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1 Main aspects of the management of the 
Government Pension Fund 

1.1 Background 

The large revenues currently earned by the State 
from petroleum activities offer Norway considera­
ble room for manoeuvre in terms of economic 
policy, compared to most other countries. At the 
same time, high and growing wealth entails consi­
derable management responsibility. The Govern­
ment will pursue a policy based on long-term 
management of petroleum wealth. Such manage­
ment reflects a fundamental social perspective, 
and is an overarching priority for the Govern­
ment. It implies that this wealth can benefit all 
generations, whilst at the same time making an 
important contribution to stability in output and 
employment. 

There is broad political agreement to the 
effect that the Government Pension Fund shall be 
managed with a view to maximizing return, given 
a moderate level of risk. The Ministry has adop­
ted a long-term investment strategy which ensu­
res that the funds are invested in a broad-based 
portfolio of securities from many countries. This 
ensures a good diversification of risk on the part 
of the Fund. 

The Government aims for the Government 
Pension Fund to be the best managed fund in the 
world, which implies that one shall seek to adopt 
best practice within international asset manage­
ment in efforts relating to the Fund. Our manage­
ment responsibility includes responsibility for 
ensuring that the Pension Fund is managed with a 
view to maximizing return, given a moderate level 
of risk. This enables future generations to draw 
the maximum possible benefit from our savings 
as well. 

At the same time, this management responsi­
bility implies that we, as investors, share an ele­
ment of responsibility for the conduct of the com­
panies in which the Fund invests. The Govern­
ment therefore attaches considerable weight to 
the ownership interests in the companies in which 
the Fund invests being exercised with a view to 
promoting good and responsible conduct, 

showing respect for human rights and the envi­
ronment. This is also in line with the long-term 
financial interests of the Fund. 

The Government Pension Fund was establis­
hed in 2006, encompassing the former Govern­
ment Petroleum Fund and National Insurance 
Scheme Fund. The purpose of the Pension Fund 
is to support government savings to finance the 
pension expenditure of the National Insurance 
Scheme and long-term considerations in the spen­
ding of government petroleum revenues. To 
ensure that the petroleum revenues are contribu­
ting to the stable development of the Norwegian 
economy, the revenues shall be phased into the 
economy gradually, whilst the savings shall be 
invested outside Norway. The Government Pen­
sion Fund – Global contributes, by investing a sig­
nificant part of the petroleum revenues abroad, to 
a capital outflow that offsets the impact on the 
Norwegian krone exchange rate of large and 
varying foreign exchange inflows from the petro­
leum sector. 

The savings of the Pension Fund take the form 
of general fund accumulation. The Fund is fully 
integrated with the Fiscal Budget, in order to faci­
litate growth in the Fund being a reflection of the 
State’s actual accumulation of financial assets, cf. 
Box 1.1. Consequently, there is no requirement 
that the assets of the Pension Fund shall at all 
times represent a certain share of the pension lia­
bilities of the State under the National Insurance 
Scheme. 

Under the Act of 21 December 2005 No. 123 
relating to the Government Pension Fund (the 
“Pension Fund Act”), the Ministry of Finance has 
been charged with managing the Fund. The 
Ministry determines the general investment stra­
tegy of the Pension Fund, as well as its ethical and 
corporate governance principles, and follows up 
on its operational management. The task of carry­
ing out the operational management of the 
Government Pension Fund has been delegated to 
Norges Bank and Folketrygdfondet, which 
manage the Government Pension Fund – Global 
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Box 1.1 The fund structure 

The Government Pension Fund comprises the “Use of petroleum revenues” in the chart). Con-
Government Pension Fund – Global and the sequently, the allocation of fund liquidity forms 
Government Pension Fund – Norway. The accu­ part of an integrated budgetary process, and 
mulation of capital in the Government Pension renders visible the State’s use of petroleum reve-
Fund – Global does in large part reflect the con­ nues. The fund accumulation thereby reflects 
version of oil and gas resources in the North Sea the actual surplus of the Fiscal Budget. 
to financial assets abroad. Consequently, the Figure 1.1 illustrates that the spending of the 
ongoing proceeds from these petroleum activi­ petroleum revenues is determined by the bud-
ties are of a different nature than the other reve­ get policy guidelines (the fiscal rule). The fiscal 
nues of the State, since they partly correspond rule implies that the structural, oil-adjusted bud-
to a reduction in the petroleum wealth of the get deficit shall over time correspond to the 
State. At the same time, the proceeds vary consi­ expected real return on the capital of the Global 
derably as the result of, inter alia, fluctuations in part of the Government Pension Fund, estima­
the oil price. ted at 4 pct. of the value of the Fund as per the 

Figure 1.1 shows the relationship between beginning of the budgetary year.2 The guideli­
the Government Pension Fund – Global and the nes thereby facilitate predictable spending of the 
Fiscal Budget. The revenues of the Government petroleum revenues, which is uncoupled from 
Pension Fund – Global comprise the cash flows ongoing revenue flows. This results in the Fiscal 
from the petroleum activities, which are trans- Budget and the mainland economy being shelte­
ferred from the Fiscal Budget, net financial red from effects of fluctuations in petroleum 
transactions relating to the petroleum activities revenues. At the same time, the fiscal rule sup-
and the return on the investments of the Pen- ports preservation of the wealth over time, in 
sion Fund.1 The assets of the Fund may only be order that it may contribute to maintaining the 
allocated to transfers to the Fiscal Budget pursu­ welfare of coming generations as well. Whilst 
ant to a resolution passed by the Storting, with the capital of the Fund can only be spent once, 
the amount of such transfers being determined the real return may fund a permanently higher 
by the oil-adjusted budget deficit (designated level of government expenditure. 

The basic capital of the Government Pension 
Fund – Norway originates primarily from sur­
pluses in the national insurance accounts from 
the introduction of the National Insurance 
Scheme in 1967 and until the late 1970s. The 
return on the assets of the Government Pension 
Fund – Norway is not transferred to the trea­
sury, but is added to this part of the Fund on an 
ongoing basis. Consequently, there are no trans­
fers between the Fiscal Budget and the Govern­
ment Pension Fund – Norway. Nor are there any 
transfers of capital between the two parts of the 
Government Pension Fund. 

1 Section 3 of the Act relating to the Government Pension 
Fund defines which items are included in the cash flow 
and in net financial transactions relating to petroleum acti­
vities, cf. Appendix 8 to this Report. 

2 The structural, oil-adjusted budget deficit provides as mea­
sure of the underlying spending of petroleum revenues 

Figure 1.1 The relationship between the over the Fiscal Budget, with the oil-adjusted budget deficit 

Government Pension Fund – Global and the having been adjusted for fluctuations in the business 
cycle, transfers from Norges Bank, the net interest reve-

Fiscal Budget. nues of the State and special accounting matters, cf. Box 

Source: Ministry of Finance 3.2 of Report No. 1 (2007-2008) to the Storting; the Natio­
nal Budget for 2008. 

Revenues 

Expenditures 

The Fiscal 
Budget 

Investment 
Returns 

The 
Government 
Pension Fund 
Global 

Petroleum 
revenues 

Use of 
petroleum 
revenues 

The Fiscal Rule 
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Stortinget 

Norges Bank Folketrygdfondet 

• Regulation on 
the manage-
ment of GPF 
Global and 
supplementary 
guidelines 
• Management 
agreement 

Quarterly 
and annual 
reports 

Bi- annual 
and annual 
reports 

Other 
reports

 The Ministry of Finance 

Owner of companyOwner of managed assets 

• Regulation on 
the manage­
ment of GPF 
Norway and 
supplementary 
guidlines 
• Management 
agreement 

Act on Government Pension Fund 
Act on Folketrygdfondet 

Present the Fund’s investment strategy, 
ethics, corporate governance and 
financial results 

Dividends 

Reports 

Basic 
capital 
invested 
and 
guidelines 

Figure 1.2 The main aspects of the division of responsibilities between the Storting, the Ministry of Finance, 

Norges Bank and Folketrygdfondet 

Source: Ministry of Finance 

and the Government Pension Fund – Norway, 
respectively. Both the Government Pension Fund 
– Global and the Government Pension Fund – 
Norway are subject to ethical guidelines. The 
main aspects of the division of responsibilities bet­
ween the Storting, the Ministry of Finance, Nor­
ges Bank and Folketrygdfondet are described in 
Figure 1.2, illustrating, inter alia, the different 
roles of the Ministry. The Government Pension 
Fund does not have its own Executive Board or 
administrative staff. 

The Government Pension Fund is one of the 
largest funds in the world, and its assets are gro­
wing rapidly. The Fund is large relative to the size 
of the Norwegian economy, and the return on the 
Fund will make considerable contributions to the 
funding of State expenditure in coming years. 
Focus on the management of the Fund has increa­
sed in line with the growth in its size. This under­
scores the importance of ensuring that the invest­
ment strategy of the Pension Fund, and its ethical 
guidelines, have the firm backing of the Storting. 
The Ministry emphasises a high degree of open­
ness for purposes of strengthening the credibility 

of, and confidence in, the Fund and the fund struc­
ture. The Storting is consulted, inter alia, through 
an annual report on the management of the Pen­
sion Fund, which is submitted in the spring ses­
sion. Operational management performance is 
also reported by Norges Bank and Folketrygdfon­
det on a regular basis. 

Norway’s handling of its petroleum revenues 
is often invoked as a benchmark internationally. 
This pertains, in particular, to the role of the 
Government Pension Fund as part of the frame­
work for a long-term, sustainable fiscal policy, 
which facilitates stable economic development. 
The Ministry assists, through the rendering of 
advice in this area, several other countries in the 
organisation of their natural resource manage­
ment. This effort takes place through bilateral 
cooperation, the “Oil for Development” pro­
gramme under the auspices of Norad, as well as 
international organisations like, inter alia, the 
IMF, the World Bank and the UN. 

This Report is organised into two Parts: Part I 
describes the main aspects of the management of 
the Government Pension Fund. In this part, weight 
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Development in the market value for the

Government Pension Fund from 2006 to 2007 


500 500 

400 400 

300 300 

200 200 

100 100 

0 0 

Figure 1.3 Development in the market value of the 

Government Pension Fund during 2007, as 

attributed to various components. NOK billion 

Source: Ministry of Finance, Norges Bank and Folketrygdfon­
det 

has been attached to giving the presentation a non­
technical form to the extent possible. Part II con­
tains a more detailed analysis of themes discussed 
in Part I. There have also been prepared documen­
tation memoranda of a more technical nature, con­
taining additional information relating to certain of 
the issues discussed in Part II. The memoranda 
will be published on the Ministry of Finance’s web-
site (www.government.no/gpf). 

Part I is organised as follows: Chapter 1.2 provi­
des an overview of management performance for 
the Government Pension Fund, with a special focus 
on performance developments during 2007. Chap­
ter 1.3 discusses the investment strategy of the 
Fund, and it follows from this discussion that the 
Government intends to include real estate as a 
separate asset class for the Government Pension 
Fund – Global, in addition to equities and bonds. 
Furthermore, it intends to expand the benchmark 
portfolio of the Government Pension Fund – Global 
to include more emerging markets. It also intends 
to increase the limit on ownership stakes held by 
the Government Pension Fund – Global from 5 pct. 
to 10 pct. Chapter 1.4 discusses ethics and the exer­
cise of ownership rights, and explains, inter alia, 

The value of the Government Pension Fund1 

2500 2500 

2000 2000 

1500 1500 

1000 1000 

500 500 

0 0 
1996 1998 2000 2002 2004 2006 2007 

Figure 1.4 The market value of the Government 

Pension Fund. 1996-2007.2 NOK billions. 
1 The Government Pension Fund was created in 2006 as a 

general framework encompassing the Government Petro­
leum Fund and the National Insurance Scheme Fund. The 
value of the two Funds has, for purposes of illustration, been 
aggregated for previous years as well. 

2 The value of the Government Pension Fund – Global has 
been calculated prior to the deduction of management costs. 
The management costs amounted to just under NOK 1.8 bil­
lion in 2007, and are credited to Norges Bank during the 1st 
quarter of 2008. 

Source: Ministry of Finance 

efforts relating to the ethical guidelines over the 
last 12 months, as well as the ownership efforts on 
the part of Norges Bank and Folketrygdfondet, in 
more detail. Chapter 1.5 concerns the efforts rela­
ting to the development and supervision of the 
management framework. This Report presents 
main aspects of a proposal for amendments to the 
Central Bank Act, which will subsequently be sub­
ject to a public consultation process. Chapter 1.6 
provides an account of the mounting international 
debate concerning so-called Sovereign Wealth 
Funds, and the attitude of the Government to the 
issues raised in that debate. 

Part II is organised as follows: Chapter 2 provi­
des detailed analyses of the return and risk associ­
ated with the Government Pension Fund. Chapter 
3 contains a more detailed account of the 
Ministry’s efforts relating to the investment stra­
tegy of the Fund and changes to the investment 
guidelines for the Government Pension Fund – 
Global. Chapter 4 discusses the interaction bet­
ween ethics and the exercise of ownership rights, 
and also contains a description of the process of 
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evaluating the ethical guidelines for the Pension 
Fund. Chapter 5 contains a more detailed discus­
sion of the development and supervision of the 
management framework, with a focus on, inter 
alia, risk-based supervision of the management 
on the part of Norges Bank. 

The Act relating to the Government Pension 
Fund, the Regulations relating to the management 
of the Fund, with supplementary provisions, and 
the management agreements are appended to this 
Report. The recommendations and assessments of 
Norges Bank, the Strategy Council and the Council 
on Ethics regarding the intended changes to the 
investment strategy of the Government Pension 
Fund – Global are also appended. The comments of 
Norges Bank to the report from Ernst & Young on 
the risk management and control procedures asso­
ciated with the Bank’s asset management are also 
appended. The report from Ernst & Young is in 
English, and is published on the Ministry of 
Finance’s website (www.government.no/gpf) con­
currently with the publication of this Report. An 
Appendix presents the key terms used in this 
Report. The annual reports of Norges Bank and 
Folketrygdfondet concerning the management of 
the Government Pension Fund in 2007 are appen­
ded by reference (see www.norges-bank.no and 
www.ftf.no). The Council on Ethics annual reports 
are available on www.etikkradet.no. 

1.2	 Management performance 

1.2.1	 Developments in the market value of the 
Government Pension Fund 

The total market value of the Government Pension 
Fund was NOK 2,136.0 billion as per yearend 2007. 
This represents an increase of NOK 245,4 billion in 
total, when compared to yearend 2006, which was 

caused by the inflow of new funds (313.6 NOK bil­
lion) and the return on the Fund’s investments 
(NOK 86.1 billion when measured in kroner). An 
appreciation of the Norwegian krone, as measured 
against the currency basket of the Government Pen­
sion Fund – Global, entailed, when taken in isolation, 
a reduction in the market value of the Fund (NOK 
154.3 billion), but changes to the Norwegian krone 
exchange rate are not relevant as far as develop­
ments in terms of international purchasing power 
are concerned. Figure 1.3 splits the increase in the 
total market value of the Government Pension Fund 
in 2007 into various components. 

The assets of the Government Pension Fund 
have, as illustrated in Figure 1.4, grown rapidly 
since the mid-1990s. The value of the Pension 
Fund as per yearend 2007 represented approxi­
mately NOK 1 million per household in Norway. 

The market value of the Government Pension 
Fund – Global was 2,018.6 NOK billion as per yea­
rend 2007.1 This represents an increase of NOK 
235.0 billion since yearend 2006. The value of the 
equity portfolio as per yearend was NOK 957.9 bil­
lion, whilst NOK 1,060.7 billion was invested in 
fixed-income securities. Total inflow to the Global 
part of the Pension Fund was NOK 1,756.3 billion 
over the years 1996–2007. 

The market value of the Government Pension 
Fund – Norway was NOK 117.3 billion as per yea­
rend 2007, which is NOK 10.4 billion more than at 
the beginning of the year. The value of the equity 
and fixed-income portfolio was NOK 70.1 and 47.3 
billion, respectively, as per yearend.2 

1	 This report refers to the value of the Government Pension 
Fund – Global as presented in Norges Bank’s annual report 
on the management of the Government Pension Fund – Glo­
bal in 2007. 

2 This includes net assets relating to securities lending in the 
approximate amount of NOK 0.5 billion. 

Table 1.1 Annual real returns on the Government Pension Fund – Global1 and the Government Pension Fund 

– Norway2, less management costs. 1997–2007. Per cent 

1997­
Net real return 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2007 

Pension Fund – Global 7.15 8.20 10.93 0.35 -3.66 -6.62 10.75 6.30 8.46 5.57 1.05 4.25 
Pension Fund – Norway 5.60 -2.29 6.24 3.08 0.97 0.49 13.31 10.12 7.28 8.55 8.43 5.52 
1	 Geometric real return in international currency calculated on the basis of a weighted average of retail price growth in the coun­

tries included in the benchmark portfolio of the Fund. Average management costs were 0.09 pct. of the assets under management 
over this period.

2	 Geometric real return in Norwegian kroner. Management costs are assumed, for technical calculation purposes, to have been 
0.05 pct. of assets under management, which is higher than historical management costs because a significant portion of the 
assets managed by Folketrygdfondet was under December 2006 held in the form of sight deposits with the State. The sight depo­
sit arrangement was abolished in December 2006. 

Source: Ministry of Finance, Norges Bank and Folketrygdfondet 

http:www.etikkradet.no
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1.2.2	 The return on the Government Pension 
Fund 

The real return on the Government Pension Fund 
is what is relevant for purposes of measuring 
developments in the purchasing power of the 
Fund. At the same time, the real return on the 
Global part of the Fund is a key component of the 
fiscal rule adopted for budget policy purposes, cf. 
Box 1.1. The real return (after the deduction of 
management costs) on the Government Pension 
Fund – Global was 1.05 pct. in 2007 when measu­
red in foreign currency, as can be seen from Table 
1.1, which is significantly less than the average for 
the period 1997-2007. The Government Pension 
Fund – Norway achieved a real return of 8.43 pct., 
which is significantly more than the average 
annual real return for the period 1997-2007 as a 
whole. 

The subsequent discussion of management 
performance is based on nominal return data, 
since one seeks to compare management perfor­
mance to the return on a benchmark portfolio. 
Not much information would have been added by 
adjusting the return data for inflation for this pur­

3pose.

The return on the Government Pension Fund – 
Global 

The return on the Government Pension Fund – 
Global was 4.3 pct. in 2007, as measured in foreign 
currency. This is weaker than the performance for 

3	 The real return is approximately the same as the nominal 
return less inflation. 
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Figure 1.5 Accumulated nominal return on the 

sub-portfolios of the Government Pension Fund – 

Global, as measured in the Fund’s currency basket. 

