion for the exclusion of companies
that produce tobacco is limited to the actual
tobacco products 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 the tobacco production represents
of the company’s overall operations.

Altogether, the Ministry of Finance has exclu-
ded 37 companies from the Fund on the basis of
the product-based criteria. 18 of these companies
have been excluded on the basis of production of
weapons that violate fundamental humanitarian
principles in their normal use, a further 18 compa-
nies have been excluded on grounds of tobacco
production, and one company has been excluded
on grounds of sale of military materials to Burma.
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Table 4.4 Companies excluded on grounds of conduct

Grounds for exclusion: Date Company
Contribution to serious or 31 May 2006 Wal-Mart Stores Inc. and Wal-Mart de
systematic human rights 31 July 2010 Mexico SA de CV
violations Africa Israel Investments Ltd.
Danya Cebus
Severe environmental 31 May 2006 Freeport McMoRan Copper & Gold Inc.
damage
31 October 2007 Vedanta Resources Plc., Sterlite Indus-
tries Ltd. Madras Aluminium Company
30 June 2008 Rio Tinto Ltd. and Rio Tinto Plc.
30 november 2008 Barrick Gold Corp
31 October 2009 Norilsk Nickel
31 July 2010 Samling Global Ltd.
31 January 2011 Lingui Developments Berhad
Gross violations of funda- 31 August 2009 Elbit Systems Ltd.

mental ethical norms

Source: Ministry of Finance

Conduct-based exclusion

A company shall be excluded from the Fund if it

contributes to, or is itself responsible for:

— serious or systematic human rights violations,
such as, for example, murder, torture, depriva-
tion 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; or

— other particularly serious violations of funda-
mental ethical norms.

All in all, 15 companies have been excluded from
the GPFG pursuant to these criteria. Three of the
companies were excluded on grounds of contrib-
uting to serious or systematic human rights viola-
tions, ten companies were excluded because they
were deemed to cause severe environmental dam-
age, one company was excluded on grounds of
other particularly gross violations of fundamental
ethical norms and two companies were excluded
on grounds of serious violations of individuals’
rights in situations of war or conflict. One of these
companies was excluded on grounds of both the
environmental and the human rights criteria.

In november 2007, the Council on Ethics rec-
ommended exclusion of Siemens AG on grounds
of gross corruption. In March 2009, the Ministry
of Finance placed the company under observa-
tion for four years, to allow the Council on Ethics
and Norges Bank to monitor developments in the
company. If new instances of corruption are
detected in the company, the threshold for exclu-
sion will be very low. The Council on Ethics and
Norges Bank submit an annual report to the
Ministry of Finance on developments in the com-
pany.

As aresult of the revision of the ethical guideli-
nes, the system for the observation of companies
has been formalised. The Council on Ethics may
now recommend that the Ministry of Finance
place a company under observation, and the
Ministry of Finance may opt to use observation
irrespective of whether the Council on Ethics
recommends exclusion or observation. Thus far,
the Ministry of Finance has not received any
observation recommendation from the Council on
Ethics.

The Council on Ethics' work on product-based
exclusion

The criteria for product-based exclusion are such
that all companies with production covered by the
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guidelines are to be excluded from the Fund. The
Council on Ethics has established a monitoring
system to identify these companies. An external
consultant continuously monitors the Fund’s port-
folio and the companies that have been excluded
from the Fund, and reports each quarter to the
Council on companies that may have activities in
violation of the criteria. The Council is also collab-
orating with other investors on a consultancy
assignment to map which companies produce
cluster munitions. The Council on Ethics investi-
gates all the companies in respect of which there
are reasonable grounds to believe that their activi-
ties are in violation of the guidelines.

Normally, the Council on Ethics contacts the
companies if there is reason to believe that they
are engaged in production in violation of the
guidelines. If a company confirms the informa-
tion invoked by the Council, the Council will ren-
der an exclusion recommendation. Companies
that do not reply when approached are recom-
mended for exclusion if the Council’s documen-
tation shows that there is a high probability that
the company has products that violate the exclu-
sion criteria.

This procedure offers a reasonable degree of
assurance that companies producing products
that violate the criteria in the guidelines will be
excluded from the Fund. Nevertheless, it cannot
be guaranteed that all companies will at all times
be correctly screened by the Council’s monitoring
system. Particular difficulties may be encoun-
tered in establishing whether companies are
involved in the sale of military materials to
Burma.

The Council on Ethics' work on conduct-based
exclusion

Whereas product-based exclusion is largely a mat-
ter of proving that a company makes a specific
product, it is more difficult to determine whether
the preconditions for conduct-based exclusion are
met. Such determination will necessarily be a mat-
ter of a discretionary assessment. An important
and challenging issue is what it takes to conclude
that a company contributes to unethical conduct if
such company is not directly responsible for said
conduct. In many cases it is also harder to find
credible evidence that supports serious allega-
tions of unacceptable conduct in the operations of
a company. The Council on Ethics therefore con-
ducts its own thorough investigations to identify
and assess companies that may be involved in

human rights violations, environmental damage,
corruption or other violations of ethical norms.

A number of external consultants carry out
regular Internet-based searches for news items
about all the companies in the portfolio. These
searches are performed in several languages,
including English, Spanish, Russian and Manda-
rin. The Council on Ethics receives monthly
reports about companies accused of complicity in
human rights violations, or of corruption, severe
environmental damage or other conduct encom-
passed by the ethical guidelines. If several compa-
nies are accused of similar violations of norms,
the Council on Ethics seeks to adopt a compre-
hensive perspective in examining such accusa-
tions. Among these, the Council selects the most
serious cases for further investigation.

The amount of news items available varies
geographically and thematically. Access to infor-
mation is not the same in all countries, and some
industries are discussed more often than others.
In 2010, the Council on Ethics has to a greater
extent than before been studying specific busi-
ness types or sectors in order to supplement the
ongoing monitoring of the portfolio. This has
brought up issues that may be of relevance to the
work of the Council on Ethics, and that would not
necessarily have been identified through the mon-
itoring of news items.

In its selection of cases, the Council on Ethics
attaches weight to how serious the norm viola-
tions are, whether a company is accused of sev-
eral counts of unethical conduct, whether it is
likely that such conduct will continue, and the
scope for documenting the conduct of which the
company is accused, etc. The intention is to iden-
tify companies in respect of which there is an
unacceptable risk that violations of the ethical
guidelines are taking place and are expected to
continue. Weight is attached to a number of fac-
tors in the more detailed assessment of a com-
pany. The degree of severity of the norm violation
is reassessed, and the Council also investigates
whether the violation is systematic and whether
norm violations have been reported in several of
the company’s activities. The Council also evalu-
ates how serious the norm violation is compared
to the conduct of other companies with similar
activities and compared to other companies in the
same country or region. It is essential that the
alleged norm violations can be supported by facts.
Moreover, there must be an unacceptable risk
that the norm violations will continue in future.

The Guidelines on Observation and Exclusion
from the GPFG allows for the Council on Ethics to
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contact companies that are under assessment at
an earlier stage of such assessment than was pre-
viously the case. When the Council on Ethics con-
tacts a company, such company receives informa-
tion about the ethical guidelines and what circum-
stances may result in exclusion under the guide-
lines. The company is also informed about the
potential outcomes of the ongoing assessment.
The intention behind such contact is to gather
information for purposes of evaluating whether
the exclusion of the company in question would
be justified. The companies may be requested to
respond to specific questions or to submit specific
documents to the Council. At times, this results in
the companies offering or requesting meetings
with the Council. Consequently, the Council on
Ethics has in 2010 been in closer contact with
companies under assessment than has previously
been the case.

The information provided by the companies
must be assessed against information from other
sources. There is often a need for supplementary
information to shed additional light on cases, over
and above that available in the public domain. In
this work, the Council on Ethics makes use of con-
sultancy firms, research institutions and non-gov-
ernmental organisations, often based in the coun-
try where the violations of norms are alleged to
take place. This may involve fieldwork and evalua-
tion of documentation. It may be difficult to obtain

specific and reliable documentation about the
issues examined by the Council.

In many cases, closer investigation shows that
the probability of future norm violations is less
than originally assumed. It may be that old events
have been reported in news items, or that the
company has implemented measures to remedy
the situation. In such cases, the Council does not
pursue the matter unless new information is
received suggesting that the company ought to be
reassessed. The Council on Ethics is committed
to describing the grounds for an exclusion recom-
mendation in detail and to providing thorough
documentation. Any assertions made are sup-
ported by reference to a specific source, and often
to several sources. If the Council on Ethics
remains of the view, following a comprehensive
assessment, that a company should be excluded
or be placed under observation, the Council
requests the company to comment on a draft rec-
ommendation. It is not uncommon for companies
to request new meetings and wishing to provide
additional information at this stage.

It is unrealistic to expect that all companies
that contribute to serious violations of norms
worldwide will be identified. Although the Council
on Ethics initiated a special news search for com-
panies domiciled in certain parts of Asia in 2009,
there is still limited information available about
companies from these markets.
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5 Further development of the management framework

5.1 Introduction

The Storting has, in the Act relating to the Gov-
ernment Pension Fund, made the Ministry of
Finance responsible for the management of the
Fund. At the same time, the Act is based on the
premise that operational management shall be
handled by Norges Bank and Folketrygdfondet,
respectively, cf. Section 2 of the Act. The Ministry
has issued provisions on Norges Bank's and
Folketrygdfondet's management of the GPFG and
the GPFN, respectively, in separate mandates.
The mandates describe the general investment
framework in the form of benchmark indices and
general management limits, and contain provi-
sions on risk management, reporting and respon-
sible investment practice. The mandates are gen-
eral in nature and focused on principles, and are
based on the understanding that Norges Bank
and Folketrygdfondet will adopt more detailed
internal rules.

The Act relating to the Government Pension
Fund and the mandates issued by the Ministry
defines the general framework for the manage-
ment of the two parts of the Government Pension
Fund. The framework is available at the Minis-
try's website (www.government.no/gpf), whilst
supplementary rules laid down by the Executive
Board of Norges Bank are available on the Bank's
website (www.nbim.no). Supplementary rules laid
down by the Board of Directors of Folketrygdfon-
det will be made public on its website (www.ftf.no)
in line with the transitional provisions in the new
mandate for the GPFN.

The management model for the Government
Pension Fund is based on a clear division of
responsibilities and roles between the owner and
the manager. The model’s point of departure is
that the formal organisation of asset management
and decisions that contribute to determining the
overall level of risk of the Fund shall be sanctio-
ned by the Storting, cf. figure 5.1. This is primarily
achieved through the deliberation of the annual
Report on the Government Pension Fund, which
provides the Storting with an opportunity to dis-
cuss important aspects of the management of the

Fund in a broader context. The Ministry adopts,
based on the deliberations of the Storting, a gene-
ral framework for, and provisions on, asset mana-
gement. These are supplemented by more detai-
led limits and rules at the various decision-making
levels down through the management chain. The
management model implies that the main part of
the risk associated with the Fund is in practice
determined through the deliberations by the Stor-
ting, whilst there is a relatively low degree of dele-
gation to the asset manager of decisions that influ-
ence the overall level of risk of the Fund.

Last year's Report provided a broad presenta-
tion of the system for the follow-up of the manage-
ment of the Government Pension Fund, including
the division of responsibilities and roles between
the various bodies involved in the supervision and
control of the Fund, cf. Chapter 4 of Report No. 10
(2009-2010) to the Storting. It followed from such
presentation that the Supervisory Council, which
is appointed by the Storting, has a general respon-
sibility for supervising the activities of Norges
Bank, including its management of the GPFG.
The Supervisory Council appoints the external
auditor of the Bank, which audits the financial
reporting of the Bank, and organises a designated
secretariat that performs ongoing supervision
duties. A system of regular, independent reviews
of the Bank's management activities, so-called
assurance engangements, has also been intro-
duced in order to strengthen the supervision func-
tion of the Supervisory Council. The Ministry has,
in that context, initiated a dialogue with the Super-
visory Council to provide input for the auditing
and supervision programmes in order to ensure
that the need of the Ministry for follow-up as
against the GPFG is attended to, cf. Proposition
No. 58 (2008-2009) to the Odelsting. Moreover, a
statutory requirement has now been introduced
to the effect that the Supervisory Council shall
submit, directly to the Storting, an annual state-
ment on the supervision of the operations of the
Bank, cf. Proposition No. 101 L (2009-2010).