Index as per yearend 1997 = 100 

Source: Ministry of Finance and Norges Bank 

the preceding five years, cf. Table 1.2. The return 
on the Fund in 2007 was -3.9 pct. when measured in 
kroner. The nominal return on the sub-portfolios of 
the Government Pension Fund – Global since the 
beginning of 1998 is illustrated in Figure 1.5. 

The risk associated with the Government Pen­
sion Fund – Global, as measured by the standard 
deviation of returns, was 3.7 pct. in 2007, when 
measured nominally in local currency. This is 

Table 1.2 Average annual return and annual standard deviation of returns on the Government Pension Fund 

– Global, as measured in the Fund’s currency basket. Per cent and percentage points 

1998-2007 2003-2007 2007 

Benchmark portfolio 
Average return per year .......................................................... 5.61 8.52 4.50 
Standard deviation ................................................................... 5.02 3.66 3.30 
Actual portfolio 
Average return per year .......................................................... 6.02 8.92 4.26 
Standard deviation ................................................................... 5.15 3.82 3.74 
Excess return (measured in NOK) 
Average return per year .......................................................... 0.40 0.40 -0.22 
Standard deviation (tracking error)....................................... 0.42 0.42 0.68 

Source: Ministry of Finance and Norges Bank 
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Box 1.2 Returns and crisis scenarios 

One method for illustrating the risk associated 
with the Government Pension Fund is to select 
certain historical events, and to calculate, on the 
basis of these, the return on the Fund under what 
can be characterised as crisis scenarios. Events 
that form an apposite basis for such calculations 
are, inter alia, the crisis in the 1930s, the stock 
market crash in 1987, the Asian crisis in 1997, and 
the technology bubble in the late 1990s. Below is a 
presentation of such calculations performed for 
both the Government Pension Fund – Global and 
the Government Pension Fund – Norway. 

There have been several periods over the last 
century characterised by very large fluctuations in 
the international the securities markets. Table 1.3 
and 1.4 shows the estimated change in the value of 
the Fund under its current asset composition and 
country allocation for seven different crisis scena­
rios. The first column of Table 1.3 (labelled ”Year 
1”) shows e.g. that the value of the Fund would 
have declined by about 3 pct. in the first year in the 
crisis in the period 1929-33. The Fund would have 

been reduced by 8 pct. in the second year, and by a 
further 19 pct. in the third year. Consequently, the 
aggregate loss over these years is estimated at 30 
pct. of the value of the Fund, when compared to 
the value at the beginning of 1929. However, the 
return over the following two years would have 
more than compensated for the loss in the first 
three years. The value of the Fund would have 
increased by close to 17 pct. in the fourth year after 
the crash, and by almost 21 pct. in the fifth year. 
Corresponding analysis has been carried out for 
the other six periods of crisis. 

The results indicate that the value of the Fund 
over time seems reasonably robust as far as the 
type of crisis that occurred during the 20th cen­
tury is concerned. Last century was, at the same 
time, characterised by very positive developments 
in the international securities markets. One cannot 
rule out the possibility that the future may bring 
new periods of crisis where the losses are not reco­
uped as swiftly during subsequent periods as has 
been the case over the last century. 

Table 1.3 Change in the value of the Government Pension Fund – Global for five successive years as the 

result of a crisis, given the current equity and bond composition and regional allocations. The Funds cur­

rency basket. Per cent 

Year 1  Year 2  Year 3  Year 4  Year 5  

The 1930s (1929-1933) -3.3 -8.2 -19.0 16.7 20.7 
The oil crisis (1973-1975) -8.6 -14.1 36.6 
The stock market crash (1987) -0.2 
Mexico (1994) -4.5 
The Asian crisis (1997) 22.2 
The Russian crisis (1998) 17.1 
The technology bubble (1999-2003) 16.4 1.2 -6.0 -8.2 16.9 

Source: Ministry of Finance 

Table 1.4 Change in the value of the Government Pension Fund – Norway for five successive years as the 

result of a crisis, given the current equity and bond composition and regional allocations. Per cent 

Year 1  Year 2  Year 3  Year 4  Year 5  

The 1930s (1929-1933) 6.7 0.1 -10.4 5.9 13.6 
The oil crisis (1973-1975) 50.8 -23.0 1.5 
The stock market crash (1987) 0.7 
Mexico (1994) 0.8 
The Asian crisis (1997) 22.3 
The Russian crisis (1998)  -9.7 
The technology bubble (1999-2003) 29.8 3.7 -7.7 -12.7 34.8 

Source: Ministry of Finance 
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more or less in line with the level of the preceding 
five years, cf. Table 1.2.  

Norges Bank may, in its management of the 
Government Pension Fund – Global, deviate from 
the benchmark portfolio stipulated by the 
Ministry, within a limit as to the permitted track­
ing error. The contribution from such active 
management is measured on an ongoing basis, by 
way of developments in the value of the Fund 
being compared to developments in the bench­
mark portfolio. In 2007, the return on the Global 
part of the Pension Fund – Global was 0.22 per­
centage points less than the return on the bench­
mark portfolio, as measured in Norwegian kro­
ner, which corresponds to about NOK -5.2 bil­
lion.4 This is the first time since 1998 that a nega­
tive excess return has been realised in the 
management of the Government Pension Fund – 
Global. 

Last year’s results were to a significant extent 
influenced by the volatility of the international 
financial market, cf. the more detailed discussed 
of market developments below. Nevertheless, the 
fluctuations observed in the value of the Fund are 
well within the scope of the envisaged possibili­
ties. The expected nominal return on the Pension 
Fund – Global is estimated at 6 pct., whilst the 
standard deviation of returns measured in the 
funds currency basket is estimated at 9 pct., as 
will be explained in Chapter 3.5 This implies that 
one would expect, in one out of every three years, 
fluctuations in the value of the Fund outside a 
range from -3 pct. to +15 pct., based on an expec­
ted return of 6 pct. 

The investment strategy of the Government 
Pension Fund – Global is based on the invest­
ments of the Fund being made in different asset 
classes in a broad-based portfolio of securities 
from many countries. Although such a strategy 
entails a good diversification of risk, one must 
nevertheless be prepared for periods of signifi­
cant fluctuations in the value of the Fund. Box 1.2 
discusses the risk associated with the Govern­
ment Pension Fund on the basis of historical 
events, and it follows from the said discussion that 
the value of the Government Pension Fund over 
time appears to be relatively robust from the per­
spective of the type of crises that occurred over 
the last hundred years. One cannot, at the same 

4 Since the currency exposure of the actual portfolio and the 
benchmark portfolio is about the same, the difference bet­
ween the excess return as measured in kroner and in foreign 
currency will be relatively minor. 

5 To simplify matters, the standard deviation of annual real 
returns has been used here, cf. Table 3.9 of Chapter 3. 

time, rule out the possibility that there will in 
future occur crises situations where any decline in 
the value of the Fund cannot be recouped as swi­
ftly in subsequent years as has been observed his­
torically. The Ministry is of the view that it may 
not necessarily be appropriate to assume that 
developments in the international financial mar­
kets over the next hundred years will be as posi­
tive as over the last hundred years. This is also 
reflected in the estimates used in the modelling of 
the future return on, and risk associated with, the 
Fund in Chapter 3. 

During periods of major market fluctuations, 
the focus is often placed on the magnitude of any 
change in the market value of the Government 
Pension Fund. Short-term fluctuations in the 
value of the Fund are however of minor impor­
tance to the Government Pension Fund, since the 
Pension Fund represents long-term savings, and 
it is the total return in the long run that is impor­
tant. Although market volatility and increased risk 
premiums may lead to a reduction in the value of 
the Fund in the short run, it is advantageous for a 
long-term investor with a growing fund under 
management to be generously compensated for 
assuming risk. The equity portion is in this 
respect of major importance to the long-term 
expected return on the Fund (cf. Report No. 24 
(2006-2007) to the Storting). 

The return on the Government Pension Fund – 
Norway 

The Government Pension Fund – Norway adopts 
a long investment horizon. The Fund is a long-
term investor, and will hold a large portfolio of 
equities in the Norwegian market, the composi­
tion of which Folketrygdfondet must examine. In 
line herewith, the Ministry focuses on perfor­
mance developments over time in its follow-up of 
Folketrygdfondet’s performance. 

The return on the Government Pension Fund 
– Norway in 2007 was 9.8 pct., as measured in kro­
ner. This is somewhat weaker than the average 
annual return for the preceding five years, but is 
nevertheless well above the average return for 
the entire period 1998-2007 as a whole, cf. Table 
1.5. The nominal returns on the sub-portfolios of 
the Government Pension Fund – Norway are 
illustrated in Figure 1.6. 

The risk associated with the Government Pen­
sion Fund – Norway in 2007, as measured by the 
standard deviation of returns, was 6.9 pct., when 
measured in kroner. This is significantly higher 
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Table 1.5 Average annual return and annual standard deviation of returns on the Government Pension Fund 

– Norway, as measured in kroner. Per cent and percentage points 

1998 – 2007 2003-2007 2007 

Benchmark portfolio 
Average return per year .......................................................... 7.49 11.71 7.24 
Standard deviation ................................................................... 4.99 5.39 7.31 
Actual portfolio 
Average return per year .......................................................... 7.68 11.32 9.78 
Standard deviation ................................................................... 4.56 4.91 6.88 
Excess return 
Average excess return per year ............................................. 0.19 -0.39 2.54 
Standard deviation (tracking error)....................................... 1.27 1.33 1.35 

Source: Ministry of Finance and Folketrygdfondet 

than the level of the preceding few years, but this 
has to do with, inter alia, the termination of the 
sight deposit arrangement in December 2006.6 

In 2007, the return on the Pension Fund – Nor­
way was 2.54 percentage points higher than the 
return on the benchmark portfolio. This is the 
highest excess return achieved in one single year 
over the period 1998-2007. 

Market developments 

Developments in the market value of the Govern­
ment Pension Fund over the last few years must, 
all in all, be characterised as very favourable. 
This reflects both strong returns on the bench­
mark portfolio of the Fund and the generation of 
excess returns in the active management effort. 
Developments in the value of the Fund over this 
period should also be seen in the context of the 
strong growth in the world economy in recent 
years, caused by, inter alia, very strong growth 
in emerging markets like China and India. This 
has, together with significant easing of monetary 
policy in many countries during the period 2000– 
2003, stimulated economic growth, and enterpri­
ses have, generally speaking, registered high 
earnings. At the same time, inflation has remai­
ned low, cf. Figure 1.7a. This has paved the way 
for a broad stock market upturn since 2003, cf. 
Figure 1.7b. The upturn on the Oslo Stock 
Exchange in recent years has been particularly 
strong, which reflects, inter alia, high oil prices. 

6	 The termination of the sight deposit arrangement in Decem­
ber 2006 contributed to a significant increase in the equity 
portfolio as a portion of the total portfolio. Report No. 24 
(2006-2007) to the Storting refers to calculations showing 
that the standard deviation of returns on the total portfolio 
can be expected to increase significantly. 

However, in the last couple of years there has 
been a gradual tightening of US and European 
monetary policy, and bond yields have increa­
sed, cf. Figure 1.7c. The tightening of monetary 
policy in, inter alia, the US economy has been 
gradually reversed in recent months. 

The return on the Government Pension Fund 
in 2007 may be characterised as satisfactory, des­
pite significant volatility in the international 
financial markets. Such volatility was particularly 

0 

30 

60 

90 

120 

150 

180 

210 

240 

270 

300 

330 

1998 2000 2002 2004 2006 2008 
0 

30 

60 

90 

120 

150 

180 

210 

240 

270 

300 

330 
Nordic equities 
Norwegian equities 
Nordic rate of interest 
Norwegian rate of interest 
Total 

Accumulated nominal return on the 
Government Pension Fund – Norway 

Figure 1.6 Accumulated nominal return on the 

sub-portfolios of the Government Pension Fund – 

Norway, as measured in kroner. Index as per 

yearend 1997 = 100 

Source: Ministry of Finance and Folketrygdfondet 



18 

1997
1998

1999
2000

2001
2002

2003
2004

2005
2006

2007
2008 

0 

500 

Report No. 16 to the Storting 2007–2008 
On the management of the Government Pension Fund in 2007 

Market developments 

A. GDP and consumer prices in the OECD. 
Yearly increase. Per cent. 

6 6 

GDP 

CPI 

4 4 

2 2 

0 0 
1996 1998 2000 2002 2004 2006 2008 

C. Government bond yields. 

Per cent (10 years maturity) 


6 

8 

Japan 

Germany 

USA 

Norway 

6 

8 

4 4 

2 2 

Figure 1.7 

Source: EcoWin 

0 
1996 1998 

Ma  develop

2000 2002 

rket ments 

2004 2006 2008 
0 

pronounced in the summer of 2007, with signifi­
cant fluctuations in bond and stock markets 
across the world, which contributed to a 
reduction in the return on the Fund. The volati­
lity was triggered by problems in the US market 
for home mortgages with low collateral (sub-
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prime loans), which resulted in a marked 
increase in the compensation required by inves­
tors when investing in securities involving credit 
risk, cf. Figure 1.7d. 

The market fluctuations in the second half of 
2007 seem less dramatic when adopting a 
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somewhat longer time perspective. The decline 
in the stock prices does not seem to have been 
more pronounced than a number of the stock 
price corrections that have been observed over 
the last five years following a strong upturn in 
the stock market. Furthermore, the increase in 
the interest differential between secure and less 
creditworthy securities started from what were, 
in historical terms, very low levels. A certain 
increase in the price of risk in parts of the finan­
cial market is therefore not necessarily disadvan­
tageous in itself. Although stock prices recovered 
partly during the last month of 2007, the volatility 
of the international bond and stock markets at the 
beginning of 2008 indicates that there is still con­
siderable uncertainty as far as future develop­
ments in the financial markets are concerned. 

1.2.3	 Management costs 

Norges Bank shall, pursuant to the management 
agreement entered into with the Ministry of 
Finance in respect of the Pension Fund – Global, 
be compensated for the actual management costs, 
up to a maximum limit, which for 2007 has been 
fixed at 0.10 pct. (10 basis points) of the average 
market value of the Fund. The maximum compen­
sation limit is determined on the basis of, inter 
alia, information on the costs associated with this 
type of management in funds of corresponding 
size. The Ministry of Finance commissions the 
Canadian company CEM Benchmarking Inc. to 
prepare the analyses on which these cost compa­
risons are based. In addition to the reimburse­
ment of costs up to the maximum limit, Norges 
Bank is compensated for such part of the fees of 
external managers as are incurred as a result of 
the excess return achieved. 

Management costs for 2007, exclusive of per­
formance-related fees, were NOK 1,514.7 million. 
This represented an increase of 33 pct. over 2006. 
The average size of the Fund increased by 24 pct., 
thus implying that costs measured as a share of the 
average portfolio increased from 0.073 pct. (7.3 
basis points) in 2006 to 0.079 pct. (7.9 basis points) 
in 2007. Consequently, management costs exclu­
sive of performance-related fees are well below the 
maximum limit. Inclusive of performance-related 
fees to external managers, the costs amounted to 
NOK 1,783.3 million, which represents 0.093 pct. 
(9.3 basis points) of the average market value when 
calculated as an annual rate. 

The costs incurred by Folketrygdfondet in its 
management of the Government Pension Fund – 

Norway in 2007 represent 0.049 pct. (almost 5 
basis points) of the assets under management. 
The management costs associated with the 
Government Pension Fund – Norway are not 
entirely comparable to the costs associated with 
the management of the Government Pension 
Fund – Global. Norges Bank has opted to use 
external management mandates, which when 
taken in isolation are more expensive than inter­
nal management. Furthermore, the asset mana­
gement carried out by Norges Bank is more 
extensive because, inter alia, the assets of the 
Pension Fund – Global are spread across many 
more countries and companies than those of the 
Pension Fund – Norway. On the other hand, 
asset management is subject to economies of 
scale, and Norges Bank is amongst those benefi­
ting therefrom. 

The Ministry of Finance has for 2008 entered 
into a management agreement with Folketrygd­
fondet that lays down the principles governing the 
compensation to be received by Folketrygdfondet 
in return for managing the Government Pension 
Fund – Norway, cf. Appendix 8 to this Report. It is 
to be expected, as explained in Section 5.8, that 
the costs associated with the management of the 
Pension Fund – Norway will in future end up at a 
higher level than before, as the result, inter alia, 
of more stringent requirements as far as the mea­
surement, management and control of risk, as 
well as reporting, are concerned. The Ministry 
aims to prepare cost comparisons as to the costs 
associated with this type of management on the 
part of funds of a comparable size, as is currently 
done for the Global part of the Fund. 

1.3	 Investment strategy 

1.3.1	 The basis of the investment strategy of 
the Fund 

The Government has high ambitions for the 
management of the Government Pension Fund. 
The objective is for the Government Pension 
Fund to be the best managed fund in the world. 
This implies that one shall seek to adopt best 
practice within international asset management in 
efforts relating to the Fund. At the same time, 
what constitutes a good investment strategy will 
depend on the characteristics of the Fund, the 
purpose of the investments, the attitude of the 
owner to risk, and one’s views as to how the finan­
cial markets work. 
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The characteristics and purpose of the Fund 

The Government Pension Fund is an instrument 
for general savings on the part of the State, and is 
not, unlike traditional pension funds, earmarked 
for specific liabilities, cf. Section 1.1. In view of the 
potential for a continuation of high petroleum 
revenues and a responsible fiscal policy that limits 
the Fund’s expenditure to the expected real 
return on the Government Pension Fund – Global 
in the long run, the Fund will be adopting a very 
long investment horizon. Furthermore, the assets 
of the Fund are funded by ongoing revenues from 
petroleum activities, and the State is not making 
any borrowings to contribute capital to the Fund. 
Nor is the Fund faced with much of a short-term 
liquidity requirement. The Fund will therefore, 
generally speaking, have a higher risk bearing 
capacity than do other funds that it would be rea­
sonable to compare it to. 

There is broad political support for the Fund 
to be managed with a view to achieving the maxi­
mum possible return, at a moderate level of risk, 
such as to enable future generations to derive the 
maximum possible benefit from the wealth as 
well. The Government Pension Fund shall there­
fore be characterised by a broad diversification of 
risk and a clear financial objective. The broad poli­
tical support for the investment strategy of the 
Fund provides a democratic underpinning, and 
represents an important contribution to actually 
maintaining the investment strategy over time. 

The objective of the Fund as a financial inves­
tor pertains to both the Government Pension 
Fund – Global and the Government Pension Fund 
– Norway. The investment universe of the Global 
part of the Fund is significantly wider in scope 
than that of the Pension Fund – Norway, which is 
primarily invested in the Norwegian securities 
market. The fact that Folketrygdfondet is, in its 
capacity of manager of the assets of the Fund, a 
large player in a relatively small capital market, 
may entail certain limitations as to the scope for 
large changes to the composition of the portfolio 
in the short term. 

The investment strategy of the Government 
Pension Fund is developed with a view to maximi­
zing the overall return on the assets of the Fund, 
given the attitude of political authorities to risk 
(hereunder market risk and operational risk), and 
limitations resulting from the size and characte­
ristics of the Fund, as well as any limitations resul­
ting from the ethical guidelines and fundamental 
governance principles of the Fund. 

Views as to how the markets work 

A robust investment strategy needs to be based 
on fundamental attitudes and assumptions as to 
how the financial markets work. The theory of 
efficient financial markets was generally accep­
ted in the 1970s. This theory assumed that new 
information was swiftly reflected in the prices of 
financial assets, and that prices were generally 
“correct”. The theory has subsequently been 
challenged through studies of historical returns 
that have demonstrated deviations from efficient 
outcomes. However, it remains uncertain 
whether such findings can be utilised to predict 
future market movements such as to achieve a 
higher risk-adjusted return than would other­
wise be realised. 

The types of changes to the investment stra­
tegy of the Fund that are submitted to the Stor­
ting are subject to a lengthy decision-making pro­
cess that ensures a robust strategy. The size of the 
Fund also limits how swiftly one can implement 
major adjustments to the composition of the Fund 
without the market impact imposing high transac­
tion costs on the Fund. Changes to the general 
investment strategy of the Fund will therefore not 
be based on an expectation that one can identify 
in advance any period during which markets or 
segments will seem, in retrospect, “cheap” or 
“expensive”. At the same time, the possibility that 
there may exist strategies that offer profitable 
deviations from the benchmark portfolio is consis­
tent with the provision for a certain degree of 
active management on the part of Norges Bank 
and Folketrygdfondet. Active management is pre­
mised, by its very nature, on the existence of erro­
neous pricing, and the assumption that good 
management can generate a return in excess of 
the market return. 

Furthermore, it is consistent with generally 
accepted theory and practise to expect a higher 
average return on equities than on investments in 
fixed-income instruments, because the risk asso­
ciated with equities is higher. However, the mag­
nitude of such excess return remains uncertain. 

If the returns from different markets and seg­
ments do not move in line with each other, one 
may achieve a better trade-off between return and 
risk by spreading the investments across several 
markets and market segments. This is the back­
ground against which the benchmark portfolio of 
the Government Pension Fund is spread across a 
broad range of geographical regions, countries, 
sectors and companies. 
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Experience shows that the selection of, and 
control over, the manager is of greater impor­
tance if parts of the investments are made in less 
liquid markets, in which it is not easy to trade 
securities without influencing prices. It will nor­
mally be relatively straightforward for an inves­
tor to achieve the market return in liquid mar­
kets, whilst the management performance in illi­
quid markets will to a significantly higher extent 
depend on the skills of the manager. It will there­
fore be necessary, when transferring parts of the 
Pension Fund’s investments from liquid to less 
liquid markets, to attach more weight to the qua­
lity of control systems and the structuring of 
incentives, for example in relation to fees. 

1.3.2	 The investment strategy of the 
Government Pension Fund 

The Government Pension Fund is mainly invested 
in listed equities and investment-grade bonds. 
Equity investments represent ownership interests 
in the production of goods and services, and the 
value of such investments will therefore reflect, 
inter alia, expectations as to the future profits of 
businesses. Bond investments are investments in 
transferable loans that shall be redeemed by the 
issuer on a certain date together with a predetermi­
ned interest rate. 

The Ministry of Finance has formulated a 
long-term investment strategy which implies that 
the portions to be invested in various asset clas­
ses and geographical regions can be determined 
on the basis of assessments of expected long-term 
returns and risks. The investment strategy is 
based on the premise that contributions to the 
diversification of the risk associated with the 
investments improve the risk-adjusted return. 
The Ministry of Finance has therefore emphasi­
sed a broad representation of the world’s stock 
and bond markets in the benchmark portfolio it 
has stipulated for the Government Pension Fund, 
cf. Figure 1.8. The indices making up the bench­
mark portfolio of the Fund include representative 
security samples, and developments in these 
reflect, in large part, market developments in the 
relevant countries. The benchmark index for equi­
ties of the Government Pension Fund – Global 
comprises almost 7,000 companies across 27 
countries, whilst the benchmark index for bonds 
comprises more than 9,800 bonds across the cur­
rencies of 21 countries. 

It follows from guidelines laid down by the 
Ministry of Finance that Norges Bank and Folke­
trygdfondet may also invest in other securities 
and instruments than those included in the ben­
chmark portfolio for the Fund. At the same time, 
there has been established an upper limit on the 
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Source: Ministry of Finance 
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permitted tracking error in active management. 
By making investments in securities and instru­
ments that fall outside the scope of the bench­
mark portfolio, and by investing other portions of 
the Fund in certain securities than are implied by 
the benchmark portfolio, Norges Bank and Folke­
trygdfondet are exploiting their permitted track­
ing error for purposes of achieving an excess 
return. 

Calculations in Chapter 2 show that 90-95 pct. 
of the return on the Government Pension Fund – 
Global may be attributed to the choices made by 
the Ministry in designing the benchmark portfo­
lio, whilst the remaining 5-10 pct. may be attribu­
ted to the investment choices made by Norges 
Bank within the guidelines laid down by the 
Ministry. These calculations also show that about 
99 pct. of the fluctuations in the return on the 
Government Pension Fund – Global may be attri­
buted to the chosen benchmark portfolio, thus 
implying that the investment decisions of Norges 
Bank have hardly contributed to increasing the 
overall risk associated with the Fund. 

1.3.3	 Changes to the guidelines for the 
Government Pension Fund – Global 

The Government Pension Fund – Global has 
grown rapidly since the Fund received its first 
capital allocation in 1996, cf. Figure 1.4. Over the 
last decade, the Fund has grown to become one of 
the largest funds in the world. It is estimated, on 
the basis of projections in the National Budget for 
2008, that its market value will be almost doubled 
by the beginning of 2012, to about NOK 3,500 bil­
lion. The fund capital has significantly outgrown 
the levels envisaged for the first few years after 
the initial capital allocations were made. 

There has been a gradual evolvement in the 
investment strategy of the Government Pension 
Fund – Global. The Fund has invested in equities 
since 1998. In 2000, emerging markets were inclu­
ded in the benchmark portfolio for equities, whilst 
in 2002 the benchmark portfolio for bonds was 
expanded through the inclusion of non-govern­
ment-guaranteed bonds (i.e. corporate bonds and 
mortgage-backed bonds). In 2004, new ethical 
guidelines were laid down for the Government 
Pension Fund – Global. In 2006, the investment 
universe was further expanded. It was decided, 
following the Storting’s deliberation of Report No. 
24 (2006-2007) to the Storting, to include the 
small-cap segment in the benchmark portfolio for 

equities, and to increase the equity portion of the 
benchmark portfolio from 40 pct. to 60 pct. 

The investment strategy of the Government 
Pension Fund – Global reflects the fact that many 
important strategic choices have already been 
made, concerning, inter alia, the allocation bet­
ween equities and fixed-income instruments, the 
scope of the equity and fixed-income portfolios 
and the risk limit for active management. These 
decisions have established a level for the market 
risk associated with the Fund. The Ministry’s 
future efforts to evolve the investment strategy 
will be premised on how to achieve a further 
improvement in the trade-off between return and 
risk by further spreading the investments and bet­
ter utilising the characteristics of the Fund with­
out any significant changes to the overall level of 
risk. The investment strategy of the Government 
Pension Fund – Global will, in line with this, be 
evolved through more and smaller decisions. 
Some of these decisions will be of a more techni­
cal and operational nature, like issues such as the 
phase-in of the increased equity portion, the 
design and establishment of control systems for 
new asset classes (for example real estate), etc. 
Other decisions may entail minor adjustments to 
the investment strategy, such as the ability to 
invest in equities scheduled for listing (see 
below), but without having any material effect on 
the overall level of risk associated with the Fund 
or involving any conflict with the Fund’s ethical 
guidelines. The Ministry is of the view that this 
type of decision falls within the scope of the gene­
ral management framework for the Fund as defi­
ned on the basis of deliberations by the Storting. 
The Storting will, in line with previous practise, be 
kept informed of such minor changes to the guid­
elines through reporting in the annual Reports on 
the activities of the Fund and, if applicable, in the 
National Budget as well. Decisions that involve 
more comprehensive changes to the investment 
strategy, and that are expected to have a material 
impact on the risk associated with the Fund, will 
be submitted to the Storting prior to the imple­
mentation of any changes. 

The sources of the return on the Government 
Pension Fund – Global have thus far been focu­
sed, in particular, on the fact that one could reap, 
through the ownership of equities and bonds, 
returns by assuming market risk in relatively 
liquid markets. Furthermore, the benchmark 
portfolio of the Fund has been gradually expan­
ded and made more diversified, whilst the invest­
ment universe has been expanded and additional 
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degrees of freedom have been granted as far as 
active management is concerned. Excess returns 
have been achieved through the active manage­
ment of the Fund every year since 1998, with the 
exception of 2007, with only a limited increase in 
the overall risk associated with the Fund. 

It is appropriate for the future investment stra­
tegy effort to be focused on developing a strategy 
that utilises the characteristics of the Fund in the 
best possible manner. Natural types of evolvement 
of the investment strategy may be: 
–	 further diversification of risk by, for example, 

including more countries or asset classes in 
the benchmark portfolio of the Fund. Refe­
rence is in this context made to the proposal in 
this Report for the inclusion of new emerging 
markets in the benchmark portfolio of the 
Fund for equities. 

–	 to consider investments that benefit from the 
Fund’s size, creditworthiness, long-term per­
spective, and ability to hold less liquid assets. It 
is particularly appropriate to consider changes 
to the strategy that can provide compensation 
in the form of somewhat higher expected 
returns in exchange for reduced tradability 
(liquidity). Investments in unlisted real estate, 
as intended in this Report, may be an example 
of an adaptation of the strategy that delivers 
both an improved diversification of risk and the 
scope for reaping liquidity premiums over 
time. 

Comparisons between the investments of the 
Government Pension Fund and those of other 
funds internationally show that these funds hold a 
lower portion of nominal bonds, and that part of 
their capital is invested in alternative asset classes 
like real estate, unlisted equities, etc. An evolve­
ment of the investment strategy of the Govern­
ment Pension Fund in line with that outlined above 
may result in an asset allocation that is more 
similar to the composition of these other funds. 

A basic premise of the effort to evolve the stra­
tegy will be the need for adequate limits on other 
types of risk than market risk, such as operational 
risk. By operational risk is here meant the risk of 
financial loss or loss of reputation as the result of 
defective internal processes, human error, sys­
tems error or other loss caused by external cir­
cumstances that are not a consequence of the 
market risk associated with the portfolio. Another 
premise will be the need for limits on active mana­
gement where desirable risk taking is stimulated 
on the part of the operational manager. The fol­

low-up of the operational management shall, like 
at present, contribute to the interests of managers 
and other counterparties being aligned with the 
purpose of the general investment strategy of the 
Fund. Adherence to the ethical guidelines is also 
a prerequisite. 

This Report intends to change the investment 
strategy of the Government Pension Fund – Glo­
bal in relation to real estate investments, emer­
ging markets and the limit on ownership stakes. A 
brief discussion of the changes is set out below, 
with further explanation being provided in Chap­
ter 3. 

Real estate investments 

Real estate investments represent ownership inte­
rests in land, buildings or parts of buildings. 
Investments in real estate include, for example, 
office buildings, shopping centres, industrial 
buildings and housing. There are two methods of 
investing in real estate. Direct investments 
involve the investor acquiring real estate without 
intermediaries, whilst indirect investments 
involve the investor acquiring a share of a fund or 
equities of a real estate company, which then 
invests directly in a set of properties. An indirect 
investment may also be organised through a joint 
venture. 

The quality of historical return data for the 
property market is inferior to the quality of those 
for the stock and bond markets. The findings 
from such analyses should therefore be interpre­
ted with care. Available historical data show that 
returns on real estate investments have been 
somewhat higher than for bonds, but lower than 
for equities. Historical data also show that the risk 
associated with real estate investments was bet­
ween the level of risk associated with equity inves­
tments and that associated with bond invest­
ments. The costs involved in the management of a 
real estate portfolio are higher than those invol­
ved for both equities and bonds. Nevertheless, 
the additional costs incurred through real estate 
investments are deemed to be outweighed by the 
positive effects such investments are expected to 
have on the return and risk associated with a 
fund. These positive effects have to do with how 
the returns on real estate covary with the returns 
in the stock and bond markets. It would be justi­
fied to claim, based on the available data, that the 
correlation between the return on real estate and 
that on equities and bonds, respectively, is limi­
ted, particularly in the short and medium term. 
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Real estate investments may therefore contribute 
to an improved diversification of the risk associa­
ted with the Fund. 

The Ministry intends, based on the recom­
mendations of Norges Bank and the Strategy 
Council, as well as its own analyses, to invest up 
to 5 pct. of the capital of the Government Pen­
sion Fund – Global in real estate. The invest­
ments in real estate are offset by a reduction in 
the proportion of bond investments. This change 
is expected to contribute to an improvement in 
the overall return and risk profile of the Fund 
through an improved diversification of the risk 
associated with the Fund, return contributions 
resulting from the illiquidity of unlisted real 
estate investments, as well as active manage­
ment. 

The effects of this change on the overall risk 
and return profile of the Fund will depend on how 
the real estate investments are implemented. 
Observations of actual investments on the part of 
other large funds internationally show that their 
portfolios are partly comprised of investments in 
existing buildings with relatively predictable cash 
flows and partly of investments in development 
projects with less predictable outcomes. The 
return will in both cases be partly caused by 
developments in the underlying property market 
and partly by skilful active management. Another 
observation is that the investments are structured 
as equity contributions to leveraged real estate. 
This implies that the risk characteristics of the 
investment are more comparable to those of 
equity investments. A portfolio of leveraged real 
estate, through, for example, unlisted fund invest­
ments, may offer a higher contribution to the 
expected return on the Fund than does an unleve­
raged real estate portfolio. The leveraged real 
estate portfolio will, at the same time, contribute 
somewhat more to the overall risk associated with 
the Fund. Nevertheless, the increase in the over­
all risk associated with the Fund will be limited, 
even with a certain leveraging of the real estate 
included in the portfolio, given a real estate por­
tion of 5 pct. and a limited correlation with equi­
ties and bonds. 

Creating a real estate portfolio will take many 
years. Even a 5 pct. portion of the Fund will repre­
sent a large investment in view of the size and 
liquidity of the market. Considerations to do with 
both returns and transaction costs therefore sug­
gest that the portfolio should be created over a 
period of many years. A gradual accumulation 
will, at the same time, reduce the risk of entering 

the market at a time that later turns out to have 
been unfavourable. Specialised skills in the mana­
gement of real estate need to be developed, and it 
will take time to establish control systems, etc. 

The majority of the investments are expected 
to be made through unlisted instruments. This 
poses challenges to do with, inter alia, the measu­
rement of return and risk. Solutions to a number 
of control-related challenges need to be found 
before the planned real estate investments can be 
embarked upon. The Ministry will now be defi­
ning an investment mandate that specifies the 
required rate of return, risk limits and reporting 
requirements. Weight will be attached to finding 
solutions that offer the appropriate incentives for 
the manager, in terms of the return, risk and costs 
involved in the management of real estate. The 
Ministry envisages that the accumulation of a real 
estate portfolio may commence at some point 
during 2008 if adequate solutions have been found 
in these respects. The Ministry will keep the Stor­
ting informed of the progress of this effort 
through reporting in the National Budget and the 
annual Reports on the management of the 
Government Pension Fund. 

The ethical guidelines of the Funds will also 
apply to investments in new asset classes like real 
estate. The Ministry has concluded, on the basis 
of a recommendation of the Council on Ethics and 
its own assessments, that the leasing of real estate 
to companies that have been excluded on the 
basis of the ethical guidelines will normally not 
qualify for exclusion from the Fund. Consequ­
ently, exclusion needs to be contemplated specifi­
cally in each individual case. 

The design and operation of buildings has a 
major impact on the environment, and estimates 
show that annual CO2-emissions from the con­
struction sector represent about 25 pct. of overall 
emissions worldwide. The Ministry intends for the 
real estate investment mandate to include a requi­
rement that the manager shall participate actively 
in the efforts pursued internationally to accommo­
date special environmental considerations. 

The Ministry will include, in the guidelines for 
investments in real estate, restrictions as to where 
unlisted real estate funds and companies in which 
the Government Pension Fund – Global invests 
can be incorporated. Funds and companies have 
to be incorporated in countries that are either 
OECD countries, or with which Norway has 
established tax treaties or other agreements that 
provide sufficient disclosure, or with which Nor­
way has formed a special Tax Information 
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Exchange Agreement (“TIEA”) based on the 
OECD model. In addition, the country must not 
be listed as a “non-cooperating jurisdiction” by 
OECD. This amounts to the imposition of stricter 
rules than apply to any other fund of which the 
Ministry is aware. 

Extensive use of special rules may limit the 
availability of skilful external managers, which 
would impair the ability to fully utilise the return 
and risk characteristics associated with the real 
estate investments of the Fund. Ultimately, the 
extensive use of special rules may occasion a 
reconsideration of the decision to invest in real 
estate. 

Real estate investments are discussed in more 
detail in Chapter 3. Reference is also made to the 
discussion of real estate investments on the part 
of the Government Pension Fund – Global in 
Report No. 1 (2007-2008) to the Storting; the Nati­
onal Budget for 2008. 

Emerging markets 

The equity portfolio of the Government Pension 
Fund – Global is broadly diversified across both 
regions and countries. An important purpose of 
such diversification is to achieve exposure to the 
stock markets globally, in order to attain the best 
possible trade-off between return and risk on the 
part of the Fund. The exposure of the benchmark 
portfolio to emerging stock markets has thus far 
been limited to a relatively small number of mar­
kets. 