The Storting has previously stated that it
shares the view of the Ministry that Norges Bank
must be allowed a certain degree of freedom in
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the performance of the management assignment,
and that detailed intervention from the Ministry
on an ongoing basis is neither possible nor desir-
able, cf. Recommendation No. 277 (2008-2009) to
the Storting and Recommendation No. 373 (2009-
2010) to the Storting. Furthermore, the Storting
has now made more specific comments with
regard to the division of responsibilities between
the various bodies involved in the supervision of
the management of the Government Pension
Fund, cf. Recommendation No. 138 (2010-2011) to
the Storting:

«The Committee endorses the division of
responsibilities implied by the provisions of the
Government Pension Fund Act and the Central
Bank Act, as well as the Storting's deliberation
of last year's Report on the Government Pen-
sion Fund. This implies that the Office of the
Auditor General shall ensure that the Ministry
of Finance manages the Fund in conformity
with the expectations and resolutions of the
Storting, whilst the Supervisory Council shall,
on the basis of the work carried out by the
external auditor, ensure that Norges Bank's

management activities are in compliance with
the guidelines issued by the Ministry. The
Internal Audit unit at the Bank shall ensure
that internal guidelines issued by the Execu-
tive Board, within the scope of the Bank's man-
date, are followed up on.»

and Recommendation No. 246 (2010-2011) to the
Storting:

«...The Committee notes that the Supervisory
Council of Norges Bank has appointed an
external auditor to attend to the auditing of the
affairs of the Bank.

The majority of the Committee members,
all members with the exception of the mem-
bers from the Progress Party and the Liberal
Party, believe that it is not necessary for the
Office of the Auditor General to perform
checks, in addition thereto, on Norges Bank
and the Government Pension Fund Global.»

The Ministry concludes, based on the above, that
there is currently broad political agreement on
the division of responsibilities and roles with

The Storting

The Ministry of Finance

Governance model for the Government Pension Fund

‘ ® Formal organisation of the management
® Overarching anchoring of the Fund'’s investment strategy

® Management mandate
® Rebalancing, transition etc.

—

The Executive Board of Norges Bank/
The Board of Folketrygdfondet

‘ ® Supplementary guidelines and
risk limits

NBIM/

Administration of Folketrygdfondet

‘ ® Choice and
management of

managers

Internal and external managers

® Individual
investments

Figure 5.1 The governance model for the Government Pension Fund

Source: Ministry of Finance
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Box 5.1 The report of the Financial Crisis Committee

The Financial Crisis Committee was appointed in
June 2009 to assess the Norwegian financial mar-
ket, including the regulation of the Norwegian
financial market, from the perspective of the inter-
national financial crisis and experience gained
therefrom. The Committee was instructed to, inter
alia, describe the underlying causes of the financial
crisis and examine whether specific national cir-
cumstances contributed to the development of the
crisis in Norway. The Committee submitted its
report on 25 january 2011, as the NOU 2011:1 Bet-
ter Prepared for Financial Crises.

The mandate of the Financial Crisis Committee
did not encompass the framework for the manage-
ment of the Government Pension Fund, but several
parts of the report of the Committee are neverthe-
less of relevance to the management of the Fund:

—  General lessons. The Committee notes that the
strong economic performance prior to the
financial crisis led to over-optimism and unrea-
listic risk assessments. A lack of knowledge and
exaggerated optimism resulted in misjudge-
ments, misguided investments and excessive
borrowing. Inappropriate incentives were also
an important cause of the international financial
crisis. Financial institutions benefited from cir-
cumventing regulations. Internally in many
financial institutions weaknesses in manage-
ment and remuneration systems resulted in
bonuses being awarded to employees who assu-
med excessive risk on behalf of the institution.
There was also an exaggerated belief in well-
functioning markets, amongst both government
authorities and market participants. At the same
time, an increasing degree of mutual interdepen-
dence between countries contributed to an
insufficient diversification of risk.

—  The importance of confidence and a robust fram-
ework. The financial crisis demonstrated that
there is a need to inspire confidence that the
Fund and the macroeconomic framework can
withstand a new crisis when the petroleum reve-
nues will eventually subside. Stress testing of
the portfolio of the GPFG may be a useful tool in
shedding light on this issue.

—  The need for liquidity in the longer run. The
financial crisis had a major impact on the valua-
tion of financial assets and resulted in major
changes to the liquidity of such assets. The
Committee notes, in its report, that this is not
necessarily a problem for an investor with a long
investment horizon and a limited need for access
to liquid assets. It is also noted that long-term
investors may instead, during a crisis, benefit

from higher risk premiums, whilst at the same
time contributing to more well-functioning mar-
kets. The Committee notes that a high level of
ambition in fiscal policy necessitates large buf-
fers. The Committee is of the view that countries
with cyclical resource revenues, like Norway,
should maintain particularly large buffers as
their revenues may decline quite dramatically in
the event of an international downturn. The
Government Pension Fund looks set to grow
significantly over the coming years. However, in
the longer run the ongoing inflow of capital to
the Fund will diminish, and the annual outflows
from the Fund will eventually exceed the inflow
of new capital. This will not necessarily weaken
the ability of the Fund to absorb risk, but means
that investments generating a continuous inflow
of liquid funds may become more attractive than
before. It may also impact on the investment
strategy of the Fund, hereunder the portion of
its assets that should be invested in more liquid
financial instruments.

The need for improving rvisk management and
operational management. The financial crisis
illustrated the need for better identifying, mana-
ging and communicating risk, cf. Report No. 10
(2009-2010) to the Storting. The crisis also unco-
vered weaknesses in risk management and ope-
rational management, which resulted in, inter
alia, a comprehensive reorganisation of asset
management on the part of Norges Bank with
significantly enhanced risk management and
reporting.

Remuneration of asset managers. The financial
crisis highlighted the lack of alignment of inte-
rests between the principal and the asset mana-
ger. In 2010, Norway adopted new rules on
remuneration policies and practices in financial
institutions (EU directive), which shall contri-
bute to promoting, and provide incentives for,
good management and control of the risk associ-
ated with asset management, counteract exces-
sive risk taking and contribute to the prevention
of conflicts of interest. These provisions have
also been made applicable to Norges Bank and
Folketrygdfondet in relation to the management
of the GPFG and the GPFN, respectively.

The importance of the diligent exercise of
ownership rights. One factor contributing to the
financial crisis was deficient corporate gover-
nance. An important aspect of the exercise of
ownership rights is enhancing the accountabi-
lity of the board of directors and the senior exe-
cutives of a company.
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regard to the follow-up of the management of the
GPFG, hereunder the division of responsibilities
and roles between the various bodies supervising
and performing checks on the Fund.

The Ministry works continuously to further
develop the framework for the management of the
Government Pension Fund in line with best
practice internationally. It is, at the same time,
challenging to ensure that the framework
develops in line with the investment strategy, the
growth in the assets of the Fund, as well as inter-
national developments within frameworks and
supervision methodology for large asset mana-
gers. Report No. 10 (2009-2010) to the Storting
presented a number of measures that have been
implemented for purposes of strengthening con-
trol and supervision of the management of the
Fund, with the support of a broad majority within
the Storting. Key measures that have been imple-
mented recently are the enhancement of the
supervision function of the Supervisory Council
of Norges Bank, the introduction of new auditing
arrangements for Norges Bank, the adoption of
the new Regulations relating to Risk Management
and Internal Controls at Norges Bank, the adop-
tion of the new Regulations relating to Financial
Statements, etc., for Norges Bank and the adop-
tion of new mandates for the management of the
GPFG and the GPFN. The Ministry is therefore of
the view that it is important to give the measures
that have now been implemented time to work,
before making any major changes to the fram-
ework for the management of the Government
Pension Fund.

It was announced, in last year's Report on the
management of the Government Pension Fund,
that one would examine whether the findings and
assessments of the Financial Crisis Committee
should have consequences for the management of
the Fund. The Financial Crisis Committee presen-
ted its report on 25 january 2011, as the NOU
2011:1 Green Paper; Better Prepared for Financial
Crises. The Committee does not make specific
recommendations with regard to the framework
for the management of the Government Pension
Fund, but notes that it is important, in a macro-
economic context, for the GPFG to include a suffi-
cient amount of liquid assets, cf. Chapter 12 of the
report. It also identifies various factors that may
be of relevance to the management of the Fund,
and lessons to be learned from the financial crisis
were noted, cf. Box 5.1. The Ministry will draw on
the assessments and perspectives of the Commit-
tee in its ongoing efforts to further develop the

framework for the management of the Govern-
ment Pension Fund.

5.2 New provisions on the GPFG and
the GPFN

In 2009, the Storting resolved to amend the Cen-
tral Bank Act, thus authorising the Ministry to
issue specific financial reporting provisions for
Norges Bank, including the GPFG, in the form of
administrative regulations, cf. Proposition No. 58
(2008-2009) to the Odelsting.

The Ministry laid down new Regulations relat-
ing to the Annual Financial Statements, etc., of
Norges Bank on 1 january 2011. The Regulations
imply that the financial reporting in respect of the
GPFG will be based on the International Financial
Reporting Standards (IFRS), cf. the more detailed
discussion in Section 5.2.1 below.

The Ministry has previously announced a
review of the regulatory framework for the man-
agement of the GPFG, cf. Report No. 20 (2008-
2009) to the Storting and Report No. 10 (2009-
2010) to the Storting. One of the premises of such
review was to clarify the division of responsibili-
ties and roles between the Ministry and Norges
Bank, as well as to introduce more stringent
requirements with regard to the regulation of the
risk involved in the asset management activities.
The Ministry has also announced a revision of the
provisions governing Folketrygdfondet's manage-
ment of the GPFN, cf. Report No. 10 (2009-2010)
to the Storting.

In late 2010, the Ministry adopted now provi-
sions on the management of the GPFG and the
GPFN, with effect from 1 january this year. The
new provisions are set out in separate mandates
issued to Norges Bank and Folketrygdfondet,
respectively, cf. the more detailed discussion in
Section 5.2.2 below.

5.2.1 New financial reporting provisions for

Norges Bank

On 1 january 2011, the Ministry laid down new
Regulations relating to the Annual Financial State-
ments, etc., of Norges Bank. The Regulations are
based on a proposal circulated for consultation on
8 July 2010 and the submitted public consultation
feedback, and comprise the following main ele-
ments:10

10 The consultation paper and consultative statements are
available on the Ministry's website.
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Note GPFG
(investment portfolio)

Norges Bank’s balance sheet

Assets Liabilities
_ MoF NOK account
v (balance = NAV)
Investment-
portfolio

Other GPFG liabilities

Assets Liabilities

~ NAV _ MoF NOK account
' GPFG > (balance = NAV)
Other assets Other liabilities

Figure 5.2 The relationship between the statement of financial position of Norges Bank and footnotes
on the GPFG. Investments for the GPFG are referred to as the «investment portfolio» in the Regulations

Source: Ministry of Finance

— Norges Bank is required to prepare annual
financial statements and annual reports in con-
formity with the provisions of the Accounting
Act pertaining to large enterprises, based on the
International Financial Reporting Standards
(IFRS), cf. Section 3-9 of the Accounting Act.

— The annual financial statements of Norges
Bank shall include financial reporting in
respect of the GPFG. Certain specific require-
ments are stipulated as to information disclo-
sure in relation to the GPFG in the annual
financial statements.

— Certain specific requirements are stipulated as
to Norges Bank's financial reporting on the
investments in respect of the GPFG (in notes to
the annual financial statements and, if applica-
ble, quarterly reports on the GPFG).

International Financial Reporting Standards (IFRS)

Section 3-9 of the Accounting Act requires listed
enterprises to prepare annual financial statements
in compliance with the International Financial
Reporting Standards, as adopted by the EU Com-
mission and incorporated into the EEA agreement
(hereinafter referred to as the IFRS). Other
reporting entities may choose to adhere either to
the IFRS or to the other provisions of the Account-
ing Act. Banks are subject to separate financial

reporting provisions set out in regulations laid

down pursuant to the Accounting Act, which

imply, in the main, that banks are required to pre-
pare financial statements that adhere to the recog-
nition and measurement provisions of the IFRS.

The International Monetary Fund (IMF) has
devised guidelines for evaluating the quality of the
framework of central banks in countries that are
granted loans by the IMF. It is a requirement that
financial reporting takes place in conformity with
internationally recognised financial reporting
standards. IMF refers to the following three stan-
dards: US GAAP, the financial reporting frame-
work of the European Central Bank (ECB) and
the IFRS.

The Ministry is of the view that there are a
number of reasons why Norges Bank should be
required to prepare financial statements conform-
ing to the IFRS:

— The IFRS is the most suitable financial report-
ing framework out of the three frameworks rec-
ommended by the IMF. It would be inappropri-
ate to require Norges Bank to comply with US
GAAP, since the IFRS are applied within the
EEA. The financial reporting framework of the
ECB only covers traditional central banking
activities. Since it has been decided, amongst
other things, that Norges Bank shall invest
part of the assets of the GPFG in unlisted real
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estate, it is necessary to choose a financial
reporting framework that also encompasses
such investments.

— The IFRS have been introduced, in full or in
part, as the financial reporting framework for
more than 70 central banks, including the cen-
tral banks in the United Kingdom, Australia,
New Zealand, Hong Kong and Singapore.

— Norwegian banks are required to apply the
IFRS or IFRS-adapted regulations.

— Norges Bank's financial reporting in respect of
the GPFG should conform to standards that
are recognised in the countries in which the
Fund investments are made. The Bank is,
through its management of the GPFG, one of
the world's largest governmental investors (so-
called Sovereign Wealth Funds). In recent
years, both the media and the authorities in
several countries have focused increasingly on
foreign governmental investors that acquire
ownership stakes in the listed companies of
such countries. The Ministry therefore
attaches considerable weight to asset manage-
ment transparency, in respect of both the
investment strategy of, and the financial report-
ing on, the GPFG.

The new financial reporting regulations require,
against this background, Norges Bank to adhere
to the IFRS as far as concerns the Bank's report-
ing on the investments in respect of the GPFG
(the regulations use the term of «investment port-
folio«). The IFRS is also to be adhered to in the
financial reporting on the other activities of
Norges Bank, with two exceptions:

— In the presentation of the financial status (the
statement of financial position) in the annual
financial statements of Norges Bank, the Nor-
wegian kroner account of the GPFG and the
equivalent value thereof shall be entered on
one line (continuation of current practice).

— If Norges Bank establishes subsidiaries for pur-
poses of holding assets as part of its manage-
ment of the GPFG, such subsidiaries shall be
consolidated into the financial reporting on the
GPFG. These subsidiaries shall be therefore
included on the line for the Norwegian kroner
account of the GPFG and the equivalent value
thereof in the presentation of the financial sta-
tus (the statement of financial position) in the
annual financial statements of Norges Bank.

The mandate issued by the Ministry in relation to
Norges Bank's management of the GPFG sets out
reporting requirements that supplement the finan-

cial reporting requirements in the financial
reporting regulations, cf. the discussion in Section
5.2.2 below.

Financial reporting on the GPFG is included in
the annual financial statements of Norges Bank

In formal terms, the GPFG is a deposit in an
account with Norges Bank, cf. Figure 5.2. The
assets are managed by Norges Bank in confor-
mity with the mandate issued by the Ministry. The
asset management activities form a material part
of the activities of Norges Bank, and the Execu-
tive Board of the Bank is responsible for adher-
ence to the mandate. The underlying legal struc-
ture therefore suggests that the asset manage-
ment activities should be reported on in the finan-
cial statements of Norges Bank. It will not be
appropriate, from such a perspective, to require
separate financial statements to be prepared in
respect of the investment portfolio. The Ministry
notes that separate financial statements in respect
of the GPFG might result in different solutions
under the principle-based provisions of the IFRS.
It would be unfortunate if Norges Bank had to
provide, in different public documents, conflicting
information about the same factual situation. The
Ministry has concluded, against this background,
that reporting on the GPFG shall be required in
the form of notes to the financial statements of
Norges Bank, whilst relevant excerpts from such
financial statements shall be included in a sepa-
rate annual report on the GPFG.

Special financial reporting requirements in respect of
the GPFG

The Ministry is of the view that the investments
pertaining to the Fund should, as a main rule, be
measured at «fair value». Normally, such measure
will best reflect developments in the real value of
the Fund, and thereby be best suited for purposes
of informing the users of the financial statements
of how Norges Bank has performed its asset man-
agement obligations. The Ministry notes, at the
same time, that a requirement for measurement at
«fair value» may create a misleading impression of
the actual situation in cases where the observed
market prices are subject to considerable uncer-
tainty. This may be the case during periods, or in
markets, that are less liquid, in the event that no
agreement has been established with regard to
any acceptable alternative valuation method. For
this reason, a number of exemptions are made to
the requirement for measurement at «fair value»
under the IFRS. These exemptions are under-
stood and recognised in financial reporting and
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investor circles, both in Norway and internation-
ally. If exemptions from the IFRS are adopted
within this area, however, it may result in the
financial statements becoming less informative,
which may present the Bank with unnecessary
challenges in relation to international contracting
parties that make use of information from finan-
cial statements. The Ministry has concluded,
based on an overall assessment, that no deviations
from the IFRS should be adopted in this respect,
although reasons are required to be specified if
financial assets and financial liabilities are not clas-
sified at «fair value through profit or loss».

The Ministry notes that the stated objective of
the investment strategy of the GPFG is to maxi-
mize the international purchasing power of the
Fund, cf. the discussion in Chapter 2.2 of Report
No. 10 (2009-2010) to the Storting. When
analysing the investment strategy, the Ministry
attaches considerable weight to the expected
average real rate of return in the long run (a time
horizon of 15 years is used in the simulations of
the Ministry), as measured in the currency basket
of the benchmark of the Fund. When reporting
the percentage return the main weight is also
placed on the actual real rate of return as mea-
sured in the currency basket of the benchmark of
the Fund in the long run (since the start-up of the
Fund). Considerations relating to consistency
between the objective of the investments and the
reporting of the achieved performance suggest,
when taken in isolation, that one ought to calcu-
late accounting profit or loss before exchange rate
and inflation effects, i.e. that one should ideally
identify an exchange rate effect (exchange rate
effects between the currency basket of the bench-
mark and Norwegian kroner) and an inflation
effect from the nominal profit or loss of the GPFG
for the year. Since it is not consistent with recogn-
ised financial reporting practice to present devel-
opments in real value as a separate line in an
income statement, the Ministry has concluded
that it would not be appropriate to require only
foreign exchange effects to be identified in the
income statement either. It will be more appropri-
ate for the Ministry to present such analyses in
reports to the Storting on the management of the
GPFG. The Ministry has concluded, against this
background, that no unconditional requirement
should be introduced implying that exchange rate
effects should be presented on a separate line,
although Norges Bank shall describe in notes
what calculation method has been used if
exchange rate effects are nevertheless identified.

The Office of the Auditor General has pro-
posed that the financial reporting regulations for
Norges Bank shall require the notes to include
information on the portion of the external audi-
tor's fees that relate to the GPFG, specified by
auditing and consultancy services, respectively.
The Ministry is of the view that it is more appro-
priate for the Supervisory Council of Norges
Bank's to provide information about which
resources the Supervisory Council devote to con-
trol of the financial statements of the Bank and on
supervision of the activities of the Bank in its
annual statement to the Storting, cf. Section 30,
new Sub-section 4, of the Central Bank Act, which
entered into effect on 1 january 2011.

5.2.2 New mandate for Norges Bank's
management of the GPFG

On 8 november 2010, the Ministry adopted a new
mandate for Norges Bank's management of the
GPFG, which entered into effect on 1 january
2011. The mandate was updated on 21 December
2010 through the inclusion of new provisions on
remuneration policies and practices.

The new mandate implies that the regulation
of the GPFG is now consolidated into one docu-
ment, unlike the previous situation when asset
management was governed by three sets of rules
(regulations, supplementary guidelines and a
management agreement). Such consolidated reg-
ulation will contribute to making the regulatory
framework for the Fund more user friendly and
easily accessible. At the same time, the new man-
date is more comprehensive then the previous
sets of rules. Moreover, the mandate addresses
areas that were not addressed by the previous
sets of rules, whilst the provisions are more
detailed. The Ministry has also adopted the per-
spective that the regulation of asset management
shall still establish a framework only, thus imply-
ing that Norges Bank shall need to supplement
the overall framework and principles with more
detailed internal rules for operational implemen-
tation of the management activities, cf. Chapter
5.1.

Main principles in the new mandate

The new mandate is formulated on the basis of the
following main principles, which enjoy the sup-
port of a broad majority of the Storting, cf. Report
No. 10 (2009-2010) to the Storting and Recom-
mendation No. 373 (2009-2010) to the Storting:
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— It shall reflect the attitudes of the political
authorities as to what constitutes an acceptable
risk on the part of the Fund.

— Norges Bank shall adopt supplementary risk
limits for its asset management activities.

— The Ministry shall stipulate general qualitative
requirements in relation the risk associated
with active management.

— Responsibility for formulating rules on the
operationalisation of the management assign-
ment shall be delegated to the Executive Board
of Norges Bank, although the mandate shall
specify themes of relevance to Norges Bank's
internal regulation.

— It shall reflect the principle of comprehensive
public disclosure of asset management infor-
mation, and shall include public reporting
requirements relating to the performance of
the management assignment in conformity
therewith.

Besides, the Ministry has operated on the prem-
ise that financial reporting provisions are laid
down in the Regulations relating to the Annual
Financial Statements, etc., of Norges Bank, cf.
Section 5.2.1.

Strategic asset management plan

A new provision in the mandate for the GPFG is
the requirement that Norges Bank shall prepare a
strategic plan outlining how the management
assignment should be performed. The mandate
requires the plan to be updated on a regular basis
and if material changes to the asset management
should occur, and that it shall be evaluated on a
regular basis whether the objectives in the plan
have been met. Norges Bank has, in the context of
the publication of the annual report on the man-
agement of the GPFG for 2010, made public the
strategic plan for the period 2011-2013 on its web-
site (www.nbim.no).

Instruments permitted in the asset management

The mandate implies that Norges Bank may invest
the assets of the Fund in financial instruments and
in cash deposits, although within certain limita-
tions. In order to cater to the need for effective
implementation of the management assignment,
and to facilitate the exploitation of the special char-
acteristics of the Fund, the mandate includes two
new provisions that imply a certain expansion in
instrument use relative to previous regulatory
frameworks. Firstly, the assets of the Fund may be

invested in private equity, provided that the board
of the relevant company has expressed an inten-
tion to apply for a listing in a regulated and recogn-
ised market place. In addition, it has been speci-
fied that the assets of the Fund may be invested in
financial instruments and derivatives that accrue
to the portfolio as the result of corporate events,
for example company winding ups.

The regulation of the market risk associated with the
equity and fixed income portfolios — tracking error

The key regulation of the market risk assumed in
the management of the equity and fixed income
portfolios is the limit with regard to tracking
error. Tracking error is a risk measure applicable
to active management, and expresses how much
the return difference between the actual portfolio
and the benchmark is expected to vary. Such
return differences reflect the efforts of Norges
Bank to achieve excess return through deviating
from the benchmark (active management).

It follows from the mandate for the GPFG that
the Bank shall organise the management activities
with a view to ensuring that the tracking error
does not exceed 1 per cent. This limit means,
under certain statistical assumptions, and pro-
vided that Norges Bank fully exploits such limit,
that the difference in returns between the actual
portfolio and the benchmark is expected to be
less than 1 percentage point in two out of three
years. The difference is expected to be less than 2
percentage points in 19 out of 20 years and less
than 3 percentage points in 99 out of 100 years.

Moreover, the provision on tracking error in
the mandate for the GPFG to the effect that the
management activities shall be organised «with a
view to» implies that the Bank may, in very special
situations, decide to accept a higher tracking
error when implementing such provision.

The specific method used to calculate tracking
error forms a very important part of the opera-
tionalisation of this risk measure, cf. Report No.
10 (2009-2010) to the Storting. The mandate stipu-
lates a requirement to the effect that Norges Bank
shall establish a method for the calculation of
tracking error, which method is subject to the
approval of the Ministry.

Norges Bank recommended, in a letter of 31
December 2010 to the Ministry, a change in the
method for the calculation of tracking error. The
new method was approved by the Ministry on 12
january 2011. The method implies that the calcula-
tion of tracking error is based on weekly observa-
tions of the prices of the financial instruments that
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are included in the portfolio, based on a three-year
history, with equal weight being attached to all
observations for purposes of the calculation. Pre-
viously, the calculation was based on daily price
observations, with more weight being attached to
the most recent observations than to observations
in the more distant past, which in practice implied
that a lot of weight was attached to the most
recent daily observations.

The new calculation method will provide a
higher degree of concurrence between the mea-
surements of tracking error and the time horizon
of the active investments. The method implies that
changes in the measured tracking error are pri-
marily determined by changes to the Bank's abso-
lute deviation from the benchmark (i.e. changes
to the active positions), and not by short-term
market fluctuations. This will contribute to reduc-
ing the risk of unfortunate management adapta-
tions, for example by way of the assets of the Fund
being sold at unfavourable times.