Emerging bond markets differ from emerging 
stock markets along several dimensions. The 
markets are located in low-income countries, and 
the size of the investable part of the market is 
limited relative to the Gross National Product of 
the country in question. There exist (listed) emer­
ging stock markets in between 80 and 90 coun­
tries. Large index providers internationally (inclu­
ding FTSE, which provides indices for the 
Government Pension Fund – Global), define the 
markets in the vast majority of these countries as 
non-investable for international portfolio inves­
tors. The following criteria are used as a basis 
when assessing whether to include a country in 
the FTSE index universe: 
–	 the market has to be open for direct equity 

investments from foreign investors; 
–	 data (share prices, number of equities, etc.) 

need to be available within reasonable time 
limits; 

–	 investors cannot be subject to significant 
exchange controls; 

–	 there has to be significant international inves­
tor interest in investments in the market; and 

–	 the market needs to offer adequate liquidity. 

FTSE classifies the various markets into develo­
ped markets, advanced emerging and secondary 
emerging markets based on the following set of 
criteria: data quality, free flow of foreign 
exchange, GDP per capita, market breadth (num­
ber of limited companies), market depth (number 
of sectors), reliable securities price information, 
stock market capitalisation relative to GDP and 
restrictions on foreign ownership. The efficiency 
of settlement systems, the liquidity and maturity 
of the market, the total market capitalisation and 
the scope for corporate governance efforts are 
also of relevance to the classification. 

The FTSE index series encompass 48 coun­
tries, and the stock markets in 24 of these coun­
tries are classified as developed (with one of these 
being Norway). FTSE is upgrading, with effect 
from the summer of 2008, the stock market in 
Israel to the developed market group. Five of the 
countries are categorised as advanced emerging 
markets. The stock markets in Hungary and 
Poland will be included in this group as from the 
summer of 2008. The remaining 16 markets 
belong to the secondary emerging market group. 

The criteria adopted by FTSE for the inclusion 
of countries in its index universe will, when based 
on such criteria, contribute to objectivity, consis­
tency and predictability. The country universe for 
the benchmark portfolio for equities of the 
Government Pension Fund – Global shall com­
prise the same countries that are included in the 
FTSE index universe. The Ministry intends, 
based on the recommendations of Norges Bank, 
the Strategy Council, the Council on Ethics and 
its own analyses, to expand the benchmark portfo­
lio for equities through the inclusion of all the 
advanced and secondary emerging stock mar­
kets, as defined by FTSE at any given time, in the 
benchmark index of the Fund. This implies that 
all the 16 countries that are currently included in 
the secondary emerging market group will be 
included in the benchmark portfolio of the Fund. 
Emerging markets will then be representing a 
total of 10 pct. of the benchmark portfolio for equi­
ties. This change is expected to contribute to 
improving the trade-off between return and risk 
through an enhanced diversification of the risk 
associated with the Fund. At the same time, the 
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expansion will contribute to the benchmark port­
folio of the Fund becoming more representative 
as far as developments in the international stock 
markets are concerned. Such investments are 
discussed in more detail in Chapter 3. 

The Ministry will embark on an evaluation of 
emerging bond markets at a later stage. 

The limit on ownership stakes 

The limit on ownership stakes stipulated in the 
Regulations relating to the management of the 
Government Pension Fund – Global imply that 
the investments cannot be concentrated in such a 
way that the Fund achieves an ownership stake in 
excess of 5 pct. of the voting shares of any given 
company. This limitation on the magnitude of 
ownership stakes reflects the wish of the Ministry 
to make it clear that the Fund is a financial inves­
tor. 

The Government Pension Fund – Global has 
achieved a good diversification of risk through 
being invested in several thousand companies 
internationally, and its average ownership stake 
in the various regions is less than 1 pct. The 
somewhat higher limit on ownership stakes is 
primarily related to the need for providing Nor­
ges Bank with room for manoeuvre in its active 
management, aimed at generating returns in 
excess of the return on the benchmark portfolio 
stipulated by the Ministry of Finance. Even small 
differences in the rate of return may, because of 
the magnitude of the Fund, represent large 
amounts over time. 

In the recent international debate concerning 
so-called Sovereign Wealth Funds, the well-defi­
ned role of the Fund as a financial investor has 
been a contributing factor to it having escaped sig­
nificant negative attention or special initiatives 
that may threaten the financial interests of the 
Fund, cf. Section 1.6. Although the distinction bet­
ween “strategic” and “financial” investors does not 
depend solely on their percentage ownership 
stake in a company, but has instead to do with the 
objective of the investor in making its investments 
and how the investor utilises, through its actions, 
the influence it wields, a limit on ownership stakes 
will in itself contribute to reinforcing the profile of 
the Fund as a financial investor. 

The issue of determining a suitable limit on 
ownership stakes implies a trade-off between the 
concern for widespread confidence in the fact 
that the main objective of the Fund is to act as a 
financial investor and the costs incurred on the 

part of the Fund as the result of the ownership 
limit being too low, because such a low limit 
impairs performance. The Ministry has decided, 
based on a comprehensive assessment, and 
taking into consideration the continued strong 
growth in the assets of the Fund, the previously 
resolved changes to the investment guidelines 
for the Government Pension Fund – Global (i.e. 
the increase in the equity portion from 40 pct. to 
60 pct., and the expansion of the benchmark 
portfolio of the Fund to include listed small-cap 
equities), as well as concern for the active mana­
gement efforts of Norges Bank, to increase the 
limit on ownership stakes applicable to the 
equity investments of the Government Pension 
Fund from the current 5 pct. of the voting shares 
of listed companies to 10 pct.; see Chapter 3 for a 
more detailed discussion. 

The Government Pension Fund – Global 
shall remain a financial investor. A limit on 
ownership stakes of 10 pct. in listed companies is 
still relatively low when compared to many other 
comparable funds. 

Investments in pre-IPO companies 

The equity investments of the Government Pen­
sion Fund – Global are currently limited to instru­
ments listed in regulated and recognised market 
places. Norges Bank proposes, in a letter of 1 
February 2008 to the Ministry of Finance, that 
one allows for investments in unlisted equities 
when the company has applied, or specifically 
plans to apply, for listing in a regulated and recog­
nised market place. The letter is enclosed as 
Appendix 3 to this Report. 

The intended change will not entail any mate­
rial change in the level of risk associated with the 
overall investments of the Fund. Moreover, such a 
change will be based on an evaluation premised 
on the objectives defined for the evolvement of 
the investment strategy of the Fund, as discussed 
in more detail above. 

The Ministry will now be evaluating the propo­
sal to permit investments in the equities of compa­
nies planning a listing in a regulated and recogni­
sed market place. One may want to allow for such 
investments at some stage in 2008. It will in such 
case be appropriate to report on this as part of the 
regular reporting to the Storting in the National 
Budget for 2009 or in the annual Report on the 
management of the Government Pension Fund in 
the spring of 2009. 
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1.4 Ethics and the exercise of 
ownership rights 

1.4.1	 Ethical concerns in the management of 
the Government Pension Fund 

Ethical obligations 

The Government Pension Fund is owned by the 
Norwegian people and coming generations of Nor­
wegians. The prosperity experienced by current 
generations creates obligations. The capital of the 
Government Pension Fund – Global originates 
from the oil and gas revenues of the State. The oil 
and gas reserves are finite. Since these resources 
are non-renewable, it would not be fair for the 
wealth to only benefit those few generations that 
happen to experience the extraction thereof. The 
wealth needs to be safeguarded for posterity. It will 
therefore be an important ethical responsibility to 
ensure that the owners of the Fund achieve a 
favourable return on the wealth over time. A favou­
rable return on the Fund over time represents an 
important contribution to safeguarding the welfare 
state for the future. As an investor one also share 
responsibility for how the companies in which the 
Fund invest are conducting themselves, for what 
they are producing and for how they are treating 
their environment. The Government deems it 
highly important to assume such social responsibi­
lity in the management of the Government Pen­
sion Fund. This will form an important premise for 
the evaluation of the ethical guidelines for the 
Government Pension Fund – Global, which will be 
carried out this year. 

Evaluation of the ethical guidelines for the 
Government Pension Fund – Global 

The objective of the evaluation of the ethical guid­
elines for the Government Pension Fund – Global 
is to ensure that the guidelines have worked as 
intended, to ensure broad political support for the 
further development of the guidelines, as well as 
to strengthen the ethical profile of the Fund. 
Many aspects of the present system work well. A 
number of elements and principles should be pre­
served; a high degree of openness and reporting, 
a high quality of the decision-making process 
leading up to the resolutions passed, a focus on 
some selected areas of the active ownership 
effort, as well as the safeguarding of credibility 
and seriousness in all efforts pursued. 

A main challenge is the future effort to inte­
grate ethical and financial concerns in the mana­

gement process, in order that these concerns may 
reinforce, and not counteract, each other. If this 
effort is to have an impact on other investors as 
well, it will both have to be based on a solid theo­
retical foundation and be implemented in a practi­
cable manner. 

On 16-17 January 2008, the Ministry of 
Finance, together with Norges Bank and the 
Council on Ethics, hosted an international confe­
rence in Oslo on the integration of ethical con­
cerns in asset management, which marked the 
commencement of the process relating to the eva­
luation of the ethical guidelines. The conference 
shed light on a number of the issues and challen­
ges that it would be opportune for the evaluation 
process to address. These include, inter alia, the 
issue of what products shall result in automatic 
exclusion from the portfolio, the active ownership 
effort, and how this can best be reinforced and 
rendered visible, as well as how this can interact 
with the exclusion mechanism, positive selection 
of investment objects based on ethical criteria, 
and whether and to what extent the use of such a 
tool is suitable for the Government Pension Fund 
– Global. It is appropriate for the evaluation of the 
ethical guidelines for the Government Pension 
Fund – Global to also include an assessment of 
the need for additional harmonisation of the ethi­
cal guidelines for the Government Pension Fund 
– Norway. The Ministry intends to circulate a 
paper on the ethical guidelines in a public consul­
tation process. The evaluation of, and any propo­
sals for adjustments to, the ethical guidelines, will 
be submitted to the Storting in the spring of 2009; 
see Chapter 4 for a more detailed discussion. 

1.4.2	 Efforts relating to ethical guidelines 

The division of responsibility in the efforts relating to 
the ethical guidelines for the Government Pension 
Fund – Global 

Figure 1.9 shows the division of responsibility bet­
ween the Ministry of Finance, Norges Bank and 
the Council on Ethics in their efforts relating to the 
ethical guidelines for the Government Pension 
Fund – Global. The Council on Ethics has no for­
mal role as far as Folketrygdfondet is concerned. 
The Ministry of Finance would require a Nordic 
company held by both the Government Pension 
Fund – Norway and the Government Pension 
Fund – Global to be removed from the investment 
universe of both funds if the Ministry renders a 
decision for the exclusion of such company. 
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The ownership efforts of Norges Bank 

Norges Bank is responsible for exercising the 
ownership rights of the Government Pension 
Fund – Global. The overarching objective of the 
active ownership effort is to safeguard the finan­
cial interests of the Pension Fund. The ethical gui­
delines are premised on favourable returns over 
time being dependent on sustainable develop­
ment, in the financial, ecologic and social sense. 

Norges Bank accords a high priority to the 
ownership effort, and has during 2007 increased 
the resources devoted to this effort. The Bank 
has a special focus on certain selected areas of 
commitment where ethics are aligned with long-
term financial returns. The areas of commitment 
are of relevance to investors in general and to the 
Fund’s portfolio in particular, and these areas are 
suitable for dialogue with companies or regula­
tory bodies, which increases the prospects for 
real results. The commitments concern good cor­
porate management, the rights of children and 
protection of the environment. Good corporate 
management is important to ensure favourable 
returns over time for the Fund, but is also absolu­
tely essential to ensure, inter alia, that the owners 
are heard on the issues that are of concern to 
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them. It is appropriate for a socially conscious 
investor to be concerned with the rights of chil­
dren and protection of the environment, including 
the climate challenge, and the scope for contribu­
ting to such concerns being addressed by the 
companies in which the Fund is invested. The 
objective of the effort relating to child labour is to 
safeguard the rights and health of children within 
the value chain of the companies in which the 
Fund is invested. As far as the environment is con­
cerned, the Bank has a special focus on compa­
nies’ lobbying activities in relation to legislation 
that may entail significant reductions in greenho­
use gas emissions. 

Norges Bank had as per yearend 2007 establis­
hed or continued contact with about 60 companies 
on issues relating to social matters, with a focus 
on child labour and the rights of children. The 
Bank has prepared a document titled “NBIM 
Investor Expectations on Children’s Rights”, in 
order to highlight the position and expectations of 
Norges Bank in relation to the this area. The 
document is based on the UN Convention on the 
Rights of the Child, as well as the ILO conventions 
on child labour. 

Norges Bank has during 2007 analysed more 
than 100 companies in the portfolio to identify 
those companies that are the most active when it 
comes to contact with government authorities on 
climate issues. It has approached 20 companies 
and held meetings with 15 of these. All of these 
make significant contributions to the emission of 
greenhouse gases, and have been identified as key 
lobbyists. Norges Bank has in its dialogue with the 
companies emphasised technology development 
and adaptation to new emission and tax regimes, in 
addition to the positions of the companies in their 
contacts with government authorities. Norges 
Bank recently joined the Carbon Disclosure Pro­
ject (CDP). CDP is an independent, non-profit 
organisation that seeks to gather and publish infor­
mation on corporate emissions of greenhouse 
gases, and other information relating to corporate 
handling of greenhouse gas issues. By being asso­
ciated with the project, Norges Bank encourages 
more openness in the effort to cut emissions. 

The ownership efforts of Folketrygdfondet 

Folketrygdfondet is responsible for exercising 
the ownership rights of the Government Pension 
Fund – Norway. The overarching objective of the 
ownership effort is to safeguard the financial inte­
rests of the Fund. 
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The Executive Board of Folketrygdfondet has 
laid down guidelines for the exercise of ownership 
rights on the part of the Government Pension 
Fund – Norway, pursuant to which the overar­
ching objective of the ownership effort is to safe­
guard the financial interests of the Fund. To 
ensure that the portfolio contributes, to the maxi­
mum possible extent, to promoting long-term 
growth, Folketrygdfondet has defined ethical 
principles for its investment activities as an inte­
grated part of the guidelines for Folketrygdfon­
det’s active ownership effort. Good corporate 
governance and corporate management shall pro­
mote the rights of owners and other stakeholders 
as against the companies, as well as ensure that 
the management mechanisms of the companies 
work appropriately. 

In order to ensure the most objective and pre­
cise assessment attainable as to the ethical attitu­
des and actions of the companies, Folketrygdfon­
det gathers information based on a combination of 
open sources like annual reports, the media and 
the Internet, and information directly from the 
companies through a survey of all the Norwegian 
companies in which the Fund holds ownership 
interests. In the autumn of 2006, Folketrygdfon­
det distributed a questionnaire to 41 Norwegian 
companies in which the Government Pension 
Fund – Norway holds ownership interests, rela­
ting to the integration and handling of environ­
mental and social concerns. The survey and the 
overall assessment of Folketrygdfondet as to the 
ethical aspects of corporate management and 
practise give a generally favourable impression of 
the attention levels, standards and practises on 
the part of the companies that responded to the 
questionnaire. 

As from 2007, Folketrygdfondet publishes a 
separate Ownership Report, as part of its more 
comprehensive reporting in relation to the active 
ownership effort. 

Exclusion of companies 

Companies may be excluded from the Fund pur­
suant to the ethical guidelines for the Govern­
ment Pension Fund – Global through: 
–	 negative screening to identify companies produ­

cing weapons that violate fundamental humani­
tarian principles in their normal use; and 

–	 ad hoc exclusion of individual companies if an 
investment entails an unacceptable risk of 
countributing to actions or omissions that are 
deemed grossly unethical. 

The Council on Ethics for the Government Pen­
sion Fund – Global renders recommendations on 
screening and exclusion, but the decision as to 
whether a company shall be excluded lies with 
the Ministry of Finance. The Ministry of Finance 
bases its decision on the Council’s assessment, 
but will also attach weight to Norges Bank’s views 
as to whether the Bank may, through its owners­
hip effort, reduce the risk of complicity in grossly 
unethical conduct. 

At present, 27 companies have been excluded 
from the investment universe of the Fund. 20 of 
the companies have been excluded because they 
contribute to the production of inhumane types of 
weapons. The remaining 7 companies are exclu­
ded to avoid an unacceptable risk that the Fund 
will contribute to serious or systematic human 
rights violations and severe environmental 
damage. 

Issues relating to investments in Burma (Myanmar) 

The Council on Ethics and Norges Bank have, in 
view of the deteriorating situation in Burma, 
taken special notice of on companies engaged in 
activities there. The Ministry of Finance recei­
ved a letter from the Council on Ethics on 11 
October 2007, in which the Council explains its 
assessment of the risk that the Fund may be 
deemed to contribute to gross or systematic vio­
lations of the human rights through its invest­
ments in companies engaged in activities in 
Burma. The Council on Ethics has announced 
possible recommendations for the exclusion of 
companies that form contracts for the con­
struction of major infrastructure projects in the 
country. There is every reason to believe that 
such construction projects will entail an unaccep­
table risk of future contribution in human rights 
violations. Norges Bank has in 2007 contacted 10 
companies in the portfolio to query their activi­
ties in the country. These are companies which 
may run a risk of contributing in human rights 
violations or expose themselves to other types of 
risk. Norges Bank is aiming for a dialogue with 
these companies to ensure that it has the best 
available information on the situation. 

In the spring of 2007, the Government deci­
ded, against the background of the measures 
adopted by the EU and other countries against 
Burma, to amend the guidelines of the Fund in 
such a way as to explicitly bar Norges Bank from 
investing the Pension Fund’s capital in bonds 
issued by the state of Burma. This decision sup­
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plements the arrangement for the exclusion of 
equities and bonds issued by specific companies. 
In November 2007, Norway joined expanded 
international measures affecting, inter alia, cer­
tain types of investments in Burma. These include 
a prohibition against the funding of, or new acqui­
sitions or expansions of capital interests in, listed 
Burmese state-owned enterprises and a prohibi­
tion against the funding of, or investments or par­
ticipation in, listed Burmese enterprises that are 
engaged in the extraction of timber, metals, mine­
rals and gemstones. The prohibitions affect in 
excess of 1,200 Burmese enterprises. The 
Government Pension Fund – Global does not 
have, nor shall it have in future, any holdings in 
any of these companies. 