The old method for the calculation of tracking
error was relatively sensitive to general market
turbulence. Short-term changes in market condi-
tions thereby had a relatively rapid impact on cal-
culated active risk, as for example observed
during the financial crisis. At the same time, the
method implied that the measured active risk
reverted to lower levels fairly rapidly after a
period of market turbulence because the calcula-
tion was based on a short measurement period.
Since the new calculation method is based on a
longer measurement period (thus implying that
the observations from periods of market turbu-
lence are not eliminated as swiftly from the calcu-
lation base), one will also expect that measured
active risk remains at a somewhat higher level fol-
lowing such periods, cf. figure 5.3.

The Ministry notes that the change to the met-
hod for the calculation of tracking error, with
more weight being accorded to observations in
the more distant past, will imply a higher degree
of stability in the measured active risk associated
with the GPFG. At the same time, this will contri-
bute to the measured tracking error reflecting
short-term fluctuations in the differential return
to a lesser extent than before. The Ministry is
nevertheless of the view that the risk measure
may provide an improved basis for ongoing risk
management in respect of the Fund, inasmuch as
the new calculation method is expected to provide
a higher degree of concurrence between the time
horizon of the active investments and the measu-
rement period with regard to active risk. The new

Tracking error in GPFG
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Figure 5.3 Tracking error of the GPFG as calcula-
ted by the new and old methods. Basis points (1
basis point=0.01 per cent)

Source: Norges Bank

method means that changes in reported tracking
error will, to a larger extent than before, reflect
changes in the active positions of the Bank, as
opposed to changes in the general level of risk in
the market.

Credit risk limit based on credit rating

In addition to the provision on tracking error, the
mandate for the GPFG imposes restrictions on the
universe of permitted investments through a sepa-
rate limit on credit risk based on credit rating. It
follows from the mandate that the Bank shall
organise its management activities with a view to
ensuring that high yield bonds (credit rating
below «investment grade») do not represent more
than 3 per cent of the market value of the fixed
income portfolio. The purpose of this provision is
to prevent the Fund from being forced to sell
bonds that are downgraded at unfavourable times.

The provision will contribute to limiting the
exposure to financial instruments that do not,
based on experience, lend themselves well to
monitoring through the risk measure of tracking
error. It is, at the same time, challenging to define
one single, robust and operationable measure to
limit this type of risk, and there are also weak-
nesses associated with overreliance on the credit
rating as part of risk management. The Ministry
is nevertheless of the view that the establishment
of a specific limit for credit risk based on credit
rating will, for the time being, represent an appro-
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priate measure that may contribute to curtailing
the risk associated with the fixed income invest-
ments — over and above the general requirements
imposed in relation to the management, measure-
ment and control of risk.

The Ministry also refers to the evaluation
work in relation to a potential change to the
benchmark for the fixed income investments of
the Fund, cf. Chapter 2.5 of this Report. A change
to the benchmark may occasion amendments to
the provisions in the mandate concerning asset
management risk-taking limits, hereunder the
credit rating criterion and the high yield-bond
limit.

Supplementary risk limits

The Ministry has previously noted weaknesses in
the risk measure of tracking error, cf. the National
Budget 2006. These weaknesses were highlighted
during the financial crisis, and emphasised the
need for supplementing tracking error by other
risk measures, cf. Report No. 10 (2009-2010) to
the Storting. The Ministry has therefore, in the
mandate for the GPFG, stipulated a requirement
that Norges Bank shall define supplementary risk
limits in addition to tracking error, whilst at the
same time stipulating requirements as to the
diversification of risk in the active position and a
requirement that the Bank shall manage and mea-
sure the risk on the basis of a larger number of
main categories than was previously the case.

A requirement is stipulated to the effect that
supplementary risk limits shall be adopted in
respect of the following main categories: mini-
mum concurrence between the actual portfolio
and the benchmark, credit risk, liquidity risk,
counterparty exposure, leveraging including
gross exposure to various asset classes and rein-
vestment of received cash collateral. The Ministry
notes that leveraging and reinvestment of cash
collateral may now only take place with a view to
the effective performance of the management
assignment, and not to increase the exposure of
the Fund to risky assets.

The requirements under the mandate imply
that the supplementary risk limits shall be pre-
sented to the Ministry no less than four weeks
prior to their planned implementation. Norges
Bank has explained, in a letter of 3 December
2010 to the Ministry, the supplementary risk lim-
its adopted by the Executive Board. The Ministry
has replied, in a letter of 21 December 2010 to the
Bank, that the explanation has been duly noted.

The Ministry is of the view that the supple-
mentary risk limits will contribute to ensuring a
more finely-tuned system for the regulation of
risks associated with the asset management activi-
ties, whilst the regulation of the Fund on the part
of the Ministry still takes the form of a general
framework.

Guidelines for real estate investments

The new mandate includes provisions on real
estate investments. The provisions correspond to
the rules adopted by the Ministry on 1 March
2010, with the exception of certain added clarifica-
tions.

Rules on remuneration policies and practices

The Ministry has previously announced that rules
on remuneration policies and practices corre-
sponding to those applicable to financial institu-
tions in Norway shall also apply to Norges Bank's
management of the GPFG. The Ministry has,
against this background, included provisions on
guidelines for and limitations on remuneration
policy and practice in the mandate for the GPFG.
The provisions imply that the Regulations of 1
December 2010 No. 1507 relating to Remunera-
tion Policies and Practices in Financial Institu-
tions, Investment Firms and Investment Fund
Management Companies, as subsequently
amended, have been made applicable to the asset
management operations of the Bank, with neces-
sary adaptations. The Ministry has specified, in a
letter to the Bank, that necessary adaptations
refer to technical matters only, and that Norges
Bank is not to be subjected to a more lenient treat-
ment than that applied to those that fall within the
scope of the remuneration regulations.

Reporting provisions

The mandate imposes strict requirements on the
Bank's reporting on its management of the GPFG,
with the general perspective being maximum pos-
sible transparency within the limitations required
for the proper implementation of the management
assignment. Furthermore, the Executive Board is
required to make public management principles,
guidelines and limits.

The Ministry is of the view that the general
public will, both through the requirements under
the new mandate and through the new financial
reporting provisions that have been made applica-
ble to Norges Bank, receive more information
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about the asset management activities than was
previously the case, hereunder more information
about the return on the Fund’s investments, the
risk associated with the Fund and the remunera-
tion in the asset management operations of
Norges Bank.

Guidelines for responsible investment practice

The new mandate also includes provisions on
responsible investment practice, hereunder prin-
ciples for corporate governance. The provisions
correspond to the responsible investment practice
rules that were laid down by the Ministry on 1
March 2010, except that certain clarifications have
been made and that the provisions have been tai-
lored to the format of the mandate. These provi-
sions, together with the Guidelines for observation
and exclusion of companies from the GPFG, replace
the former ethical guidelines for the GPFG. The
main features of the ethical guidelines have been
incorporated into the new provisions, whilst the
Ministry has expanded the strategy for responsi-
ble investment practice with new measures, cf. the
discussion in Report No. 10 (2009-2010) to the
Storting.

The provisions on responsible investment
practice in the mandate for the GPFG note that
the management of the Fund assets shall be pre-
mised on the objective of achieving the highest
possible return. It is emphasised that favourable
returns in the long run will depend on a sustain-
able development in the economic, environmental
and social sense. Furthermore, it is emphasised
that favourable returns over time will also depend
on well-functioning, legitimate and effective mar-
kets. This is in line with the Ministry's discussion
of the purpose of the work on responsible man-
agement in Report No. 20 (2008-2009) to the Stort-
ing. It is also in conformity with Norges Bank's
work on developing the active ownership activi-
ties.

The mandate requires Norges Bank to have
internal guidelines for purposes of integrating
good corporate governance, environmental and
social considerations into the overall investment
activities, in line with internationally recognised
principles for responsible investment practice.
The Ministry expects that it will follow from the
internal guidelines how these considerations are
integrated into the investment activities in respect
of the various asset classes, for both the internally
managed and the externally managed part of the
portfolio.

The mandate also requires material changes
to the prioritisations of the Bank in the exercise of
its ownership rights to be submitted to the Minis-
try for its comments prior to a final decision being
made. Moreover, the Bank's plans shall be circu-
lated for public consultation before being submit-
ted to the Ministry, in order to ensure a broad
range of inputs. Such a procedure has been
adopted by Norges Bank in its work on drafting
specific company expectations in the areas of
water management and climate change manage-
ment. The Bank is also required to actively con-
tribute to the development of sound international
standards within responsible investment practice
and corporate governance.

Norges Bank shall, according to the mandate,
report quarterly and annually on its work on
responsible investment practice. The annual
report shall include a comprehensive presentation
of, inter alia, the Bank's voting in general meet-
ings, material changes to the prioritisations of the
Bank in its active ownership activities, the efforts
of the Bank to integrate good corporate gover-
nance, environmental and social considerations
into asset management, as well as the contribu-
tions of the Bank to the development of sound
international standards within responsible invest-
ment practice and corporate governance, etc.

It was stated in Report No. 10 (2009-2010) to
the Storting that one aims to clarify what criteria
form the basis on which the Ministry may, in spe-
cial cases, impose restrictions on investments in
government bonds issued by certain countries:

«The current framework for the management
of the Fund, supplementary guidelines section
3.2, gives the Ministry the option of barring
investments in Burmese government bonds.
The criteria for such a decision are not, how-
ever, contained in section 3.2. It may therefore
be appropriate to formalize such an arrange-
ment on a more general basis. Exclusion of
government bonds issued by certain countries
should only be decided where comprehensive
UN sanctions have been adopted, or where
Norway has supported other large-scale inter-
national initiatives aimed at a specific country.
Only on such a basis would it be appropriate to
make exceptions from the fundamental princi-
ple that the Fund shall not implement mea-
sures against states.»

The new mandate for the GPFG includes a provi-
sion in accordance with this. The Fund assets
shall not, according to such provision, be invested
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in fixed income instruments issued by govern-
ments or governmentlinked issuers in excep-
tional cases where the Ministry has barred such
investments based on large-scale international ini-
tiatives that Norway supports and that are aimed
at specific countries.

5.2.3 New mandate for Folketrygdfondet's
management of the GPFN

The Ministry adopted, on 21 December 2010, a
new mandate for Folketrygdfondet's management
of the GPFN, which entered into effect on 1 janu-
ary 2011. The mandate implies that earlier provi-
sions, in the form of regulations, supplementary
guidelines and a management agreement, have
now been consolidated in one document. The
mandate is, incidentally, based on the same main
principles as the new mandate for the GPFG, cf.
Section 5.2.2 above.

The previous rules on the management of the
GPFN were much more detailed than the provi-
sions under the new mandate. In particular, there
is a distinct difference in the degree of detail in
the requirements with regard to the measure-
ment, management and control of risk. This has to
do with, amongst other things, Folketrygdfondet
having made material investments in new man-
agement systems in connection with its reorgani-
sation as a company by special statute in 2008 and
its adaptations to the new regulatory framework.
The Ministry is of the view that it was appropriate
for the former rules on the GPFN to be highly
detailed in order to clearly express expectations in
relation to operational management in the context
of the reorganisation, hereunder in relation to the
management systems that were to be established.
The Ministry is of the view that the operations of
Folketrygdfondet as a company by special statute
have been sound, and Folketrygdfondet has, inter
alia, devoted considerable efforts to enhancing its
asset management activities in conformity with
stricter requirements as to the measurement,
management and control of risk.

The new mandate for the GPFN does not
imply that the requirements as to the measure-
ment, management and control of risk will be less
strict than before, but it will to a greater extent be
the responsibility of the Board of Directors of
Folketrygdfondet to develop the detailed risk
management provisions, within the general frame-
work defined by the Ministry.

The provisions in the new mandate for the
GPFN correspond, in the main, to those in the

mandate for the GPFG, apart from the deviations
implied by differences in the investment universe
and other special characteristics.

The Ministry has previously stated, with
regard to Norges Bank's management of the
GPFG, that detailed regulation and ongoing inter-
vention from the Ministry in respect of the asset
management activities is neither appropriate, nor
desirable, cf. Report No. 20 (2008-2009) to the
Storting. This general principle also enjoys the
broad support of the Storting, ¢f. Recommenda-
tion No. 277 (2008-2009) to the Storting.

This principle also applies to Folketrygdfon-
det's management of the GPFN. It follows from
the mandate for the management of the GPFN
that Folketrygdfondet is responsible for making
the various investment choices, within the general
framework defined by the Ministry. The Fund
shall make individual investments on a commer-
cial basis, independently of the Ministry of
Finance, and such investment decisions will not
be presented to the Ministry is advance either.
The same principle shall apply to the exercise of
ownership rights, which is intended to safeguard
the financial interests of the GPFN. The mandate
for the GPFN includes a requirement that the
exercise of ownership rights shall be based on
internationally recognised principles, such as the
UN Global Compact and the OECD Principles of
Corporate Governance and the OECD Guidelines
for Multinational Enterprises.

The Ministry notes that the limit as to tracking
error is significantly higher in respect of the
GPFEN (3 per cent) than in respect of the GPFG (1
per cent), which has to do with, inter alia, the
Fund’s dominant size in the Norwegian market
and special characteristics of this market, cf. the
more detailed discussion in Chapter 3.

The Ministry also notes that the limit on
investments in high yield bonds is significantly
higher in respect of the GPFN (25 per cent) than
in respect of the GPFG (3 per cent), whilst at the
same time being somewhat more flexible. The dif-
ference reflects, inter alia, differences between
the Norwegian bond market and the international
bond markets in several respects. The credit risk
associated with an investment in high yield bonds
within the 25 per cent limit is nevertheless per-
ceived to be limited.

The Ministry has laid down transitional provi-
sions relating to Folketrygdfondet's implementa-
tion of the new mandate, which imply that certain
of the provisions will only enter into effect in the
second half of 2011.
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6 Simulation of the real value of the
Government Pension Fund 20 years into the future

In Report No. 10 (2009-2010) to the Storting, the
Ministry presented updated estimates as to long-
term real returns, risk (volatility) and correlations
for global portfolios of equities, fixed income and
real estate. These estimates were used to simulate
the real value of the Government Pension Fund
Global (GPFG) over a 15-year period. The simula-
tion focused on expected developments in value,
as well as the uncertainty associated therewith in
the form of confidence intervals.

However, the simulation did not take into
account the net inflow to the Fund from the sur-
plus on the Fiscal Budget. These inflows are
expected to be significant also in the coming
years, although they will decline as a percentage
of the value of the Fund. In the National Budget
2011, for example, the net inflow to the Fund was
estimated at NOK 153 billion, or about 5 per cent
of the value of the Fund. The ongoing inflows will
therefore result in a stronger growth in the value
of the Fund than suggested by the simulation
without inflows.

This topic article presents simulations of the
value of the Fund that also include the expected
inflows to the Fund. Two issues are examined: a)
How large can the Fund be expected to become
during the years up to 2030, and how much uncer-
tainty is associated with the projection? b) How
large will the net inflow to the Fund be as a pro-
portion of the value of the Fund, and how uncer-
tain is this projection? Will the Fund go from net
inflow to net outflow, and when?

The simulations assume that the actual use of
petroleum revenues over the fiscal budget is 4 per
cent of the value of the Fund each year. This is con-
sistent with a spending of petroleum revenues that
follows the 4 per cent trajectory of the fiscal rule
over time. However, it is not taken into account that
the fiscal rule allows for the actual spending of
petroleum revenues to deviate from the 4 per cent
trajectory at times, which represents an important
source of uncertainty in the analysis.

The simulations are based on the Ministry's
long-term estimates as to real return, volatility and
correlations, which remain unchanged from last

year. It is emphasised that these estimates are
intended to apply in the very long run, and there-
fore will not necessarily be representative with
regard to shorter periods of time, such as for
example the coming 20-year period. The Ministry
has thus far not prepared specific estimates for
this period, or corresponding estimates more gen-
erally, cf. the discussion in Chapter 8 of Report
No. 10 (2009-2010) to the Storting. The use of the
long-term estimates in the simulations is another
source of simulation uncertainty.

Simulation tool

The model used in the simulations is discussed in
more detail in previous Reports to the Storting on
the Management of the Government Pension
Fund.!! The model has been refined recently to
provide a more realistic description of, inter alia,
the risk of major losses in the financial markets
(so-called stochastic or time-varying volatility),
and ongoing inflows to the Fund. A description of
the simulation model will be posted on the Minis-
try's website (www.government.no/gpf).

Briefly summarised, the real value of the Fund
over time are simulated by way of a so-called
Monte Carlo (stochastic) model, which «draws» a
large number of potential paths that the value of
the Fund may follow for a given number of years
into the future. The outcomes, which are «mea-
sured» at the end of the period, provide informa-
tion about the expected value and the uncertainty
around this expectation. The model used by the
Ministry is based on known pricing processes for
financial assets that allow for deviations from the
normal distribution (stochastic volatility and
«mean reversion»). This enables a more realistic
description of the returns.

The model simulates the stochastic evolution
of the portfolio's underlying equity and fixed-
income benchmarks and exchange rates in
Europe, the Americas and Asia/Oceania. The sim-

1 Reports No. 24 (2006-2007) and No. 16 (2007-2008) to the
Storting.
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ulations are made using nominal figures, which at
the end of the investment horizon are deflated by
the chosen (deterministic) price index for conver-
sion into real values.

The simulations presented here use Norwe-
gian kroner as the reference currency.

Inflow to the Fund is given by the value of the
net cash flow to the State from petroleum activi-
ties (cf. forecasts until 2030 in the National Bud-
get 2011), less 4 per cent of the value of the Fund
as per the end of the previous year. The model
assumes, furthermore, some uncertainty with
regard to the future net cash flow (the level of the
path follows a normal distribution, with the fore-
cast in the National Budget 2011 as the expected
valuel?).

The simulations are made on the basis of the
current strategic asset allocation and regional dis-
tribution. Return contributions from active man-
agement are not included. The value of the Fund
is simulated from year-end 2010 (value NOK 3,077
billion) until year-end 2030.

Findings

Figure 6.1 shows the simulated real value of the
GPFG for the next 20 years (in NOK billions at
2011 prices). The expected path (the median) is
represented by a solid black line. The real value of
the Fund is expected to grow to somewhat in
excess of NOK 7,400 billion in 2030. The orange
and brown fans show the 68 per cent and 95 per
cent confidence intervals, respectively, which
under the adopted assumptions represent the
probability that the real value will fall within these
intervals. The figure shows that there is consider-
able uncertainty associated with the size of the
Fund 20 years from now. However, there is a very
high probability that the real value of the Fund
will increase. The probability that the real value of
the Fund in 2030 will be lower than its value as per
year-end 2010 is estimated to be less than 1 per
cent.

Figure 2.2 (cf. Chapter 2) shows that the net
inflow to the Fund is expected to decline as a pro-
portion of the value of the Fund.!® The expected
path (the median) is again represented as a solid

12 The standard deviation of the normal distribution is assu-
med to be 10 per cent. The stochastic variation in the level
of future net cash flows is not correlated to other stochastic
variables in the model.

By the Fund is here meant the value of the Fund as per the
end of the year during which the inflow is effected, and not
its value as per the end of the preceding year, on which the
fiscal rule is premised.
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Figure 6.1 Simulated development in the real
value of the GPFG until 2030. NOK billion at 2011
prices

The expected path (the median) is represented by the solid

black line. The orange and brown fans show 68 and 95 per cent
confidence intervals, respectively.

Source: Ministry of Finance

black line, whilst the coloured fans show 68 and
95 per cent confidence intervals. Whilst the pro-
portion in 2010 was about 5 per cent, it is expected
to decline below zero around 2020, and to be
about minus 2.4 per cent in 2030 (net outflow).
The figure shows that this expected path is, under
the adopted assumptions, associated with an
uncertainty of 1 — 2 percentage points. Given
these assumptions it is, nevertheless, almost cer-
tain (probability of more than 99 per cent) that the
net inflow, as a proportion of the value of the
Fund, will be negative in 2030. In practice, this
means that capital will need to be retrieved from
the Fund, which implies a certain liquidity need.
However, the expected net outflow is lower than
the expected real return (which is somewhat in
excess of 4 per cent), thus implying that the real
value of the Fund is expected to increase also 20
years from now, as shown in Figure 6.1.

A possible measure of the risk associated with
the Fund may be the risk of large net outflows as a
proportion of the value of the Fund. In the simula-
tions, a large net outflow in a single year can be
triggered by a large decline in the value of the
Fund through the fiscal year, while the net cash
flow as a proportion of the value of the Fund as
per the end of the previous year will be low (less



2010-2011

Report No. 15 to the Storting 127

The Management of the Government Pension Fund in 2010

than 4 per cent). Under the stated assumptions,
the simulation shows with a 95 per cent probabi-
lity that the largest net outflow as a proportion of
the value of the Fund until 2030 will fall within the
interval 1.4 — 3.8 per cent (median 2.8 per cent).
There is a very low probability (less than 0.1 per
cent) of an annual net outflow as a proportion of
the Fund in excess of 5 per cent over the coming
20-year period.!4

There will always be uncertainty associated
with this type of simulations. The findings pre-
sented here are influenced by, inter alia, the
assumption with regard to the spending of petro-
leum revenues. Other elements of uncertainty are
the assumptions with regard to future real
returns, risks and correlations and their applica-
bility to the coming 20-year period, and whether
the simulation model to a sufficient extent
absorbs the probability of very large losses in the
asset markets. It may therefore be of interest to
compare these simulations with findings from so-
called historical simulations, in which historical
return figures are used instead of model-simu-
lated ones, but to retain the assumptions with
regard to portfolio composition and inflows. His-
torical real return data for equities and govern-
ment bonds going back to 19001 provide 92 over-

14" A higher equity portion would have resulted in a somewhat
higher probability of large net outflows, according to the
analysis.

Credit Suisse Global Investment Returns Sourcebook
(2011), and Elroy Dimson, Paul Marsh and Mike Staunton
(2002) Triumph of the Optimists: 101 Years of Global Invest-
ment Returns, Princeton University Press, and Mornings-
tar.
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lapping 20-year periods that can be used to simu-
late the annual real return on the GPFG into the
future.

According to this historical simulation, the real
value of the GPFG will in 2030 be between NOK
2,667 and 19,556 billion at 2011 prices, with a
median of NOK 8,521 billion. Furthermore, the
simulation shows that the net outflow in 2030 will
be between 0 and 3.7 per cent of the value of the
Fund. The median net outflow is 2.5 per cent.
Over the period until 2030, the largest net outflow
will be between 0.8 and 3.7 per cent of the value of
the Fund, with a median of 2.7 per cent. In particu-
lar, historical developments over the 20-year peri-
ods until 2000-2002 result in relatively large simu-
lated net outflows (3.5 — 3.7 per cent). These peri-
ods are characterised by many years of high
returns, followed by some years of major contrac-
tions in the stock market.

The findings from the historical simulation are
reasonably consistent with the findings from the
simulation model.

The Ministry of Finance
recommends:

Recommendation of 8 april 2011 from the Min-
istry of Finance on the Management of the Gov-
ernment Pension Fund in 2010 is submitted to the
Storting.
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Appendix 1

Government Pension Fund Global - investment strategy for
nominal bonds

Letter of 18 March 2011 from Norges Bank to the Ministry of Finance

1 Introduction

The goal for the management of the Government
Pension Fund Global is to achieve the greatest
possible long-term international purchasing
power with moderate risk. The investment strat-
egy for the fund needs to be based on the fund's
long investment horizon and assessments of the
expected return and risk on different investment
options.

In our letter to the Ministry of Finance of 6
July 2010, we outlined how the investment strat-
egy for the fund should be developed.

In this letter, we offer advice on what role the
strategic benchmark index should play in the
management of the fund, and how the strategic
benchmark index for nominal bonds should be
composed. Norges Bank has undertaken a broad
review of bond market theory and empirics in a
separate report (hereinafter referred to as "the
report") which has been submitted separately as a
basis for the Ministry's further work.

2 Challenges in the use of strategic
benchmark indices

The strategic benchmark index for nominal bonds
should reflect the role this asset class plays in the
fund, and the long-term risk and return expecta-
tions for this asset class. It should serve as a long-
term yardstick for operational management and
must be based on marketleading, readily avail-
able indices to ensure the greatest possible open-
ness and transparency.

The risk characteristics of the fund's strategic
benchmark index have evolved over time. This
evolution has been driven by structural changes,
primarily on the supply side of the fixed-income
market, as described in more detail in the report.
Lower interest rate levels have led to an increase
in the issuance of bonds with long maturities.

Looking ahead, new regulations for the finan-
cial sector may affect the supply of bank bonds!
and how different parts of banks' capital structure
are treated. Developments in government
finances may also impact the risk characteristics
of the fund's investments in government securi-
ties. Structural changes of this kind will affect the
composition of the strategic benchmark index in
ways that do not necessarily favour the long-term
goal for the management of the fund. Its manage-
ment should not therefore be automatically
adjusted to such changes in the strategic bench-
mark index.