The Government intends for the Fund to 
refrain from investing in companies that sell wea­
pons and weapons technology to regimes that are 
included in the list of countries in whose govern­
ment bonds the Government Pension Fund – Glo­
bal is excluded from investing. This means that 
the Fund shall refrain from investing in compa­
nies that sell weapons to the Burmese regime. A 
preliminary review indicates that there are cur­
rently no such companies in the portfolio of the 
Fund. The Council on Ethics for the Fund will 
monitor the companies in the portfolio with a view 
to establishing whether the Fund may in future 
run the risk of holding such investments and, if 
applicable, render a recommendation to the 
Ministry of Finance for the exclusion of the rele­
vant companies. 

1.5	 Development and supervision of 
the management framework 

1.5.1	 Risk-based supervision of Norges Bank’s 
management of the Government 
Pension Fund – Global 

The capital of the Government Pension Fund is 
growing rapidly. At the same time, the investment 
strategy of the Fund is undergoing continuous 
development. This is taking place alongside major 
changes to the supervision of risk management in 
financial institutions as a result of new rules both 
in Europe (EU Directive) and globally (Basel II). 
The Ministry deems it important to ensure that 
the framework for the management of the 
Government Pension Fund is adapted to these 
developments on an ongoing basis. 

The risk and return profile (ex ante) of the 
Pension Fund is largely determined by the 

Ministry’s investment guidelines. Norges Bank’s 
active management has also contributed signifi­
cantly to the overall return on the Fund, but the 
risk assumed in active management has only to a 
limited degree increased the overall market risk 
of the Fund beyond the level implied by the ben­
chmark portfolio. The Ministry has defined an 
upper limit for the risk permitted in active mana­
gement. The risk limit has been defined at fund 
level, and the Ministry has not stipulated specific 
risk limits for the various sub-portfolios. The opti­
mal allocation of the risk budget between the indi­
vidual strategies and mandates is a key value dri­
ver in Norges Bank’s active management. 

The Ministry of Finance resolved to expand 
the investment universe of the Government Pen­
sion Fund – Global with effect from 1 January 
2006, cf. the discussion in the National Budget for 
2006. The expansion implies more degrees of 
freedom for Norges Bank in its active manage­
ment. An integral part of the expansion of the 
investment universe was the imposition of more 
stringent requirements on Norges Bank in rela­
tion to risk management, valuation, performance 
measurement and reporting. The Ministry’s 
requirements as to the control of risk (i.e. market, 
counterparty and operational risk) are based on 
overarching principles to the effect that Norges 
Bank should adhere to “best market practise” and 
“internationally recognised standards”. 

The Ministry announced, in connection with 
the expansion of the investment universe, that it 
would introduce risk-based monitoring of Norges 
Bank’s asset management. In the National Budget 
for 2006 it is stated, inter alia, that: 

“Norges Bank operates a specialised asset 
management regime. By imposing reporting 
requirements, the ministry will be better pla­
ced to identify areas where, with the help of 
external expertise, it can evaluate Norges 
Bank’s compliance with instructions set out in 
the regulatory framework. The ministry plans 
regular due diligences of the fund, and particu­
larly the bank’s risk management, in collabora­
tion with consultants possessing suitable 
expertise. The ministry will be reporting on 
this to the Storting in suitable documents.” 

The first due diligence project on the basis of the 
new requirements in the framework was imple­
mented over the period 2006-2007. Following 
prior competitive tendering, the Ministry of 
Finance chose an international team from Ernst & 
Young LLP (London/Zurich/New York) to review 



31 2007–2008	 Report No. 16 to the Storting 

On the management of the Government Pension Fund in 2007 

the risk management and control procedures of 
Norges Bank. 

The characteristics of the Pension Fund, rela­
ting to, inter alia, the fact that the Fund is an 
instrument for general State savings and the emp­
hasis on broad-based political consensus as to its 
investment strategy, implies that the Government 
Pension Fund – Global differs from other large 
funds when it comes to the inflow of capital and 
the organisation of the management thereof. 
These differences mean that it may, generally 
speaking, be difficult to define a relevant refe­
rence group for the Fund. 

The Ministry deems it appropriate, against the 
background of the degrees of freedom granted to 
Norges Bank in its active management and the 
Bank’s extensive use of international asset mana­
gers, to adopt best practice amongst large internati­
onal asset managers and investment banks as a 
basis for the operationalisation of risk management 
and control requirements in the framework. This 
has therefore been adopted by Ernst & Young for 
purposes of defining an appropriate frame of refe­
rence for the evaluation of the risk management 
and control procedures used by Norges Bank. The 
report from Ernst & Young describes how risk 
management is organised on the part of leading 
financial institutions internationally, what are the 
main areas involved, as well as the principles for 
best practise within each of the main areas. This is 
discussed in more detail in Chapter 5. 

Ernst & Young points out that Norges Bank 
has been charged with a highly complex task. The 
Bank has been instructed to develop a professio­
nal management organisation for a fund that is 
growing rapidly, whose investment universe is 
been gradually expanded, and with ever more 
sophisticated strategies being deployed in its ope­
rational management to achieve excess returns. 
The report notes that Norges Bank has delivered 
consistently good financial performance within 
the risk limit stipulated by the Ministry. 

Since the purpose of the Ministry’s compari­
son of Norges Bank’s risk management with best 
market practice amongst financial institutions 
internationally was, inter alia, to identify areas of 
operational management that might deviate from 
best practise, the recommendations in the report 
are primarily focused on areas offering a potential 
for improvement. The recommendations in the 
report address five areas: I) governance; II) ope­
rational risk; III) market risk, IV) credit risk and 
V) valuation and performance measurement, cf. 
Chapter 5. 

It follows from the report from Ernst & Young 
and the comments of Norges Bank in respect the­
reof, that Norges Bank has over the period 2006­
2008 implemented, or is in the process of imple­
menting, a number of projects to evolve the 
Bank’s risk management: 
–	 the establishment of an Audit Committee for 

the Executive Board; 
–	 the establishment of a separate internal audit 

department; 
–	 strengthening of external auditing through 

cooperation with the firm Deloitte; 
–	 creation of the executive positions of Chief 

Financial Officer and Chief Risk Officer; 
–	 significant reinforcement of the independent 

risk management function RPA (Risk, Perfor­
mance and Accounting); and 

–	 new framework for operational risk, and pro­
jects for the implementation of new systems for 
counterparty risk and for the pricing and verifi­
cation of positions independently of those who 
make investment decisions. 

Norges Bank agrees with the vast majority of the 
recommendations from Ernst & Young. The 
Ministry has nevertheless noted that Norges 
Bank does not subscribe to Ernst & Young’s com­
ment as to whether risk management has been 
sufficiently independent in relation to the busi­
ness areas for equity and fixed-income manage­
ment. As of 1 March 2008, Norges Banks asset 
management department (NBIM, Norges Bank 
Investment Management) has been reorganised, 
and a separate control and compliance unit 
directly under the head of NBIM has been estab­
lished. The Ministry bases its assessment on the 
fact that the requirement for risk management 
independence therefore under any circumstance 
will be met through the new structure. 

Norges Bank agrees that the frame of refe­
rence adopted by Ernst & Young forms a good 
basis for the further operationalisation of the pro­
visions included in the framework. At the same 
time, the Bank points out that the principles have 
to be adapted to the special governance model for 
Norges Bank and the management of the Fund as 
laid down by the Central Bank Act and the Act 
relating to the Government Pension Fund, with 
appurtenant regulations and supplementary pro­
visions. The fact that Ernst & Young has paid little 
heed to the Fund being managed by the Ministry 
of Finance and its operational management being 
carried out by a central bank, is caused by the 
Ministry emphasising, when formulating the 
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assignment, that Ernst & Young should regard 
Norges Bank as a regular asset manager gover­
ned by an ordinary regulatory framework for 
asset management activities that are subject to 
mandatory supervision as practised by the Finan­
cial Services Authority (FSA) in the UK. The pur­
pose of such formulation of the assignment was to 
highlight any areas in which Norges Bank’s asset 
management operation might deviate from the 
requirements normally imposed on private asset 
managers. To the extent that Ernst & Young’s 
principles for risk management on the part of pri­
vate financial firms are not compatible with the 
current legislation governing the Pension Fund – 
Global and the central bank, the Ministry will exa­
mine whether adaptations should be made to the 
risk management principles or to the legislation. 

The Ministry is of the view that the strong 
growth in the assets of the Fund, the increased 
complexity of the management of the Govern­
ment Pension Fund – Global and the concern for 
good management control over central bank 
duties make it necessary to evolve the manage­
ment and control structure of the Bank. The 
establishment of a separate internal audit depart­
ment and the cooperation with the firm of auditors 
Deloitte concerning the external auditing of the 
Bank’s management of the Government Pension 
Fund – Global have contributed to the strengt­
hening of the Bank’s control and monitoring 
arrangements. These measures have been imple­
mented within the framework defined by the pre­
sent Central Bank Act. The Ministry of Finance 
deems it appropriate to explore potential amend­
ments to the accounting and auditing provisions 
of the Central Bank Act, thus facilitating the 
further strengthening of the control and monito­
ring arrangements. One intends to circulate the 
following proposed amendments to the Central 
Bank Act for comments: 
–	 Replace the arrangement for a designated cen­

tral bank audit department by an arrangement 
whereby the Supervisory Council appoints an 
external auditor for Norges Bank. 

–	 Authorise to lay down regulations on what 
accounting principles Norges Bank should 
observe. 

–	 Lay down rules on the scope of the audit and 
the contents of the auditors’ report or autho­
rise the Ministry to lay down regulations the­
reon (at present, the Supervisory Council sti­
pulates an audit code for the Bank). 

One should in this context consider whether the 
auditors should, in addition to auditing of the 
accounts, be given a so-called certification assign­
ment within certain areas, for example in relation 
to the assessment of systems for internal control. 

The Ministry aims to submit a proposal to the 
Storting on amendments to the Central Bank Act 
in the autumn. Reference is made to Chapter 5 for 
a more detailed description. 

1.5.2	 New framework for the management of 
the Government Pension Fund – Norway 

Folketrygdfondet was created as a government 
fund in 1967. Upon its establishment, no clear dis­
tinction was made between Folketrygdfondet as 
the name of the asset pool and Folketrygdfondet 
as the manager of such asset pool. Folketrygdfon­
det was established as a company by special sta­
tute on 1 January 2008, cf. the Storting’s delibera­
tion of Proposition No. 49 (2006–2007) to the 
Odelsting; On the Act relating to Folketrygdfon­
det. This legislative amendment implies that the 
formal framework for Folketrygdfondet’s mana­
gement of the Government Pension Fund – Nor­
way has now been brought in line with the develo­
ped practise, with Folketrygdfondet having acqui­
red, through a separate Act, the status of an 
independent legal entity. 

The main principles in the former organisa­
tion of Folketrygdfondet are continued in the 
new Act relating to Folketrygdfondet, and no 
changes are intended in the activities of Folke­
trygdfondet or in the management of the Govern­
ment Pension Fund – Norway. The new fram­
ework represents a tidying-up of the regulatory 
framework, which will at the same time contri­
bute to the distinction between the asset pool 
designated as the Government Pension Fund – 
Norway and Folketrygdfondet as the entity 
managing such asset pool being rendered visible. 
The formalisation of the framework also implies a 
clarification of the distribution of responsibility 
between the Ministry and the Board of Directors 
of Folketrygdfondet. The Ministry stipulates 
general investment limits, whilst the Board of 
Directors of Folketrygdfondet is responsible for 
the operational management of the Government 
Pension Fund – Norway. 
In the autumn of 2007, the Ministry of Finance 
was working on the implementation of the chan­
ges to the framework for Folketrygdfondet requi­
red under the new Act relating to Folketrygdfon­
det. The implementation of these changes is de­
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Box 1.3 Implementation of a new framework for Folketrygdfondet’s management of the 

Government Pension Fund – Norway


Folketrygdfondet was established as a separate 
company by special statute on 1 January 2008, 
cf. the Storting’s deliberation of Proposition No. 
49 (2006-2007) to the Odelsting; On the Act rela­
ting to Folketrygdfondet. During the autumn of 
2007, the Ministry was working on the imple­
mentation of the changes to the framework for 
Folketrygdfondet, as laid down by the new Act. 
Below follows a description of key elements in 
this effort. 

Elements relating to the reorganisation as a 
company by special statute 

–	 The Ministry has, pursuant to Section 4 of the 
Act, laid down Articles of Incorporation for 
the company, cf. Report No. 1 (2007-2008) to 
the Storting;  National Budget for 2008, p. 
135, for a more detailed description of the 
contents of the Articles of Incorporation. 

–	 Equity has been contributed to the company 
in the amount of NOK 20 million, cf. Section 
7 of the Act and the Storting’s deliberation of 
the Fiscal Budget for 2008. This means, in 
view of the duties and responsibilities of Fol­
ketrygdfondet, that the company will there­
fore be meeting the requirements for own 
funds that apply to asset management compa­
nies, which may constitute an appropriate 
basis for comparison. It is intended for Folke­
trygdfondet to pay dividends on the contribu­
ted equity, with the first dividend payment 
being made in 2009. 

–	 The Ministry has, pursuant to Section 13 of 
the Act, appointed external auditors for Fol­
ketrygdfondet to audit the accounts of Folke­
trygdfondet and the management of the 
Government Pension Fund – Norway. Exter­
nal auditors were appointed on the basis of 
competitive tendering. An agreement has 
also been formed with the external auditors 
for a certification assignment concerned with 
confirming that the management of the 
Government Pension Fund – Norway has 
been conducted in compliance with the regu­
lations and guidelines laid down by the 
Ministry. 

Elements relating to the management of the 
Government Pension Fund – Norway 

–	 The Ministry has laid down new regulations 
on the management of the Government Pen­
sion Fund – Norway, in view of the need for 
certain technical adjustments to the former 
regulations, cf. the Regulations of 7 Novem­
ber 2007 No. 1228 relating to the manage­
ment of the Government Pension Fund – Nor­
way. The new regulations imply, inter alia, 
that the investment limits are formulated as a 
percentage of market value, with a bench­
mark portfolio and limits on the permitted 
tracking error being stipulated by the 
Ministry, as is the case for the Government 
Pension Fund – Global. 

–	 The Ministry has, pursuant to Section 10 of 
the Regulations, laid down guidelines supple­
menting the Regulations relating to the mana­
gement of the Government Pension Fund – 
Norway, cf. Appendix 8 to this Report. The 
guidelines contain more detailed provisions 
on, inter alia, the benchmark portfolio and 
the investment universe. The benchmark 
portfolio defined by the Ministry with effect 
from 1 January 2008 is based on the sub-ben­
chmark portfolios used by Folketrygdfondet 
in its equity and fixed-income management in 
2007, thus implying that the investment stra­
tegy is continued without major changes. 
This implies, inter alia, that the main index of 
the Oslo Stock Exchange is the benchmark 
portfolio for the Norwegian equity invest­
ments. The upper limit on the permitted 
tracking error between the actual portfolio 
and the benchmark portfolio has been fixed 
at 3 percentage points for the overall portfo­
lio. Furthermore, an equity portion of 60 pct. 
has been stipulated for the strategic bench­
mark portfolio (as measured by market 
value), whilst the portion to be invested in 
fixed-income securities has been stipulated at 
40 pct. The guidelines also contain provisions 
setting out requirements as to the manage­
ment and control of risk, reporting, etc. 
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Box 1.3 (cont.) 
–	 The Ministry has formed a management ment of the Government Pension Fund – Nor-

agreement with Folketrygdfondet that forma- way is concerned. The agreement governs 
lises the management duties, in line with that the duties of both Folketrygdfondet and the 
governing Norges Bank’s management of the Ministry when it comes to, inter alia, require-
Government Pension Fund – Global. The ments as to the exchange of information. The 
management agreement will, together with management agreement also specifies what 
statutes, regulations, supplementary guideli- compensation Folketrygdfondet will receive 
nes and Articles of Incorporation, govern the for its management of the Government Pen-
relationship between the Ministry of Finance sion Fund – Norway, cf. Appendix 8 to this 
and Folketrygdfondet as far as the manage- Report. 

scribed in more detail in Box 1.3. Chapter 5.8 to 
this Report contains a more detailed description 
of the implications of the new framework in terms 
of new requirements as to, inter alia, risk manage­
ment and reporting, and the handling thereof in 
the context of the Ministry’s supervision of the 
operational management effort.  

1.6 Sovereign Wealth Funds 

So-called Sovereign Wealth Funds (SWFs) can be 
characterised as government investment funds hol­
ding assets in foreign currency, with the operatio­
nal management being carried out separately from 
official foreign exchange reserves. SWFs include 
funds from, inter alia, China, Russia, the Middle 
East and Norway. Such funds often seek to achieve 
a higher return on their investments by investing 
in other asset classes than those commonly used in 
the traditional management of ordinary foreign 
exchange reserves. 

A number of Sovereign Wealth Funds have be 
established on the basis of revenues from the 
extraction of natural resources, as is the case with 
the Government Pension Fund – Global, whilst 
other funds may reflect the accumulation of for­
eign currency on the part of the State as the result 
of exchange rate policy. Uncertain estimates show 
that such funds hold aggregate assets of NOK 15 
– 20,000 billion in total, with the Government Pen­
sion Fund – Global being one of the largest. 

Sovereign Wealth Funds have recently being 
drawing mounting international attention. Such 
attention has been growing in line with the fact 
that certain of the funds have become relatively 
large, whilst the outlook ahead suggests conside­
rable additional growth. In addition, there is the 
fact that some of the funds have carried out large 
individual transactions that have attracted atten­

tion internationally. Several financial institutions 
that have been hit hard by the volatility that has 
characterised the international financial markets 
since the summer of 2007 have received major 
capital injections from Sovereign Wealth Funds in 
Singapore, the Middle East and China. 

Some Western countries, like the US and Ger­
many, have expressed a certain scepticism about 
the investment activities of government funds and 
companies dominated by governmental interests. 
These concerns have partly to do with the possibi­
lity that the funds may be an instrument for the 
promotion of national interests in the markets of 
other countries, by way of the investments of the 
funds being determined by political rather than 
commercial objectives. Particular concern has in 
this context arisen in relation to the acquisition of 
large, strategic ownership stakes within, inter alia, 
infrastructure and energy supplies. Concern that 
certain funds are motivated by non-commercial 
objectives is further reinforced by the fact that, 
generally speaking, many of the funds disclose 
little information about their investment activities. 

Another aspect that has been emphasised in 
the debate on Sovereign Wealth Funds is the 
potential for negative repercussions in internatio­
nal financial markets as the result of the funds’ 
size and limited openness, as the fear of unexpec­
ted, major changes to the portfolios of funds may 
lead to market turmoil. Lack of transparency may 
in this context reinforce investor uncertainty, and 
result in more pronounced market fluctuations. 

The Government Pension Fund – Global is in 
this context often referred to in positive terms, 
and cited as a standard for other funds. Key fac­
tors in this respect are a high degree of openness, 
the Fund’s role as a financial investor holding non­
strategic ownership stakes, an objective focused 
on maximizing the financial return on the Fund, a 
transparent and predictable set of ethical guide­
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lines premised on universal values, and clear lines 
of responsibility between political authorities and 
operational management. 

There are large differences between the vari­
ous government-controlled investment funds, in 
terms of their investment strategies, sizes and atti­
tudes to openness about their operational mana­
gement. A number of the funds are relatively 
restrictive when it comes to disclosing informa­
tion about their investments, which has resulted 
in demands for the regulation of, and restrictions 
on, foreign government ownership. Protectionist 
attitudes have been conspicuous in the internatio­
nal debate, and have raised concerns that indivi­
dual countries may go too far in the direction of 
restricting foreign government investments. The 
IMF and the OECD have been encouraged, in this 
context, to develop voluntary guidelines for best 
practise for government funds and recipient coun­
tries, respectively. 

Increased openness about the investment acti­
vities has been emphasised by several countries 
as important in order to limit the danger of “finan­
cial protectionism”. It has furthermore been sug­
gested that the Sovereign Wealth Funds should 
waive the right to exercise ownership rights in the 
companies in which they invest, although this 
may in principle impair the important effort to 
hold corporate management accountable. 

It is emphasised in the debate that Sovereign 
Wealth Funds with considerable assets under 
management represent a positive contribution to 
international financial markets. Typical shared 
characteristics include long investment horizons, 
low or no leverage, and the absence of short-term 
liquidity requirements. This implies that such 
funds can exhibit high risk tolerance and a good 
ability to handle short-term market fluctuations. 
At times when the financial markets are strongly 
influenced by short-term investors, government 
funds can therefore have a stabilising effect and 

contribute to improved liquidity, including in situ­
ations characterised by financial disturbances. 

The international debate on Sovereign Wealth 
Funds places a strong emphasis on a clear separa­
tion of roles between the owner (represented by 
political authorities) and the asset manager, and 
openness as to operational management. The 
management of the Government Pension Fund – 
Global emphasises professionalism and a high 
degree of openness, with the objective of genera­
ting high returns at a moderate level of risk. 
Openness is highlighted as a tool for building con­
fidence in its asset management, both domesti­
cally and internationally. Moreover, openness 
about the management of large funds is conside­
red to make a contribution to the stabilisation of 
global financial markets. The management of the 
Government Pension Fund – Global aims for best 
practise internationally, and the principles under­
pinning its ownership efforts are based on inter­
national standards like the UN Global Compact 
and the OECD guidelines on corporate gover­
nance and multinational companies. 

Norway participates actively in the internatio­
nal debate on Sovereign Wealth Funds, and sup­
ports the efforts of the IMF and the OECD in 
establishing of best practise guidelines for both 
government funds and the countries receiving the 
investments. There is also an effort to promote 
Norway’s views in the debate vis-à-vis relevant 
countries. It is emphasised, in this context, that 
well-functioning international financial markets 
are in everybody’s interest, and that the equal tre­
atment of investors, both private and public, is a 
fundamental principle in modern financial mar­
kets. The Government is of the view that the 
imposition of restrictions on investments from 
government funds, on top of those applicable to 
investors in general, is unwarranted, with the 
exception of those motivated by strictly limited 
national security considerations. 
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2 Analysis of the return and risk associated with the 
management of the Government Pension Fund 

2.1 Introduction 

When evaluating the management performance 
of the Government Pension Fund it is useful to 
distinguish between the return and risk resulting 
from general developments in the markets in 
which the Fund is invested, and the return and 
risk caused by the investment choices made by 
the manager in its active management effort. The 
general investment strategy for Norges Bank’s 
management of the Government Pension Fund – 
Global is expressed in the form of a benchmark 
portfolio defined by the Ministry. It follows from 
the analysis below that the Ministry’s decisions as 
to the investment strategy of the Fund are the 
main determinants of both the returns on the 
Fund and the variations in such returns. Until 
yearend 2007, the Ministry stipulated the strategy 
for Folketrygdfondet’s management of the Gov­
ernment Pension Fund – Norway in the form of 
general limits on investments in equities and 
fixed-income securities, whilst the more detailed 
benchmark portfolio for the measurement of 
return and risk was defined by the Board of Direc­
tors of Folketrygdfondet. As a result of the recent 
changes to the formal framework for Folketrygd­
fondet’s management of the Government Pension 
Fund – Norway, the Ministry has with effect from 
1 January 2008 established general investment 
limits through its choice of benchmark portfolio, 
as is being done for the Government Pension 
Fund – Global; see the more detailed discussion 
in Section 1.5. 

Norges Bank and Folketrygdfondet can, in 
their management of the Government Pension 
Fund, deviate from the defined benchmark portfo­
lio for purposes of generating excess return, 
within a limit for permitted tracking error. The 
analysis below shows that Norges Bank has gen­
erated excess returns through its active manage­
ment every year since 1998, with the exception of 
2007. Folketrygdfondet’s management perform­

ance for the Government Pension Fund – Norway 
shows that it has achieved an excess return for 
the period 1998–2007 as a whole, although the 
return on the Fund has in some years been lower 
than the return on the benchmark portfolio. 

The objective that the Fund should act as a 
financial investor applies to both the Government 
Pension Fund – Global and the Government Pen­
sion Fund – Norway. The investment universe of 
the Global part of the Fund is much broader than 
that of the Pension Fund – Norway, which is pri­
marily invested in the Norwegian securities mar­
ket. The fact that Folketrygdfondet is, in its capac­
ity of manager of the Fund’s assets, a large player 
in a relatively small capital market may impose 
certain limitations as far as the scope for major 
changes to the composition of the portfolio over 
short periods of time is concerned. 

The Government Pension Fund has a long 
investment horizon and a well-entrenched invest­
ment strategy. Consequently, short-term market 
fluctuations are of minor importance. This is dis­
cussed in more detail in Chapter 1. The Ministry 
therefore emphasises performance developments 
for the Fund over time in its analysis. 

The performance analysis in this chapter is 
based on nominal return data, since one wanted to 
compare the management performance with the 
return on a benchmark portfolio, for which pur­
pose adjusting the return data for inflation would 
not have provided much additional information; 
see Section 1.2. For purposes of the statistical 
analyses in the performance discussion below, the 
average return on the Government Pension Fund 
– Global and the Government Pension Fund – 
Norway has in this chapter been calculated as an 
arithmetic average, based on monthly return data. 
In Section 1.2 the return was calculated geometri­
cally, in line with the return data reported in the 
annual reports of Norges Bank and Folketrygd­
fondet. 
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2.2	 Management performance for 
the Government Pension Fund – 
Global1 

2.2.1	 Developments in the benchmark 
portfolio of the Government Pension 
Fund – Global 

The benchmark portfolio of the Government Pen­
sion Fund – Global is a broad-based portfolio of 
equities and bonds that are spread across many 
geographical regions and sectors. Consequently, 
the return on the benchmark portfolio reflects 
general price developments in the international 
securities markets. The actual composition of the 
benchmark portfolio consists of indices from the 
providers FTSE and Lehman Brothers for equities 
and bonds, respectively.2 

The return on the Government Pension Fund 
– Global can be measured in both Norwegian kro­
ner and in the Fund’s currency basket.3 The 
return as measured in Norwegian kroner is influ­
enced by how the Norwegian krone exchange 
rate develops relative to the currencies in which 
the Fund is invested. If the Norwegian krone 

1	 The performance analysis is based on data from Norges 
Bank and calculations using such data, carried out by the 
Ministry of Finance. 

2	 The benchmark portfolio comprises equities included in the 
index FTSE Global Equity Index Series All Cap. A modified 
version of this index is used for management purposes, 
encompassing 27 countries. The benchmark portfolio 
furthermore comprises bonds included in the indices Leh­
man Global Aggregate and Lehman Global Real. The bench­
mark indices for bonds encompass the currencies of 21 
countries. 

3	 When the return is measured in foreign currency, the return 
in individual currencies is weighted together in accordance 
with the weights the benchmark portfolio of the Fund. 
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Figure 2.1 The risk associated with the 

Government Pension Fund – Global. Rolling twelve 

months standard deviations of returns for the 

benchmark portfolios of the Fund. Local currency. 

Per cent 

Source: Ministry of Finance and Norges Bank 

exchange rate depreciates, on average, as against 
these currencies, the return on the Fund as mea­
sured in kroner will be higher than the return on 
the Fund as measured in the Fund’s currency bas­
ket. This is because there will arise, when conver­
ting the foreign exchange value of the Fund to 
Norwegian kroner, a gain as measured in kroner 
as the result of the depreciation of the Norwegian 
krone. At the same time, the variations in the 
return as measured in kroner will normally be 
more pronounced than the variations in the 
return as measured in local currency, which 
reflects the fact that the variations in any indivi-

Table 2.1 Average annual return and annual standard deviation of returns on the benchmark portfolio of the 

Government Pension Fund – Global, as measured nominally in local currency. Per cent 

1998–2007 2003–2007 2005–2007 2007 

The benchmark portfolio 
Average return per year 5.59 8.27 7.22 4.46 
Standard deviation 5.02 3.66 3.30 3.30 
The equity benchmark 
Average return per year 7.10 14.78 13.68 5.90 
Standard deviation 13.91 9.00 8.26 9.02 
The fixed-income benchmark 
Average return per year 4.96 3.95 3.11 4.21 
Standard deviation 3.08 3.10 2.59 2.68 

Source: Ministry of Finance and Norges Bank 
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Box 2.1 Decomposition of the risk associated with the benchmark portfolio 

Decompositions of risk provide information on, 
for example, what asset classes, regions and 
countries make the largest contributions to the 
risk of a portfolio. Various methods of decompo­
sition have been established, with one of the 
methods (marginal decomposition) being cha­
racterised by the sum of the risk contributions 
being equal to the overall volatility of the portfo­
lio. The contribution from an asset class, region 
or country depends on the volatility on each 
individual decomposition segment, the correla­
tions between the returns on the various seg­
ments, and the weight carried by each segment 
in the benchmark portfolio. Everything else 
being equal, the risk contribution will increase 
with increasing weight and volatility.  

This type of decomposition can be inter­
preted in the following manner: Assume that all 
segments of the portfolio are adjusted up or 
down by a small amount. The decomposition 
shows how much of the increase (reduction) in 
risk resulting from the adjustment can be attrib­
uted to the various segments in the portfolio. 

The Government Pension Fund – Global 

The strategic benchmark portfolio of the 
Government Pension Fund – Global comprises 
60 pct. equities and 40 pct. bonds. Table 2.2 
shows what contributions these asset classes 
make to the overall risk associated with the ben­
chmark portfolio, which is estimated at 9.8 pct. 
based on historical simulations on data for the 
period 1900 – 2006, cf. Table 3.1 in Chapter 3. 

Table 2.2 Contributions from asset classes to 

the overall risk associated with the Government 

Pension Fund – Global. Local currency 

Asset classes Percentage points Relative share 

Bonds 1.3 13.6 
Equities 8.5 86.4 
Total 9.8 100.0 

Source: Ministry of Finance 

Table 2.3 Regional distribution of investments 

for the Government Pension Fund – Global. Local 

currency 

Regional weights Total Equities Bonds 

Asia 11.0 15.0 5.0 
Americas  35.0  35.0  35.0  
Europe  54.0  50.0  60.0  
Total 100.0 100.0 100.0 

Source: Ministry of Finance 

1.3 percentage points of this can be attributed to 
the bond portfolio, whilst the remainder can be 
attributed to the equity portfolio. Equities carry 
a weight of 60 pct. in the benchmark portfolio, 
but account for 86 pct. of the overall risk associa­
ted with the portfolio. The high risk contribution 
from the equity portfolio reflects the facts that 
the volatility in the stock market is considerably 
higher than in the bond market. 

Table 2.3 shows the regional weights for the 
equity and bond portfolios and for the overall 
Fund. It follows from the Table that just over 
half of the overall investments of the Fund are 
made in Europe, whilst 11 pct. is invested in Asia 
and 35 pct. in the Americas. Table 2.4 shows 
how the risk associated with the Fund is distri­
buted across regions. It follows from Tables 2.3 
and 2.4 that there is a good match between the 
regional weights and the risk contributions from 
the various regions. 

Table 2.4 Risk contributions from different regi­

ons to the Government Pension Fund – Global. 

Local currency 

Regions Percentage points Relative share 

Asia 1.0 10.0 
Americas 3.5 35.8 
Europe 5.3 54.2 
Total 100.0 100.0 

Source: Ministry of Finance 
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Box 2.1 (cont.) 

It follows from Table 2.5 that a third of the Table 2.5 Risk contributions from selected coun­
overall risk associated with the Fund relates to tries to the Government Pension Fund – Global. 
the stock and bond markets in the US. Close to Local currency 
20 pct. of the overall risk can be attributed to the 
stock and bond markets in the UK. The Table Country Percentage points Relative share 

shows that the exposure of the benchmark port- Japan 0.7 7.3 
folio to six countries contributes more than 80 US 3.2 33.1 
pct. of the absolute volatility of the portfolio. One France 0.9 8.8 
interpretation of this is that developments in the Germany 0.9 8.7 
stock markets in these six countries are the pri- Italy	 0.5 4.6
mary drivers behind most of the variation in the 
returns on the Fund. UK 1.9 19.2 

Total 8.0 81.8 

Source: Ministry of Finance 

dual currency will typically exceed the fluctua­
tions in a basket of currencies.4 

Since the international purchasing power of the 
Fund remains unaffected by changes to the Norwe­
gian krone exchange rate, the performance evalua­
tion below focuses on the return as measured in 
local currency. Table 2.1 shows that the average 
return on the benchmark portfolio of the Govern­
ment Pension Fund – Global over the last five years 
was 8.3 pct., as measured in the Fund’s currency 
basket, which is clearly higher than the average 
return for the period 1998-2007 as a whole (5.6 pct.). 

Developments in the equity benchmark have 
been particularly strong over the last five years, with 
an average return of close to 15 pct., which is about 
twice the average annual return over the period 
1998-2007. The benchmark portfolio for fixed-
income securities has registered relatively low 
returns over the same period (almost 4 pct.), when 
compared to both normal returns in the fixed-
income market and the return in the stock market. 

The relatively high return on the benchmark 
portfolio for equities over the last few years 
reflects, inter alia, the increase in stock prices 
internationally over this period. At the same time, 
the fluctuations in the stock market have been rel­
atively modest, cf. Figure 2.1. Calculations based 
on return sets that cover long time periods indi­
cate that the normal volatility of the stock market 
is about 15 pct., as measured by the annual stand­
ard deviation of returns. 

4	 See Box 2.6 in Report No. 24 (2006-2007) to the Storting for 
a more detailed analysis of the difference between the return 
on the Fund as measured in local currency and in kroner, 
based on figures for the period 1998-2006. 

Analyses of contributions to risk, as distrib­
uted across asset classes and countries, show that 
developments in the stock markets in six coun­
tries drive most of the variations in the return on 
the Fund; see the more detailed discussion in Box 
2.1. This is closely related to the size of these mar­
kets, and the fact that the risk associated with 
equities is higher than that associated with invest­
ments in fixed-income instruments. 

The return on the benchmark portfolio of the 
Fund can be calculated as the sum of the return 
on the equity benchmark, weighted with the 
equity portion, and the return on the fixed-income 
benchmark, weighted with the bond portion. 
However, the risk associated with the benchmark 
portfolio is lower than the weighted sum of the 
risk associated with the equity benchmark and 
the risk associated with the fixed-income bench­
mark, which is a reflection of the fact that there 
has been a relatively low degree of covariation 
between returns in the stock and fixed-income 
markets. This effect is referred to as a diversifica­
tion benefit, which crudely can be estimated to 
around 3 percentage points.5 

The statistical characteristics of the rate of 
return are of key importance to the performance 
evaluation in terms of, inter alia, the issue of 
whether the standard deviation of returns is a 
good measure of risk, and whether one thus can 
make probability statements on the basis of the 
standard deviation. This is discussed in more 
detail in Box 2.2. 

5	 See Box 2.7 in Report No. 24 (2006-2007) to the Storting for 
a more detailed calculation of the diversification benefit of 
the Government Pension Fund – Global. 
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Box 2.2 Return, risk and the normal distribution 

Risk is a measure that says something about the 
probability of an event and the consequence the­
reof (in the form of, for example, a loss or gain). 
There are various dimensions to risk. One 
dimension distinguishes between risk that can 
be quantified and risk that is more difficult to 
quantify. One example of the former is the 
quantification of the market risk associated with 
investments in the securities market, which is 
relatively well developed (but nevertheless 
requires discretionary assessments to be 
made). Another dimension has to do with time. 
One example is an investment that generates a 
future and uncertain cash flow over several time 
periods. 

An investment may, generally speaking, have 
an unlimited number of outcomes, from an infi­
nitely large gain to the loss of the entire invest­
ment, with a positive probability attaching to all 
combinations between these two extremes. The 
entire distribution of possible outcomes for the 
future returns on an investment is in principle of 
relevance to an investor in his assessment of the 
future return and risk. The choice between 
uncertain investment alternatives will therefore 
be a choice between different probability distri­
butions. 

A number of statistical probability distribu­
tions have been established, which are 
described through mathematical expressions. 
When an investor is to make a choice between 
various investment alternatives, the investor’s 
degree of risk aversion will be of decisive impor­
tance to such a choice. Consequently, invest­
ment choice is based on an interlinkage between 
subjective probabilities and risk preferences. 

The standard deviation of returns is one way 
of quantifying the risk associated with an invest­
ment, and is determined by potential future out­
comes and the probability that the various out­
comes will occur. It is a good measure of risk in 
those cases where the sample space for future 
returns is symmetrically distributed around the 
expected return. The standard deviation is also a 
risk measure that is consistent with a specific 
type of risk preferences, which implies that the 
specific form of the probability distribution of 
the return is of no importance. If an investor has 
the choice between two investments that offer 
the same expected return, but have different 
standard deviations, an rational and risk adverse 

investor would opt for the investment with the 
lowest standard deviation. 