The return and risk on a bond portfolio are
driven primarily by movements in interest rates,
movements in the term structure of interest rates,
and movements in the credit spread between
bonds with an element of credit risk and govern-
ment bonds. These are factors which bear little
relation to the individual borrower. The return
and risk characteristics of a broadly composed
market portfolio can be recreated with a limited
number of bonds from a small number of issuers.
The risk reduction an investor achieves by spread-
ing investments across many different bonds is
limited. Index management of a market-weighted
bond portfolio will not therefore result in an effi-
cient portfolio and will be unnecessarily complex
to implement.

The most widely used indices are market-
weighted. The principle of market weighting
means that borrowers which issue large volumes
of bonds have a greater weight in the benchmark
index. An increase in debt can impair debt-servic-
ing capacity, and so a market-weighted bench-

1 See the Basel Committee on Banking Supervision’s Results

of the comprehensive quantitative impact study (December
2010), available from www.bis.org. Assuming no changes in
banks' funding structure, the report estimates banks' long-
term funding shortfall at 2.89 trillion euro. By way of com-
parison, the market value of the bank sector in the Barclays
Capital Global Aggregate Index was around 1.6 trillion euro
in January 2011.
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mark index will probably not be the best approach
for diversifying the risk of loss due to default.

The use of readily available, investable and
verifiable market indices as a basis for the strate-
gic benchmark index presents challenges for the
management of the fund. The weaknesses of the
indices underlying the strategic benchmark index
are well-documented.? These indices mechani-
cally exclude bonds which the credit rating agen-
cies feel no longer meet given standards of quality.
Nor do they include floating-rate bonds or bonds
with an outstanding amount below a certain level.
In our letter of 23 December 2009 on active man-
agement of the fund, Norges Bank argued that
these weaknesses require us to invest differently
to the index.

In our letter of 6 July 2010, we wrote that the
strategic benchmark index cannot reflect all risk
to which the fund should be exposed at any given
time. Such assessments need to be discretionary
and part of the operational management of the
fund. This indicates that Norges Bank should
establish an operational benchmark portfolio
within the framework of the management man-
date.

Through this operational benchmark portfolio,
we will seek to ensure timely adjustment to struc-
tural changes and address technical weaknesses
in the strategic benchmark index. In the design of
the operational benchmark portfolio, we can
adjust the weighting regime by establishing rules
for exposure to particular issuers, sectors or types
of bonds.

Deviations between the strategic benchmark
index and the operational benchmark portfolio
will draw on the risk limits in the mandate, but
may differ in size, character and time horizon
from what would normally be considered to be
within the scope of active management. The oper-
ational benchmark portfolio will be a tool for com-
municating the adjustments we make in the man-
agement of bond investments within the frame-
work of the management mandate.

3 Investments in nominal bonds

while variations in the realised real return have
been roughly the same size. In the short and
medium term, these investments may help reduce
fluctuations in the fund's overall return. This is
the most important strategic goal for the fund's
investments in nominal bonds. Within the asset
class, it is particularly the element of credit risk
that determines risk and return characteristics.

The fund's strategic benchmark index for
bonds currently consists of the subgroups of gov-
ernment bonds, government-related bonds, secu-
ritised bonds and corporate bonds. The report
describes how bonds in these subgroups serve
the strategic goals for the asset class to differing
degrees. Our opinion is that these goals will be
best served if the strategic benchmark index is
composed of government and corporate bonds.

Government securities of high credit quality
can reduce the risk in the portfolio, especially in
periods of economic decline and in periods of
growing risk aversion in the markets. These
investments will normally also be liquid. The
report discusses how developments in sovereign
debt could impact on government securities'
credit and liquidity quality, and the consequences
this could have for expected real returns.

Corporate bonds increase the expected return,
but also increase the asset class's covariance with
equity instruments, especially in periods with
sharp falls in equity markets. The strategic bench-
mark index should therefore draw a clear line
between these two types of bond, as they play dif-
ferent roles in the fund's portfolio.

Our proposal is that government-related and
securitised bonds should no longer be part of the
fund's strategic benchmark index. The risk char-
acteristics of these segments are more complex
and do not necessarily help serve the strategic
goals for investments in nominal bonds. US asset-
backed securities in particular have different
characteristics to nominal fixed-income invest-
ments, due partly to an element of option risk.

4 Exposure to sources of systematic
risk

Over long time periods, the real return from
investing in nominal bonds has been considerably
lower than from investing in the equity market,

2 See, for example, Barclays Capital's Capturing the Credit

Spread Premium (June 2010, Kwok Yuen Ng and Bruce
Phelps) and Fallen Angels (14 December 2010, Arik Ben
Dor and Jason Xu).

In Report No. 10 (2009-2010) to the Storting, the
Ministry of Finance writes that systematic risk
should be given greater attention in the manage-
ment of the fund. In our letter of 6 July 2010, we
established that the fund is particularly well-suited
to bearing certain types of systematic risk and
should therefore probably have different expo-
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sure to these sources of systematic risk than a
market-weighted average.

Analyses of asset allocation have traditionally
been based on an assumption of a stable risk
structure between the major asset classes. Such
an assumption can be misleading. The report
presents a theoretical framework for describing
time variations in risk premia over time and
across asset classes. As the fund has a long invest-
ment horizon and considerable risk-bearing
capacity, the fund's exposure to different risk pre-
mia should vary over time.

The most important sources of systematic risk
in the fixed-income market are the credit pre-
mium and the term premium. Both of these pre-
mia have varied often considerably over time. The
theory and empirics of these risk premia are pre-
sented in more detail in the report.

The credit premium is the excess return an
investor realises by investing in a bond with a
larger element of credit risk than a government
bond with the same maturity. Historically, this pre-
mium has generally been positive. The expected
return on an investment in corporate bonds must
compensate for weaker liquidity, higher default
risk and a tendency for defaults to come during
economic downturns. These last two components
have many similarities with the risk premium an
investor can harvest in the equity market.

The report shows how the compensation for
investing in corporate bonds has historically been
higher than realised default losses. Our review of
the literature and our own analysis indicate that
the fund should have some exposure to the credit
premium, which should be expressed in the stra-
tegic benchmark index through an allocation to
corporate bonds.

The report describes various approaches to
how the credit premium can be decomposed, and
how the composition of the compensation to the
investor has varied over time. We also show how
the portfolio characteristics of investments in cor-
porate bonds are affected by the business cycle
and interest rates. Norges Bank's operational
benchmark portfolio should be adjusted dynami-
cally to capture time variations in the credit pre-
mium.

The term premium is the excess return that an
investor realises by holding a bond with a longer
maturity rather than continuously reinvesting in
securities with shorter maturities.

We find no theoretical or empirical support
that a specific maturity of the benchmark index
best captures the term premium. Instead, the liter-
ature suggests that dynamic adjustment of the

portfolio to changes in the term structure of inter-
est rates is necessary to achieve this. This kind of
dynamism cannot be built into the strategic
benchmark index, but must be achieved through
the operational benchmark portfolio and manage-
ment adjustments.

In the design of the operational benchmark
portfolio and internal management strategies,
Norges Bank will allow for dynamic adjustment to
such time-varying investment opportunities. This
means that, in the operational management of the
fund, Norges Bank will take actual asset and risk
allocation decisions on the basis of the expected
return for risk premia in the fixed-income market.
The operational benchmark portfolio's maturity
and credit risk will therefore vary considerably
over time and deviate from the strategic bench-
mark index.

5 Principles for setting the
benchmark index and currency
distribution

The fund's strategic benchmark index for bonds
currently consists of three regional portfolios
assigned fixed weights. Within each of these
three regions, the strategic benchmark index is
market—weighted.3 In our letter of 6 July 2010, we
noted that the relationship between these regional
weights and the goal for the fund’s management is
unclear.

The goal of the greatest possible long-term
international purchasing power is best served by
broad ownership of the production capacity for
the goods and services of which the fund is to
finance the purchase. The strategic benchmark
index's currency composition should reflect these
considerations.

A market-weighted index for the allocation to
government bonds means that the fund's expo-
sure to countries with growing government debt
will increase. A better approach may be for the
portfolio of government bonds to be weighted on
the basis of the production capacity financing that
debt. The fund's strategic benchmark index for
bonds was GDP-weighted in each of the three
strategic regions up until the expansion of the
benchmark index in 2002. The arguments that
were behind the replacement of GDP weights for

3 With the exception of a reweighting between different seg-

ments of the bond market in the US. In the Swiss and Asian
markets, the benchmark index consists solely of govern-
ment bonds.
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government bonds with market weights seem less
relevant today.

The big emerging markets of India and China
now account for around 10 percent of global GDP,
yet the markets for government bonds in these
currencies are not immediately investable for an
international investor and so do not meet the crite-
ria for widely used market indices. Nor are these
markets investable for the fund to the extent that a
GDP weighting would require.

Within the euro area, each individual country
should be assigned a weight corresponding to
that country's share of the currency union's GDP.

There is no direct relationship between GDP
and companies' ability to service their debt. Sub-
stantial structural differences between the mar-
kets for corporate bonds in different currencies
mean that GDP weights are not particularly appro-
priate. Generally available indices for corporate
bonds are based on a market weighting principle.

Government and corporate bonds play differ-
ent roles in the fund's portfolio, and this warrants
a separate allocation to corporate bonds within the
asset class of nominal bonds. Our recommenda-
tion is that the strategic benchmark index for
nominal bonds is composed of 70 percent govern-
ment bonds and 30 percent corporate bonds. This
should be seen in the light of the fact that corpo-
rate bonds currently account for around 20 per-
cent of the strategic benchmark index for bonds
and 16 percent of the market portfolio.? Other sec-
tors with an element of credit risk, such as securi-
tised and governmentrelated bonds, currently
account for 25 percent of the fund's benchmark
index and 32 percent of the market portfolio. How-
ever, the element of credit risk in these segments
is considerably lower than for corporate bonds.”

The changes in currency composition that
would result from the proposed changes in the
strategic benchmark index are shown in the
report. The currency mix will be relatively stable
over time. The biggest change relative to today's
index is a reduction in the level of euro in the stra-
tegic benchmark index.

Consideration could therefore be given to
assigning European currencies a special adjust-
ment factor of around 2 during a transitional

4 Defined as the Barclays Capital Global Aggregate Index.

5 Based on figures from Barclays Capital as at 31 December
2010, the option-adjusted spread was around 75 basis
points for government-related and securitised bonds that
are part of the Barclays Capital Global Aggregate Index,
and around 230 basis points for corporate bonds that are
part of the same index.

period. This approach would allow for the future
introduction of currencies that are not sufficiently
investable today, and limit the need for large port-
folio adjustments in the short term. The impact of
such a factor on the currency composition of the
benchmark index is shown in the enclosure.

6 Design of the strategic benchmark
index for nominal bonds

The report compares the risk characteristics of a
stylised version of our proposal for a new strategic
benchmark index for nominal bonds with today's
benchmark index. The proposed benchmark
index has had attractive return and risk character-
istics during the period that we have analysed.
Our recommendation for the design of the strate-
gic benchmark index for the fund's nominal fixed-
income investments can be summed up as follows:
— The fund's strategic allocation to nominal
bonds should be 40 percent less the net value
of the fund's real estate investments and the
market value of the fund's strategic benchmark
index for inflation-linked bonds.

— The strategic benchmark index for the fund's
nominal bonds should be based on the Bar-
clays Capital Global Treasury GDP-weighted
Index® and the Barclays Capital Corporate
Bond Index.

— The allocations to government bonds and cor-
porate bonds in the strategic benchmark index
for nominal fixed-income investments should
be 70 percent and 30 percent respectively. The
actual weights should be rebalanced to the
strategic weights monthly.

— The strategic benchmark index for govern-
ment bonds and corporate bonds should con-
sist of the following currencies: USD, CAD,
EUR, GBP, SEK, DKK, CHF, JPY, AUD, NZD
and SGD.

The changes we recommend to the strategic
benchmark index for the fund's nominal bonds
could be made operational from 1 July this year.