The most widely known statistical probabil­
ity distribution is the normal distribution, which 
is characterised by the fact that the entire distri­
bution can be described by way of the elements 
expectation and variance. If the expected return 
and standard deviation on the investment are 
known, one can compute the probability of 
observing a given return that is lower than a 
given level (for example 5 pct.), or the probabil­
ity that the return will fall within a specific range 
(for example between 5 and 15 pct.). The normal 
distribution is symmetric around the expecta­
tion, which implies, for the case where the 
expected return is nil, that the probability of 
observing a future return that is positive is equal 
to the probability of observing a return that is 
negative. 

For certain types of investments it will be the 
case that there is a higher probability of observ­
ing very high rates of return, whilst the opposite 
may be the case for other types of investments. 
The concept of skewness (the third element of a 
distribution) is used to describe this aspect of 
the probability distributions, in addition to 
expectation and variance. The normal distribu­
tion is symmetric, and consequently exhibits no 
skewness. In other words, the estimated skew­
ness for the normal distribution will always be 
equal to nil. When there is a higher (lower) 
probability of observing low than high future 
rates of return, the skewness measure will be 
negative (positive). Investors will, ceteris pari­
bus, prefer investments featuring probability dis­
tributions that are skewed to the right, i.e. that 
the probability of good and very good returns is 
high, whilst the probability of large losses is low. 

Empirical analyses of returns in the securi­
ties markets indicate that very low and very 
high returns occur more frequently than one 
would expect if the rates of return were nor­
mally distributed. This characteristic is 
described through the concept of kurtosis (the 
fourth element of the probability distribution). 
The kurtosis of the normal distributions can be 
computed at 3, thus implying that probability 
distributions with a computed kurtosis in excess 
of 3 are said to exhibit excess kurtosis. Low and 
high rates of return occur more frequently for 
such probability distributions than one would 
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Box 2.2 (cont.) 
normally expect. This phenomenon is often 
referred to as ”fat tails”, since such distributions 
exhibit more weight (probability mass) at the 
tails than does the normal distribution. 

The empirically observed fat tails are often 
registered in connection with shocks in the 
securities markets, whilst skewness to the left 
can be explained by these shocks being asym­
metric. Consequently, negative excess kurtosis 
implies that the probability distribution has slim­
mer tails than does the normal distribution, or 
that the probability of observing low and high 
rates of return is lower than it would be under a 
normal distribution. Investors will, ceteris pari­
bus, prefer probability distributions that are 
characterised by slim tails, because more weight 
is attached to low returns than high returns (i.e. 
risk aversion). 

Figure 2.2 illustrates three different proba­
bility distributions; one normal distribution, one 
distribution that is skewed to the right and one 
distribution that features more weight at the 
tails than does the normal distribution. 

It follows from the chart that the distribution 
which is skewed to the right exhibits a limited 
downside and a large upside. Furthermore, the 
distribution with fat tails exhibits the same 
expectation as the normal distribution, but a 
considerably higher probability of both high and 
low returns. 

If the return can be described by way of the 
normal distribution, the standard deviation will 

provide an adequate measure of risk. One can in 
such a case estimate the probability of all poten­
tial outcomes on the basis of the estimated 
standard deviation. In those cases where the dis­
tribution of returns exhibits skewness or has fat 
tails, the standard deviation will not provide an 
adequate risk measure since it will be difficult to 
give good estimates on the probability of observ­
ing the various outcomes. 

When modelling the risk associated with an 
investment, the normal distribution will often be 
adopted as a frame of reference. Nevertheless, 
the normal distribution will only provide an 
approximation that offers a more adequate 
description of returns during some periods than 
during others, and that is appropriate for certain 
types of financial instruments, but less suitable 
for others. For example, the returns on options 
and securities featuring inherent optionality do 
not match the normal distribution, since an 
option is a right, and not an obligation. Conse­
quently, an option will exhibit an asymmetric 
return structure. Another example of returns that 
cannot be described by the normal distribution is 
provided by so-called investment grade bonds, 
where the potential for appreciation in value is 
limited, whilst one can at the same time risk los­
ing the entire investment if the enterprise (that 
has issued the bond) goes into liquidation. Conse­
quently, the return distribution for this type of 
investment tends to be skewed to the left. 

There exists no unique measure of the risk 
associated with an investment. The risk associ­
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Figure 2.2 Probability distributions 

Source: Ministry of Finance 

ated with an investment should therefore be illu­
minated by way of different methods in order to 
create a more comprehensive impression. The 
analysis of the return and risk associated with an 
investment portfolio uses, inter alia, methods 
like the standard deviation of returns, Value-at-
Risk (VaR), stress tests, scenario building and 
historical simulation. Stress testing involves the 
computation of the effect of significant declines 
in the value of individual risk factors, for exam­
ple the stock or bond market globally, regionally 
or locally. Historical simulations compute the 
effect on the value of the portfolio if negative his­
torical events, for example the Depression in the 
1930s or the stock market crash in 1987, were to 
be experienced anew, cf. Box 1.2 in Chapter 1. 
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A. Histogram over the rates of return on 
the benchmark portfolio 

C. Empirical cumulative probability distribution of 
the returns on the benchmark portfolio 
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Figure 2.3 Distribution characteristics of the monthly nominal return (measured in local currency) on the 

benchmark portfolio of the Government Pension Fund – Global. 

Source: Ministry of Finance and Norges Bank 

The realised risk, as measured by the stan­
dard deviation of returns, provides a good 
description of the risk associated with the ben­
chmark portfolio of the Fund if the rates of 
return are normally distributed. Figure 2.3a 
shows the monthly rates of return on the ben­
chmark portfolio of the Government Pension 
Fund – Global plotted in a histogram, in which 
has also been drawn a normal distribution 
curve with the same average return and risk as 
the benchmark portfolio. The chart indicates 

that the returns have been skewed to the left 
and has fat tails. 

Figure 2.3b shows the monthly rates of return 
of the overall benchmark plotted in a so-called QQ 
plot (quantile-to-quantile). If the rates of return are 
normally distributed, one would expect them to 
plot along a straight line from the lowest to the hig­
hest observed return. The chart indicates that the 
assumption of normally distributed rates of return 
is not justified, inasmuch as the lowest observed 
rates of return are lower than one would normally 
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expect. Statistical tests confirm that there are signs 
of skewness to the left for the benchmark portfolio 
of the Fund and for the equity benchmark for the 
entire period as a whole. There are also indications 
of fat tails in the return on the equity benchmark 
for the entire period as a whole. Statistical tests for 
the assumption of normality (Jarque-Bera) show 
that the null hypothesis of normally distributed 
rates of return can be rejected for the benchmark 
portfolio of the Fund and for the equity benchmark 
for the entire period as a whole, but not for the 
fixed-income benchmark. However, another test 
for normality (Lilliefors) shows that one cannot 
reject the hypothesis of normally distributed rates 
of return. An overall assessment suggests, against 
this background, that one should be somewhat 
cautious about basing probability statements con­
cerning the risk associated with the overall bench­
mark of the Fund and the equity benchmark on the 
standard deviation. 

It is common to find that the assumption of 
normally distributed rates of return fits better 
when returns are measured over longer periods. 
The assumption is, for example, more appropriate 
for annual return data than for monthly return 
data. 

In principle, one would like to make use of the 
full probability distribution of the rates of return 
to shed light on the risk associated with the 
benchmark portfolio of the Fund. Figure 2.3c 
shows the empirical cumulative probability distri­
bution of returns on the benchmark portfolio and 
the two sub-benchmarks. The minimum return on 
the Fund is calculated at about -4 pct. and the 
maximum monthly return at about 3.5 pct. The 
variance is considerably higher for the equity 
benchmark, whilst it is a bit smaller for the fixed-
income benchmark. The chart illustrates that the 
return on the overall benchmark has been lower 
than -2 pct. in 10 pct. of all months.6 

The information in the above chart can also be 
presented in a percentile diagram, cf. Figure 2.3d. 
The chart makes it easier to attach probabilities to 
various outcomes. The chart shows e.g. that the 
return on the benchmark portfolio of the Fund 
has been no higher than -2 pct. in 10 pct. of the 
months, whilst the return on the equity bench­
mark has been no higher than -5 pct. in 10 pct. of 

6	 It is difficult to convert these findings into annual effects by, 
for example, increasing the monthly effects by a factor of 12. 
This is because it is unlikely that one would observe 12 iden­
tical empirical probability distributions (unless one adopts 
the assumption that the rates of return are perfectly autocor­
related, which the realised values demonstrate not to be the 
case). 

the months, as compared to -1.5 pct. on the fixed-
income benchmark. 

The autocorrelation of the rates of return 
describes how the rates of return on the bench­
mark portfolio of the Fund are related over time, 
i.e. whether it is the case that a high (low) return 
in a given month is followed by a high (low) 
return over the subsequent months. The analysis 
assumes that monthly risk figures, as measured 
by the standard evaluation of returns, can be 
annualised by way of the square root formula. 
Such scaling implies that linear independency 
over time is assumed for the rates of return. 

Calculations made by the Ministry suggest 
that there is a relatively low degree of time 
dependence in the rates of return on the bench­
mark portfolio and the sub-benchmarks of the 
Fund. Statistical tests for autocorrelation (Ljung-
Box) show that the hypothesis of linear indepen­
dence over time in the rates of return cannot be 
rejected for any of the periods or sub-bench­
marks. This is discussed in more detail in a sepa­
rate documentation memorandum, which will be 
been posted on the Ministry of Finance’s website 
(www.government.no/spf). 

2.2.2	 Developments in the actual portfolio of 
the Government Pension Fund – Global 

The actual portfolio of the Government Pension 
Fund – Global deviates somewhat from the bench­
mark portfolio defined by the Ministry. The dis­
crepancies mainly reflect active investment deci­
sions on the part of Norges Bank, the objective of 
which is to achieve a higher return on the actual 
portfolio than on the benchmark portfolio, within 
the limits represented by the permitted tracking 
error.7 The return on, and the risk associated 
with, the Government Pension Fund – Global may 
therefore deviate from the return and risk associ­
ated with the benchmark portfolio of the Fund. 

Table 2.6 shows that the average annual return 
on the Government Pension Fund – Global over 
the five-year period 2003-2007 was 8.7 pct., which is 
noticeable higher than the average annual return 
for the last decade as a whole. At the same time, 
the fluctuations in the return on the Fund have 
been on a low level when compared to what was 
the norm for the period 1998-2007. 

7	 There may also be more technical reasons for the discrepan­
cies, hereunder that it is difficult to achieve a composition of 
the actual portfolio that is at all times identical to the bench­
mark portfolio, as well as transaction costs implying that it 
will not always be desirable to have a composition of the 
actual portfolio that is identical to the benchmark portfolio. 
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Table 2.6 Average annual return and annual standard deviation of returns on the Government Pension Fund 

– Global, as measured nominally in local currency. Per cent 

1998–2007 2003–2007 2005–2007 2007 

Actual portfolio 
Average return per year 5.99 8.65 7.53 4.24 
Standard deviation 5.15 3.82 3.60 3.74 
The equity portfolio 
Average return per year 7.85 15.59 14.66 7.03 
Standard deviation 14.12 9.24 8.70 9.36 
The fixed-income portfolio 
Average return per year 5.05 3.98 2.89 2.95 
Standard deviation. 3.05 3.04 2.45 2.35 

Source: Ministry of Finance and Norges Bank 

The return on the equity portfolio has been 
relatively high over the last five years. The last 
five years saw an average annual return of 15.6 
pct., which is about twice the average return over 
the period from 1998 until 2007. The return on the 
fixed-income portfolio has been relatively low 
over the last five years (4 pct. when measured as 
an annual average). 

It follows from Tables 2.1 and 2.6 that the 
average return on the actual portfolio is somew­
hat higher than the return on the benchmark 
portfolio for the period 1998-2007 as a whole, cf. 
Figure 2.4. At the same time, the risk, as measu­

red by the standard deviation of returns, has been 
somewhat higher for the actual portfolio than for 
the benchmark portfolio. The excess return on 
the Fund, which is the difference between the 
return on the actual portfolio and that on the ben­
chmark portfolio, is discussed in more detail in 
Section 2.2.3. 

The high degree of correlation between the 
return and risk associated with the Fund and the 
return and risk associated with the benchmark 
portfolio is illustrated in Figures 2.5 and 2.6. 
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Figure 2.5 Returns on the Government Pension 
Figure 2.4 Accumulated return on the Fund – Global and the benchmark portfolio of the 
Government Pension Fund – Global. Local currency. Fund. Monthly return data, 1998–2007. Local 
Index by yearend 1997 = 100 currency. Per cent 

Source: Ministry of Finance and Norges Bank Source: Ministry of Finance and Norges Bank 
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Risk 
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Figure 2.6 Rolling twelve-months standard 

deviations of returns for the Government Pension 

Fund – Gloal and the benchmark portfolio of the 

Fund. 1998–2007. Local currency. Per cent 

Source: Ministry of Finance and Norges Bank 

Both the level of returns and the variations in 
returns are about the same for the two portfo­
lios. 

The charts indicate that both the return and 
the variations in the return on the Fund are 
mainly determined by the decisions relating to 
the establishment of the general investment 
strategy of the Fund, as operationalised through 
the formulation of the benchmark portfolio. 
Analyses show that between 90 and 95 pct. of the 
return on the Fund may be attributed to the 
choices made by the Ministry in designing the 
investment strategy of the Fund, whilst the 
remaining 5-10 pct. may be attributed to the 
investment choices made by Norges Bank within 
the guidelines laid down by the Ministry. Moreo­
ver, the correlation between the return on the 
Fund and the return on the benchmark portfolio 
has been very close to 1 (perfect positive corre­
lation), and the variations in returns on the 
benchmark portfolio have explained more than 
99 pct. of the variations in returns on the Fund. 
These analyses are discussed in more detail in 
Boxes 2.3 and 2.4. 

The factor analysis in Box 2.4 provides a basis 
for evaluating the skilfulness of asset manage­

ment. The analyses show that the equity portfolio 
of the Global part of the Pension Fund has, inter 
alia, been overexposed to small-cap companies 
relative to large-cap companies. The Ministry will 
in future seek to expand the factor analysis by 
including other systematic risk factors. 

There are indications of skewness to the left in 
the rates of return on both the actual portfolio and 
the equity portfolio for the entire period as a 
whole. There are also suggestions of fat tails in 
the rates of return on the equity portfolio for the 
entire period. One of the tests for normality shows 
that the hypothesis of normally distributed rates 
of return for both the total portfolio and the equity 
portfolio for the entire period as a whole can be 
rejected, whilst the other statistical test shows the 
opposite outcome. Furthermore, statistical tests 
show no indications of autocorrelation in the rates 
of return on the actual portfolio. 

2.2.3	 Developments in the difference 
portfolio of the Government Pension 
Fund – Global 

The return on the difference portfolio of the Gov­
ernment Pension Fund – Global is defined as the 
return on the actual portfolio of the Fund less the 
return on the benchmark portfolio. The excess 
return provides a measure of the magnitude of 
the contribution made by Norges Bank’s active 
management effort to the overall return on the 
Fund. 

When using the return on the benchmark 
portfolio to assess the outcomes from Norges 
Bank’s active management, one has, at the same 
time, to be aware that one would not necessarily 
have managed to achieve the return on the bench­
mark portfolio by just managing the Fund close to 
index. Pure index management would incur trans­
action costs whenever the composition of securi­
ties in the benchmark portfolio changed, when 
there was an inflow of capital to the Fund and 
when there were changes to the Fund’s invest­
ment strategy. At the same time, index manage­
ment may generate relatively high lending 
income from securities in the portfolio. Such lend­
ing income may in large part cancel out the regu­
lar transaction costs associated with index man­
agement. 

Table 2.11 shows the average excess return 
and the standard deviation of the excess return 
(actual tracking error) over the period 1998–2007, 
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Box 2.3 The relationship between the return on the Fund and the return on the benchmark 
portfolio 

The relationship between the return and risk 
associated with the investments of the Pension 
Fund and the return and risk associated with the 
benchmark portfolio can be analysed in several 
ways. A frequently used method is to calculate 
the portfolio’s tracking error, which describes 
the variation in excess returns. A low tracking 
error will normally indicate that the Fund and 
the benchmark portfolio comprise more or less 
the same securities, and that the various securi­
ties carry more or less the same weight in the 
portfolios. The actual portfolio and the bench­
mark portfolio will in such case have relatively 
similar statistical characteristics, which results 
in a low tracking error. 

Another method is to estimate the absolute 
volatility of the two portfolios, and to thereafter 
compare the two levels. If the level of absolute 
volatility of the actual portfolio is approximately 
the same as the level of absolute volatility of the 
benchmark portfolio (at a given date and over 
time), this will indicate that the two portfolios 
also share relatively similar characteristics. It 
may, at the same time, indicate that there is lim­
ited covariation between the return on the active 
positions and the return on the benchmark port­
folio. 

A third method of analysis is to calculate the 
correlation between the return on the Fund and 
the return on the benchmark portfolio. A high 
correlation implies that the return on the Fund 
is high (low) when the return on the benchmark 
portfolio is high (low). If the correlation coeffi­
cient equals 1, the degree of covariation is said 
to be perfectly positive. 

The relationship between the two portfolios 
can also be analysed by way of a fourth method, 
which is arrived at by bringing together the sec­
ond and the third method. The method is based 
on the so-called beta (i.e. a statistical and finan­
cial concept), which is defined as the product of 
the ratio between the volatility of the actual port­
folio and the volatility of the benchmark portfo­
lio and the correlation between the return on 
the two portfolios. Since the correlation coeffi­
cient cannot be higher than 1, a covariation 
between the two portfolios of less than 1 implies 
that the Fund’s beta relative to the benchmark 

portfolio will also be less than 1, unless the vola­
tility of the Fund exceed the volatility of the 
benchmark portfolio. When beta equals 1, there 
are indications of equality between the two port­
folios. 

A fifth method, based on the above four 
methods, involves estimating a linear relation­
ship between the return on the Fund and the 
return on the benchmark portfolio by way of sta­
tistical methods, cf. equation (1) below. The 
dependent variable features on the left side of 
the equation, and is represented as the differ­
ence between the return on the portfolio (Rpf,t) 
and a so-called risk-free rate of interest (Rrf,t). 

The explanatory variable on the right side of 
(1) is defined as the difference between the 
return on the benchmark portfolio (Rbm,t) and 
the risk-free rate of interest. Both the dependent 
and the independent variable are assumed to be 
known. The two parameters α (alpha) and β 
(beta) can be estimated by way of, for example, 
the method of least squares. ε (epsilon) is the 
error component of the equation, and expresses 
how ”well” the return on the benchmark portfo­
lio explains the return on the Fund. 