Yours faithfully
Oystein Olsen
Yngve Slyngstad
Enclosure

6 Barclays Capital's GDP-weighted bond indices are presen-
ted in more detail in the report.
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Currency distribution of the benchmark index

2010-2011

Weights in proposed
GPD Weights in current Weights in proposed  |benchmark portfolio (factor 2
weights benchmark portfolio benchmark portfolio for European currencies)

Corporate bonds 19,7% % of segment| 30,0% % of segment 30,0% % of segment
AUD 0,2 % 0,6 % 0,1% 0,4 %
CAD 0,4 % 1,9% 0,9% 3,0% 0,6 % 2,2%
CHF 0,4 % 1,2% 0,5% 1,8%
DKK 0,0 % 0,0 % 0,0 % 0,0 % 0,0% 0,0 %
EUR 8,3% 42,2 % 8,7% 29,0 % 12,7% 42,3 %
GBP 1,9% 9,8% 2,1% 7,0% 31% 10,2 %
JPY 1,8% 6,1% 1,3% 4,4 %
NZD 0,0% 0,0% 0,0% 0,0 %
SEK 0,0 % 0,0% 0,0% 0,0 %
SGD 0,0 % 0,0% 0,0% 0,0%
USD 9,1% 46,1%| 159% 52,9 % 115% 38,5%
Government-related bonds 129% % of segment
AUD
CAD 1,0% 8,0%
CHF
DKK 0,0% 0,0%
EUR 71% 55,1%
GBP 1,0% 78%
JPY
NZD
SEK 0,1% 0,4 %
SGD
USD 3,7% 28,7 %
Securitised bonds 124% % of segment
AUD
CAD 0,0% 0,0%
CHF
DKK 0,3% 2,4 %
EUR 5,5% 44,5 %
GBP 0,3% 2,3%
JPY
NZD
SEK 0,6 % 49%
SGD
USD 57% 45,9 %
Government bonds 55,0% % ofsegment| 70,0% % of segment 70,0% % of segment
AUD 2,6% 0,4 % 0,8% 1,8% 2,6% 1,3% 1,8%
CAD 3,7% 0,8% 1,4 % 2,6 % 3,7% 1,8% 2,6 %
CHF 1,3% 0,5% 0,8% 0,9% 1,3% 1,2% 1,8%
DKK 0,8% 0,5% 0,9% 0,6 % 0,8% 0,8 % 1,2%
EUR 32,7 % 26,1 % 475% 22,9% 32,7% 32,1% 45,9 %
GBP 6,6 % 6,2 % 11,4 % 4,6% 6,6 % 6,5% 9,2%
JPY 12,8 % 49% 8,9% 8,9% 12,8 % 6,3% 9,0%
NZD 0,3% 0,1% 0,1% 0,2 % 0,3% 0,2% 0,2 %
SEK 1,2% 0,4 % 0,7% 0,8 % 1,2% 1,1% 1,6 %
SGD 0,5% 0,2 % 0,3% 0,3 % 0,5% 0,2% 0,3%
USD 37,6 % 14,9 % 27,1%| 26,3% 37,6 % 18,5% 26,4 %
Total 100,0 % 100,0 % 100,0 %
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Weights in current Weights in proposed Weights in proposed benchmark portfolio

benchmark portfolio benchmark portfolio (factor 2 for European currencies)

AUD 0,4 % 2,0 % 1,4%
CAD 2,2 % 3,5% 2,5%
CHF 0,5 % 1,3% 1,8%
DKK 0,8 % 0,6 % 0,8%
EUR 47,0 % 31,6 % 44,8 %
GBP 9,5% 6,7 % 9,5%
JPY 4,9 % 10,8 % 7,6 %
NZD 0,1 % 0,2 % 0,2 %
SEK 1,1% 0,8 % 1,2%
SGD 0,2 % 0,3 % 0,2 %
USD 33,4% 42,2 % 30,0 %
Total 100,0 % 100,0 % 100,0 %
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Appendix 2

Folketrygdfondet's active management of the Government
Pension Fund Norway

Letter of 1 December 2010 from Folketrygdfondet to the Ministry of Finance

Dear Sirs,

We refer to the letter of 20 august 2010 from
the Ministry of Finance, in which the Ministry
requests Folketrygdfondet to submit analyses and
assessments in relation to the active management
of the Government Pension Fund Norway (the
GPFN). In the said letter, the Ministry also
requests Folketrygdfondet to prepare a business
plan for the active management activities based on
the general advice and assessments of Folket-
rygdfondet.

Against this background, Folketrygdfondet
has carried out an assessment of the active man-
agement activities and prepared a plan for the
management of the GPFN. The main aspects are
presented in this letter, with more detailed discus-
sion being provided in enclosures.

Folketrygdfondet is of the understanding that
the duties relating to the management of the
GPFN may be separated into four parts:

— Achieve the market exposure desired by the
principal, as expressed through the defined
benchmark portfolio

— Achieve the highest possible return over time,
given the benchmark portfolio and the risk
limit adopted by the Ministry of Finance

— Safeguard financial interests through the exer-
cise of ownership and creditor rights

— Strategic advice to the Ministry of Finance
relating to the GPFN

Folketrygdfondet is a responsible asset manager
that creates, through size and ability to adopt a
long-term perspective, added value in the manage-
ment of public assets. Folketrygdfondet has estab-
lished management strategies that are tailored to
the general management mandate and the objec-
tive of generating added value relative to the stipu-
lated benchmark portfolios. The management
strategies encompass both the effort to obtain the
market exposure desired by the principal and the
effort to achieve the best possible excess return

within stipulated risk limits. However, the practi-
cal implementation will often be an integrated pro-
cess, because active choices need to be made in
order to retain and maintain market exposure.

The Norwegian equity and fixed-income mar-
kets are small in an international context. The
Oslo Stock Exchange, for example, represents no
more than 0.4 per cent of the global equity mar-
kets. Folketrygdfondet is a large player in the
Norwegian stock market, holding about 4.4 per
cent of the value of all companies on the Stock
Exchange as per year-end 2009. The Benchmark
index of the Oslo Stock Exchange excludes share-
holdings that are not freely transferable. The Nor-
wegian stock portfolio of the GPFN represents 9.3
per cent of the Benchmark index. Folketrygdfon-
det is also a large player in the Norwegian fixed-
income market, and the Norwegian fixed-income
portfolio of the GPFN represented about 5.9 per
cent of the value of the benchmark portfolio for
Norwegian fixed-income instruments as per year-
end 2009.

The management of a large portfolio in a small
market raises many practical issues. The size of
the GPFN implies, in combination with low liquid-
ity in individual equities and fixed-income instru-
ments, that it is in many cases difficult to maintain
the traditional distinction between active and pas-
sive management. Based on assessments of these
issues, Folketrygdfondet does not recommend
passive management of the GPFN. Folketrygdfon-
det believes that the special characteristics of the
Norwegian stock and bond markets, as well as the
size of the GPFN and its long investment horizon,
mean that a return-oriented and responsible
investment approach requires active manage-
ment.

Folketrygdfondet benefits from its ability to
operate with a stable framework and a regulatory
basis that enables it to invest countercyclically.
The predictability provided by the framework con-
tributes to distinguishing the active management
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of the GPFN from that of many other actively
managed portfolios, inasmuch as it is possible to
maintain a long investment horizon without being
forced to perform unwanted dispositions. In addi-
tion, the size of the GPFN contributes to enabling
Folketrygdfondet to conduct cost-effective active
management.

The active investment decisions of Folketrygd-
fondet are based on quantitative and qualitative
evaluations of individual companies, sectors, secu-
rities, market developments and macroeconomic
conditions. In order to facilitate the implementa-
tion of active management strategies, Folketrygd-
fondet has attached weight to the development of
an asset management organisation with high
expertise, clear responsibilities, well-defined
investment strategies, defined decision-making
processes, good portfolio follow-up and responsi-
ble corporate governance. An important element
of the organisational set-up is the integration of
risk control and return follow-up in the asset man-
agement activities. The active management activi-
ties are premised on investment processes
intended to ensure continuity and predictability in
the ongoing portfolio follow-up.

Although Folketrygdfondet is a large player in
the Norwegian market and a smaller player in the
Nordic market, asset management activities in
both Norway and the Nordic region are primarily
based on the same management strategy and pro-
cess. An important reason for this is that Folket-
rygdfondet has experienced positive interactions
and knowledge transfer effects from managing
both Norwegian and Nordic equity and fixed-
income portfolios. The expanded access to infor-
mation achieved by the asset managers through
operating in a more international investment uni-
verse is deemed to have a positive effect on their
asset management work, hereunder by making it
easier to pick up on market changes at an earlier
stage. Such knowledge is further expanded by
making decisions about individual investments
through active management in the Nordic region,
which also contributes to Folketrygdfondet
becoming a better asset manager in the Norwe-
gian market. In addition, this is deemed to be
important for purposes of being able to attract,
develop and retain the appropriate expertise at
Folketrygdfondet.

The Norwegian stock and credit markets are,
from an investment perspective, highly concen-
trated. However, although Nordic investments
only represent 15 per cent of the overall portfolio,
investments in this market are often more liquid,
and consequently offer more flexibility and scope

for increased diversification when portfolio adap-
tations are to be implemented.

The Ministry of Finance has requested Folket-
rygdfondet to comment on what role exposure to
systematic risk factors may play in the active man-
agement of the GPFN. Folketrygdfondet is of the
view that benchmark indices based on known sys-
tematic risk factors are not well suited for a large
investor in the Norwegian market. As far as the
Norwegian stock market is concerned, we regis-
ter that various systematic factors, like for exam-
ple company size and liquidity, may contribute to
explaining market developments, but we are
unable to conclude that these are particularly
suited for purposes of evaluating asset manage-
ment or as a basis for making decisions about
future investments. The reason for this is, inter
alia, that there is limited scope for trading such
factors on a scale of relevance to the GPFN, given
its size in the Norwegian stock market. As far as
the fixed-income portfolio is concerned, the sys-
tematic factors term premium and credit are made
use of in the asset management activities. How-
ever, we are unable to see, given the lack of avail-
able data, how these factors may be expressed in
an appropriate manner in the benchmark portfo-
lio.

Folketrygdfondet is committed to the active
exercise of ownership rights and the follow-up of
bonds for purposes of safeguarding the financial
interests of the GPFN and contributing to long-
term value creation. It is our experience that good
ownership and creditor follow-up requires exper-
tise and knowledge of the companies. It is there-
fore an important principle for Folketrygdfondet
that the exercise of ownership and creditor rights
must form an integrated part of the investment
activities. Folketrygdfondet shall be a credible
player and achieve results in the exercise of its
ownership rights. We must therefore have the
necessary knowledge and expertise to assess the
issues owners need to address. The expertise
used for such purposes has been accumulated by
Folketrygdfondet over many years, by continu-
ously monitoring developments on the part of the
companies and by maintaining a dialogue with the
companies and with relevant market players. We
are of the view that ownership follow-up improves
when the managers responsible for ownership fol-
low-up are also responsible for making active
investment decisions in relation to deviations from
the benchmark portfolio.

A passive mandate may result in the corporate
governance inputs of Folketrygdfondet making
less of an impact. This is, inter alia, because
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Folketrygdfondet would in such case not be able
to divest, or underweight, its holdings in a com-
pany that fails to pay sufficient heed to the feed-
back and views of its shareholders. Folketrygd-
fondet is therefore of the view that active manage-
ment of the portfolio has more of an impact on
corporate governance than does passive manage-
ment.

Since 1998, the annual average excess return
on the GPFN has been 0.45 percentage points. In
2006, the asset composition of the GPFN was
changed by way of the redemption of part of the
investments of the State and the repayment of the
capital to the State. If the historical return on the

portfolio and the benchmark portfolio is adjusted
for this fact and the current benchmark portfolios
are used, the estimated average annual excess
return is 0.36 percentage points. Folketrygdfon-
det aims for active management to generate an
annual excess return of 0.40 percentage points
before management costs over time.

Yours faithfully,

Folketrygdfondet

Erik Keiserud, Chairman of the Executive
Board

Olaug Svarva, Managing Director

Enclosures
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Appendix 3

Glossary of terms used in the Report

Active management

Active management involves the asset manager
composing, on the basis of own analyses and
assessments, a portfolio that deviates from the
benchmark established by the owner of the
assets. The purpose of such deviations is to
achieve an excess return relative to the return on
the benchmark. The Ministry of Finance has
defined qualitative and quantitative limits for the
GPFG and the GPFN, which regulate the devia-
tions from the benchmark. See Differential return,
Index management, Benchmark and Tracking
error.

Actual benchmark

The composition of the actual benchmark is based
on the strategic benchmark. See Strategic bench-
mark and Rebalancing.

The mandates permit Folketrygdfondet and
Norges Bank to manage the assets with some
deviations from the actual benchmark (active
management). The actual benchmark forms the
basis for managing risk in the context of the active
management activities, and serves as the bench-
mark against which the asset manager's perfor-
mance is measured. See Active management and
Actual portfolio.

Actual portfolio

The term actual portfolio designates investments
included in the Fund. The actual portfolio will nor-
mally deviate from the benchmark. See Active
management and Benchmark.

Arithmetic return

Average arithmetic return is the mean value of all
the numbers in a time series. It is calculated by
adding up the return achieved in different time
periods and dividing the sum by the number of
periods. If the return in year 1 is 100 per cent and
the return in year 2 is -50, average arithmetic
return equals 25 per cent (= (100 + (-50)) /2). See
Geometric return.

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 as far as the Government
Pension Fund is concerned. Within the limits of
the investment mandate, the asset managers may
engage in tactical asset allocation. This entails
actively choosing to deviate from the strategic
asset allocation on the basis of assessments as to
whether one asset class is over- or underpriced
relative to another. See Asset classes.

Asset classes

The benchmark for the GPFG encompasses three
asset classes: equities, bonds and real estate
(under establishment). The GPFN includes two
asset classes: equities and bonds. See Bond.

Bond

A bond is a transferable loan with a maturity of
more than one year. Bonds are redeemed by the
issuer (lender) 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 specific predetermined
amount, but bonds are available with different fea-
tures, hereunder with floating interest rate, zero
coupon or with a redemption structure.

Capital Asset Pricing Model

The Capital Asset Pricing Model is an equilibrium
model for the pricing of securities (or a portfolio
of securities) with an uncertain future return. The
model features a linear relationship between the
expected return, in excess of a risk-free rate of
interest, and the sensitivity of the security (or the
portfolios) to the return of the market portfolio
exposed to risk.
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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 a contracting party failing to fulfil its legal obli-
gations. Counterparty risk arises, inter alia, upon
the conclusion of non-listed derivatives contracts
and in connection with the settlement of securities
trades. See Credit risk.

Covariance

See Correlation.

Credit risk

Credit risk is the risk of loss as the result of an
issuer of a security, or a counterparty to a securi-
ties transaction, failing to fulfil its legal obliga-
tions, for example as the result of bankruptcy.
Credit risk, counterparty risk and market risk are
partially overlapping concepts.

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 financial markets, it will also
vary with changes in the exchange rates between
Norwegian kroner and the currencies in which
the Fund is invested. However, the international
purchasing power of the Fund is unaffected by
developments in the Norwegian krone exchange
rate. In order to measure the return indepen-
dently of developments in the Norwegian krone
exchange rate, 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 that are included
in the benchmark. If, for example, equities
denominated in US dollars represent 35 per cent
of the benchmark for equities, then dollar will
make up 35 per cent of the currency basket.

Differential return

Differential return is the difference in return
between the actual portfolio and the benchmark.
A positive differential return is referred to as posi-
tive excess return, whilst negative differential
return is referred to as negative excess return.
See Actual portfolio and Benchmark.

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. It is against this background
that the benchmark of the Government Pension
Fund is spread across different asset classes and a
broad range of countries, sectors and companies.
See Benchmark.

Duration

Duration is a measure as to how long time it takes,
on average, for the cash flows (coupons and prin-
cipal) from a bond to become payable. The value
of a bond is sensitive to interest rate changes, and
the sensitivity increases with the duration. See
Bond.

Emerging markets

The term emerging markets designates the finan-
cial markets in countries that are not yet consid-
ered developed economies. There is no unambig-
uous set of criteria that defines whether a market
is emerging. The Ministry uses the classifications
of the index provider FTSE. FTSE's classification
of emerging markets is based on, inter alia, gross
national product per capita and the characteristics
of the market, such as size, liquidity and regula-
tion.

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
therefore influence the amount of goods and ser-
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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 the possible 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 per cent appreciation, a 25
per cent probability of a 10 per cent appreciation
and a 25 per cent probability of a 20 per cent
depreciation, the expected return is 10 per cent:
(20 x 0.5) + (10 x 0.25) + (-20 x 0.25) = 10. See
Return.

Externality

Externalities are production or consumption costs
or benefits that do not accrue to the decision
maker. An example may be costs relating to
greenhouse gas emissions (negative externality)
or education (positive externality). Externalities
lead to market failure, and a different use of
resources than the economically optimal solution.
Government-based solutions to externality prob-
lems include, inter alia, direct and indirect taxes,
quotas and subsidies.

Financial investor

The term financial investor designates an investor
with a primarily financial objective for its securi-
ties investments. A financial investor will often
prefer to be a small owner in many companies,
rather than a large owner in a few companies, in
order to spread risk. See Strategic investor.

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
stock price. See Active management.

Geometric return

Geometric return (or time-weighted return) indi-
cates the average growth rate of an investment.
The geometric return is always lower than the
arithmetic return for the same period (see the
example under arithmetic return). This is because
of the compound interest effect. If a year of weak
return, for example -10 per cent, is followed by a
year of 10 per cent return, the amount invested
will not have been recouped. The more pro-
nounced the variation in the annual return, the
greater the difference between the arithmetic and
the geometric return. In quarterly and annual
reports, return over time is most commonly
reported as geometric average. See Arithmetic
return.

Index

An index encompasses a set of securities defined
on the basis of the selection criteria and weighting
methods adopted by the index provider. Securities
indices are provided by securities exchanges, con-
sultancy firms, newspapers and investment banks.
They may, for example, be based on countries,
regions, market weights or sectors. When an
index is used as a return measure in respect of a
specific securities portfolio, it is referred to as a

benchmark. See Index management and
Benchmark.
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 to the maxi-
mum possible extent. If the composition of the
actual portfolio is identical to the composition of
the benchmark, the return on the actual portfolio
will be equal to the return on the benchmark,
before the deduction of management costs. If the
benchmark includes most of the securities traded
on the market, index management will achieve a
return that reflects the return on the market as a
whole. See Index and Benchmark.
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Inflation

Inflation is an increase in the general price level in
the economy.

Inflation risk

Inflation risk is the risk of a loss of purchasing
power as the result of unexpected high inflation.

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, money market
funds and sovereign wealth funds. Banks and
hedge funds may also be classified as institutional
investors.

International purchasing power parity

According to the theory of international purchas-
ing power parity a broad range of goods should
cost the same when converted into a common cur-
rency, irrespective of which country the goods are
manufactured in and which currency the goods
are originally priced in. There has over time
evolved a consensus among many researchers to
the effect that international purchasing power par-
ity applies in the longer run. Purchasing power
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.

Liquidity premium

Liquidity premium is an expected compensation
for illiquidity as a special characteristic of an asset,
such as transfer costs and transfer obstacles asso-
ciated with such asset, as well as premium in
respect of the tendency for illiquid assets to
underperform in times of downturn, such as finan-
cial crises and contracting stock markets. One will
commonly expect higher liquidity premiums out-
side listed markets, for example within real estate,
infrastructure and unlisted equities. In practice,
liquidity premiums are difficult to define precisely
and difficult to measure. See Risk premium.

Market efficiency

In simplified terms, the efficient market hypothe-
sis implies that the price of security, such as a
share or bond, at all times reflects all the available
information on the fundamental value of the asset.
If this hypothesis is correct, it will be impossible
for a manager to consistently «beat the market».
Active management would thus play only a minor
role in terms of adding value. See Active manage-
ment and Fundamental analysis.

Market risk

Market risk is the risk that the value of a securi-
ties portfolio will change as the result of fluctua-
tions in the market prices of equities, currencies,
commodities and credit. It is normally assumed
that an investor must accept higher market risk in
order to achieve a higher expected return. See
Expected return.

Market weights

A portfolio or index is market weighted when
investments in each individual asset are included
with a weight corresponding to such asset's pro-
portion 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 may be defined as the risk of eco-
nomic losses or loss of reputation as the result of
deficiencies in internal processes, human error,
systems error or other losses caused by external
circumstances that are not a consequence of the
market risk associated with 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 asset markets, principal-
agent problems may, generally speaking, arise
both between the asset owner and the asset man-
ager and between the asset manager and the
senior executives of the companies in which
investments are made.

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
for the Fund with a fixed allocation across asset
classes and regions. Since returns develop differ-

ently 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 the rebalancing of the portfo-
lio. The rules imply that the Fund has an actual
benchmark that is permitted to deviate from the
strategic allocation. In the case of deviations
exceeding preset limits, the necessary assets are
purchased and sold to bring the actual benchmark
into conformity with the strategic benchmark. See
Actual benchmark and Strategic benchmark.

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 Arithmetic return and 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
risks that can be quantified and risks that are diffi-
cult to quantify. An example of the former is the
market risk associated with investments in the
securities market. An example of the latter is the
operational risk inherent in a portfolio. Standard
deviation is one way of quantifying risk. See
Market risk, Operational visk, Credit risk, Systema-
tic visk and Standard deviation.

Risk factors

Risk factors are factors that may influence the
return on investments. Such a risk factor is
referred to as systematic risk if it cannot be elimi-
nated through diversification. Developments in
interest rates, inflation and business cycles are
risk factors that are difficult to eliminate through
diversification, and that represent systematic risk
factors. A systematic relationship between the
return on certain securities and their sensitivity to
a systematic risk factor is an indication that the
risk factor is priced in the market. This implies
that investors require an expected return in
excess of the risk-free rate of interest; a so-called
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risk premium, to accept exposure to the system-
atic risk factor. Known risk premiums in the stock
market are the equity premium and the liquidity
premium. The equity premium relates to the
uncertainty as to future economic growth, whilst
the liquidity premium relates to the uncertainty as
to future transaction costs. A systematic relation-
ship between the return on equities and their size
and valuations has also been identified, but it is
unclear what types of underlying risks these fac-
tors reflect. Important risk factors and premiums
in the bond market include term, credit and liquid-
ity risk. See Diversification.

Risk premium
See Risk factors.

Standard deviation

Standard deviation is a statistical measure of the
risk associated with a portfolio. It indicates how
much the value of a variable (here the portfolio
return) can be expected to fluctuate. The standard
deviation of a constant value will be 0. The higher
the standard deviation, the larger the fluctuations
(volatility) or risk relative to the average return.
Linking the standard deviation to a probability dis-
tribution sheds light on the probability of a portfo-
lio decreasing in value by more than x per cent or
increasing in value by more than y per cent during
a given period.

If normally distributed, the probability of
returns deviating from the average return by less
than one standard deviation is 68 per cent. In 95
per cent of the cases, the return will deviate by
less than two standard deviations. Nevertheless,
empirical studies of returns in the securities mar-
kets 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

The basic investment strategy of the Ministry in
respect of the Government Pension Fund is
expressed through a strategic benchmark for
each of the GPFN and the GPFG. These specify a
strategic asset allocation, which signifies a certain
allocation of the assets of the Fund across differ-
ent assets and geographical regions. See Asset
allocation.

The strategic benchmark for the GPFG cur-
rently features 60 per cent equities and 40 per cent
fixed-income instruments. A real estate portfolio
representing 5 per cent of the Fund will be estab-
lished over time, and will be counterbalanced by a
corresponding reduction in the fixed-income por-
tion. Moreover, the benchmark is divided into
three geographical regions, of which Europe car-
ries the most weight.

The benchmark for the GPFG encompasses
several thousand individual companies and bonds,
which are determined by the criteria adopted by
the index providers for the inclusion of securities
in the benchmark index. The Ministry has chosen
FTSE as the provider of the benchmark index for
equities, which comprises equities included in the
FTSE «Global Equity Index Series All Cap». The
index is made up of a given number of country
indices with weights based on market values. Fur-
thermore, the Ministry has chosen Barclays Capi-
tal as provider of the benchmark index for bonds,
which comprises bonds that are included in the
indices Barclays Global Aggregate and Barclays
Global Real. The index is made up of a certain
number of sub-indices based on currencies and
sectors with weights reflecting the nominal
amounts outstanding. See Actual benchmark.

Strategic investor

The term strategic investor applies to an investor
that, unlike a financial investor, actively seeks to
exploit ownership for purposes beyond the purely
financial, for example to effect a certain change in
behaviour. For a strategic investor it is important
to achieve influence over the company, typically
through a large ownership stake and a seat on the
board of such company. See Financial investor.

Systematic risk

Systematic risk is the part of the risk that relates
to developments in a broadly composed and well-
diversified portfolio. See Risk factors.

Tracking error

The owner of the assets will normally define limits
as to how much risk the asset manager may take.
A common method is to define a benchmark,
together with limits as to how much the actual
portfolio may deviate from the benchmark. The
Ministry of Finance has defined limits, applicable
to Norges Bank and Folketrygdfondet, in the
form of a target for the expected tracking error,
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which is the expected standard deviation of the
difference in returns between the actual portfolio
and the benchmark. 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 for the GPFG
by less than 1 percentage point, and deviate from
the return on the benchmark for the GPFN by

less than 3 percentage points. See Active manage-
ment, Actual portfolio and Benchmark.

Unlisted investments

Unlisted investments are investments in assets
that are not listed on regulated market places.

Volatility

Variation in return. Measured as standard devia-
tion. See Standard deviation.
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