Beta is the slope of a straight line. A portfolio 
comprising various securities such that beta is 
higher than 1, will on average achieve a higher 
return than the benchmark portfolio in periods 
of strong price development in the securities 
markets, with the opposite being the case in 
periods of relatively weak market development. 
The relationship is the opposite when the beta is 
lower than 1. 

Alpha represents the intercept of the straight 
line with the y-axis, and is a measure of the 
excess return achieved after adjustment for the 
Fund’s (beta-) exposure to the benchmark port­
folio. The so-called capital asset pricing model 
(CAPM) allows one to calculate alpha as a meas­
ure of the Fund’s risk adjusted excess return, 
which can thereby be used as a measure of the 
skilfulness characterising active management. 
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Box 2.3 (cont.) 

The statistical model represented by equa- provide investors with any income supplement 
tion (1) assumes a linear relationship between during those periods when there is the greatest 
the return on the Fund and the return on the need for income transfers, whilst they provide 
benchmark portfolio. Furthermore, only one an income supplement during periods when 
explanatory factor is assumed. There is in finan- there is less of a need for such transfers. Conse­
cial theory a degree of agreement that the quently, investments in small-cap companies 
expected return on securities and portfolios of serve to reinforce the variations in the consump­
securities will normally depend on other factors tion of households. Financial theory argues that 
in addition to the market return, for which cor- a price is put on this characteristic in equili­
rections should be made when calculating the brium. In order for investors to be willing to 
risk-adjusted return. However, the relevant risk invest in such equities, the expected return on 
factors have not been unambiguously identified, the equity investment has to be higher than the 
nor has there been established any clear theo- return on the market in general, and on large­
retical explanation for why certain risk factors cap companies in particular. 
are priced in equilibrium (i.e. are relevant as an The following equation can be estimated on 
explanatory factor), whilst others are not. this basis: 

The contributions of small-cap companies to the 
excess return 

Empirical surveys show that small-cap compa- The left side of the equation expresses the 
nies have at times achieved higher returns than difference between the return on the actual 
have large-cap companies. Financial theory has portfolio in a given month and a risk-free rate of 
sought to link this observation to equilibrium interest for the same month. The first explana­
models for the pricing of financial assets. The tory factor is the difference between the return 
intuition behind this the relationship is that the on the benchmark portfolio and the risk-free 
marginal utility of consumption is high (low) rate of interest in a given month. The second 
when growth in the economy is low (high). explanatory factor is the difference between the 
Small-cap companies have a higher probability return on a portfolio comprising small-cap com­
of going into liquidation in times of weak econo- panies and a portfolio comprising large-cap com­
mic growth when compared to large-cap compa- panies. 
nies. Consequently, small-cap companies do not 
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Box 2.4 Factor analysis for the Government Pension Fund – Global 

Figure 2.7 shows the relationship between the 
return on the actual portfolio of the Government 
Pension Fund – Global and the benchmark port­
folio of the Fund. There is a clear positive relati­
onship between the rates of return, and the dis­
tance between the dots and the straight line is 
short. Thus, the variation in the return on the 
benchmark portfolio explains a significant part 
of the variation in the return on the Fund. 

Table 2.7 summarises the regression fin­
dings for the overall Fund and for the two sub-

portfolios. The first row of the Table shows the 
average annual excess return as measured in 
basis points (1 basis point = 0.01 pct.). Thereaf­
ter follow the alpha and beta estimates. The beta 
of the Fund is calculated on the basis of monthly 
rates of return for the period January 1998 – 
December 2007, and can be estimated at 1.02 
(which is significantly higher than 1). The Table 
further shows that the variations in the return 
on the benchmark portfolio explain more than 
99 pct. of the variations in the return on the 
Fund (see the estimate for R-squared). The 
actual tracking error is calculated at 0.42 pct. 
(41,87 basis points), whilst the standard devia­
tion of the error components from the regres­
sion is estimated at 0.40 pct. (40,25 basis points). 
The difference between these two variables is a 
measure as to how much of the excess return on 
the Fund is explained by the regression. In 
these cases the regressions explains a very limi­
ted part of the variations in the excess return. 

Alpha is estimated at 0.34 pct. (34,37 basis 
points). This is a measure as to how much 
higher the return on the Fund has been than the 
return on a (fictitious) index-managed portfolio 
with a beta of 1.02. The estimate for alpha is sta­
tistically significantly larger than nil. 

Table 2.8 shows how large a part of the port­
folios’ tracking error can be attributed to the dif­
ference between the beta of the Fund and the 
beta of the benchmark portfolio. 8 pct. of the 
tracking error for the overall Fund can be attrib­
uted to the beta discrepancy. The residual is 
caused by other factors, hereunder other sys­
tematic factors (cf. below). 

Figure 2.7 The relationship between the return 

on the Government Pension Fund – Global and 

the return on the benchmark portfolio of the 

Fund. 1998-2007. Local currency. Per cent 

Source: Ministry of Finance and Norges Bank 
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Table 2.7 Regression findings under the 1-factor model for the Government Pension Fund – Global. Basis 

points (1 basis points = 0.01 pct.) 

Total 
portfolio 

Equity 
portfolio 

Fixed-income 
portfolio 

Average excess return per year 39.46 74.17 9.52 
Alpha per year 34.37 69.19 11.19 
t-value alpha 2.66 2.50 1.02 
Beta 1.023 1.013 0.990 
t-value beta 3.10 2.31 -1.03 
R-squared 99.39 99.62 98.77 
Standard deviation of error component 40.25 86.66 33.98 
Standard deviation of excess return. 41.87 88.61 34.13 
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Box 2.4 (cont.) 

The performance contribution from the beta 
discrepancy between the Fund and the bench­
mark portfolio (which has a beta of 1 by defini­
tion) is presented in Figure 2.8. The accumulated 
beta contribution is computed as the sum of the 
monthly beta contributions up to a given date, 
and is estimated at about 0.5 pct. (50 basis points) 
for the Government Pension Fund – Global. This 
is relatively low when compared to the alpha con­
tribution, which can be estimated, as an approxi­
mation, at about 3.5 pct. (350 basis points). 

It follows from Figure 2.8 that the accumu­
lated beta contribution decreased for the period 
from 2000 to 2003, which has to do with the fact 
that the market return over this period was 
lower than the risk-free rate of interest. Develop­
ments in the contributions have been the oppo­
site after the market strengthened during 2003. 

The beta of the Government Pension Fund – 
Global has varied somewhat over time, and seems 

to have been higher in the second half of the 
period than in the first, cf. Figure 2.9. The calcula­
tions of time-varying beta are not directly compa­
rable to the regression calculations presented 
above, as a result of the estimate for time-varying 
beta being based on data for the period from 1999 
until yearend 2007. The first twelve observations 
are used to compute the beta for January 1999. 

There is little variation in the beta contribu­
tions to the excess return, because the beta is rel­
atively stable and relatively low, cf. Figure 2.10. 
The standard deviation of the beta contributions 
is estimated at 0.18 pct. (18 basis points). The 
standard deviation of the excess return (actual 
tracking error) has previously been estimated at 
0.42 pct. (42 basis points). It follows from the 
chart that there are greater variations in the beta 
contributions during the last part of the period 
than during the first, which reflects the beta esti­
mate being higher for the last half of the observa­
tion period than for the first. 

Source: Ministry of Finance 

Table 2.8 The contribution of the beta discrepancy to the tracking error of the Government Pension Fund 

– Global. 

Risk contribution Total portfolio Equity portfolio Fixed-income portfolio 

Relative share beta discrepancy 0.08 0.04 0.01 
Relative share residual 0.92 0.96 0.99 
Total tracking error (basis points) 41.9 88.6 34.1 

Figure 2.8 Accumulated beta contributions for 

the Government Pension Fund – Global. Index by 

yearend 2007 = 0 

Source: Ministry of Finance and Norges Bank 
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Figure 2.9 Time-varying beta for the 

Government Pension Fund – Global 

Source: Ministry of Finance and Norges Bank 
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Box 2.4 (cont.) 

The relatively small beta discrepancies drive rela­
tively little of the Fund’s tracking error, cf. Figure 
2.11. This shows that there is, in the main, little 
difference between the overall tracking error and 
the tracking error, given a neutral beta exposure. 

The contributions of small-cap companies to the 
excess return 

Figure 2.12 shows developments in the value of 

large- and small-cap companies over the period 
from 1999 until 2007. Small-cap companies have 
over this period experienced considerably 
stronger development than have the large-cap 
companies. The average annual return on large-
cap companies has been just below 6 pct., whilst 
the standard deviation of returns (absolute vola­
tility) has been 14 pct. The small-cap segment 
has over the same period registered an average 
annual return of about 13 pct., whilst the attend­
ant standard deviation was 15 pct. 

If one had at the beginning of each month 
acquired small-cap companies and funded the 
acquisition by going short in large-cap compa­
nies, one would have achieved an average 
annual return of just over 7 pct. The standard 
deviation of returns would have been about 7 
pct. 

Table 2.9 shows the findings from two 
regression runs for the equity portfolio. The sta­
tistical calculations show an estimate for beta 
relative to the benchmark portfolio of 1.02 (sig­
nificantly higher than 1, in the statistical sense, 
in both cases). The SMB beta is estimated at 
0.06 in the 2-factor model (significantly higher 
than nil, in the statistical sense). This indicates 
that the equity portfolio has both had a general 
market exposure in excess of that resulting from 
the benchmark portfolio, and an overexposure 
to small-cap companies relative to large-cap ones. 

Figure 2.10 The beta contributions to the excess 

return on the Government Pension Fund – Global 

Source: Ministry of Finance and Norges Bank 
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Figure 2.11 Contributions to the tracking error 

for the Government Pension Fund – Global 

Source: Ministry of Finance and Norges Bank 
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Figure 2.12 Developments in the value of large-

cap and small-cap companies. Index by yearend 

1998 = 100 

Source: Ministry of Finance and Norges Bank 
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Box 2.4 (cont.) 

The 2-factor model has a somewhat higher benchmark portfolio having exceeded the risk-
explanatory power than the 1-factor model (see free rate of interest, the estimated alpha is consi-
Table 2.7). The standard deviation of the error derably lower than the unadjusted excess 
components in the 2-factor model is considera- return. 
bly lower than in the 1-factor model. Table 2.10 shows how the actual tracking 

Because the return on investments in small- error can be split between the beta exposure 
cap companies has been higher than in large-cap and the unexplained residual. Under the 2-factor 
companies, and as a result of the return on the model, the two exposure factors explain a total 

of 33 pct. of the actual tracking error, whilst the 
beta discrepancy in the 1-factor model explains 4 

Table 2.9 Regression findings under the 2-factor 
pct. of the variations in the excess return. 

model for the Government Pension Fund – Glo­

bal. Basis points 

2-factor 1-factor 
1999–2007 model model	 Table 2.10 Decomposition of actual tracking 

error for the Government Pension Fund – Global 
Average excess return 
per year 84.40 84.40 2-factor 1-factor 

Alpha 32.74 78.81 model model 

t-value alpha 1.30 3.26 Beta 0.09 0.04 

Beta – benchmark portfolio 1.021 1.019 SMB-beta 0.24 

t-value beta – benchmark Residual 0.67 0.96 
portfolio 3.94 3.51 Actual tracking error 
Beta – SMB 0.06 (basis points) 87.3 87.3 
t-value beta – SMB 6.23 1 The following indices are used: FTSE Small Cap and 
R-squared 99.72 99.6 FTSE Large Cap for the period 1999-2006. FTSE Small 
Standard deviation of Cap and FTSE Large Cap/Mid Cap have been used for 

2007. 
error term 71.60 83.78 2 The findings for the 1-factor model cannot be compared 

Standard deviation of directly to those results presented above. This is because 
the calculations in the former case cover the period from 

excess return 87.30 87.30 1998, whilst those in the latter case cover the period from 
1999. 

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

measured in kroner.8 It follows from the Table that 
Norges Bank has achieved an excess return both 
for the entire period as a whole and for each indi­
vidual year of the period, with the exception of 
2007, cf. Figure 2.13. In 2007, there was a negative 
excess return of 0.24 percentage points, which is 
the weakest active management performance reg­
istered since 1998. There has since 1998 been 
achieved an average annual excess return of 0.39 
percentage points, which is, in statistical terms, sig­

8	 The Ministry defines the benchmark portfolio of the Fund, 
and carries the exchange rate risk associated therewith. 
Norges Bank is responsible for the difference in exchange 
rate exposure between the actual portfolio and the bench­
mark portfolio. It is therefore relevant, for purposes of evalu­
ating management performance, to focus on the excess 
return as measured in kroner. 

nificantly higher than nil. Alpha is a measure of the 
excess return as adjusted for the beta exposure, cf. 
Box 2.3. The alpha of the Fund is, as follows from 
Box 2.4, estimated to be significantly higher than 
nil, in statistical terms in the 1-factor model. 

The information ratio, as set out in Table 2.11, 
is calculated as the ratio between the average 
excess return and the actual tracking error. The 
information ratio is in some contexts used as an 
indicator of the quality of active management. The 
ratio expresses how large the excess return has 
been for each unit of risk involved, and can be 
used for comparing different managers, and for 
assessing developments over time for the same 
manager. The information ratio for the last decade 
was, according to the Table, an average of 0.93. 
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Table 2.11Excess return and standard deviation of the excess return (tracking error) on the Government Pen­

sion Fund – Global, as measured nominally in Norwegian kroner. Percentage points and per cent1 

1998–2007 2003–2007 2005–2007 2007 

The overall portfolio 
Average excess return per year 0.39 0.38 0.30 -0.24 
Standard deviation 0.42 0.42 0.51 0.68 
Information ratio 0.93 0.91 0.58 -0.34 
The equity portfolio 
Average excess return per year 0.74 0.82 0.98 1.10 
Standard deviation 0.89 0.76 0.89 0.83 
Information ratio 0.83 1.07 1.10 1.32 
The fixed-income portfolio 
Average excess return per year 0.09 0.03 -0.23 -1.27 
Standard deviation 0.34 0.38 0.47 0.72 
Information ratio 0.27 0.07 -0.49 -1.77 
1	 Annual excess return is computed as the difference between the average monthly return on the Fund and that on the benchmark 

portfolio, as annualised by multiplying with 12. This is specified in percentage points in the Table. The actual tracking error is 
computed as the standard deviation of the monthly excess return, as annualised by multiplying with the square root of 12. 

Source: Ministry of Finance and Norges Bank 

This is relatively high when compared to many 
other funds.9 

However, the information ratio should be 
interpreted with care. A manager with a portfolio 
that does not deviate much from the benchmark 
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Figure 2.13 Excess return of the Government 

Pension Fund – Global, measured nominally in 

Norwegian kroner. Per cent. 

Source: Ministry of Finance and Norges Bank 

9	 See Box 2.4 in Report No. 24 (2006-2007) to the Storting for 
a more detailed discussion. 

portfolio will register low tracking error, and even 
a small excess return may result in a high infor­
mation ratio. It is also the case that one would 
expect the information ratio to vary across differ­
ent types of active management. An investor 
should primarily be concerned with maximising 
the excess return as measured in kroner or in per­
cent at a given risk level, and not with maximising 
the information ratio, cf. the more detailed discus­
sion below in connection with the review of devel­
opments in the accumulated excess return from 
fixed-income management. 

Developments in actual tracking error are 
shown in Figure 2.14. Over the period from Janu­
ary 2001 and until yearend 2004, the Fund had a 
tracking error of about 0.25 pct. During the 
course of 2005, the tracking error increased mark­
edly, and reached 0.5 pct for a brief period in the 
summer of 2006. The Fund’s tracking error was 
more than halved from the summer of 2006 until 
the summer of 2007, before rebounding signifi­
cantly in the second half of 2007. The increase in 
tracking error was particularly pronounced for 
the fixed-income portfolio. The actual tracking 
error for the entire period as a whole is calculated 
at 0.42 pct. Part of this risk may be attributed to a 
beta that differs somewhat from 1, cf. Box 2.4. 

The expected tracking error shall not exceed 
1.5 pct. of the overall portfolio, pursuant to the 
limit stipulated by the Ministry. Thus far, Norges 
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Tracking error 
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Figure 2.14 Developments in actual tracking error. 

Rolling twelve-month standard deviation of the 

excess return. 1998–2007. Per cent. 

Source: Ministry of Finance and Norges Bank 

Bank has exploited less than one third of the allo­
cated limit. 

The actual portfolio of the Government Pen­
sion Fund – Global may be analysed as compris­
ing two portfolios; the benchmark portfolio and 
the difference portfolio. Consequently, the risk 
associated with the Fund will depend on the risk 
associated with the benchmark portfolio, the risk 
associated with the difference portfolio (tracking 
error) and the covariation between the return on 
the benchmark portfolio and that on the differ­
ence portfolio. 

The small difference between the absolute 
risk associated with the Fund and that associated 
with the benchmark portfolio as presented in Fig­
ure 2.6 is caused, inter alia, by a low correlation 
between the excess return and the return on the 
benchmark portfolio. For the period 1998–2007, 
this correlation coefficient is calculated as 0.12. 

Table 2.11 also shows the excess return from 
equity and fixed-income management, respec­
tively. Equity management has delivered a posi­
tive excess return for the period 1998–2007 (0.74 
percentage points). The excess return associated 
with the equity investments was particularly high 
in 2005 (1.89 percentage points) and 2007 (1.10 
percentage points). At the same time, the tracking 
error has been calculated at 0.89 pct. as an annual 
average for the period 1998-2007. 

Active fixed-income management has gener­
ated a positive average annual excess return when 
looking at the entire period as a whole (0.09 per­
centage points). Last year, fixed-income manage­
ment delivered, for the first time since 1998, a sig­
nificant negative excess return (-1.27 percentage 
points). This resulted in a negative excess return 
on the Fund as a whole for that year, despite a 
high excess return within equity management. 

From January 2002 to June 2007, the average 
annual excess return within the fixed-income 
management was close to 0.36 percentage points. 
The actual tracking error for the same period was 
calculated at almost 0.12 pct. The information 
ratio for fixed-income management for the same 
period can be estimated at about 3, which is unu­
sually high. The excess return is calculated at 
close to -1.4 percentage points for the second half 
of 2007, whilst the actual tracking error is esti­
mated at 0.82 pct. 

An excess return of just under 0.10 percentage 
points per year was achieved for the entire period 
from January 2002 to December 2007, with an 
actual tracking error of 0.34 percent. The informa­
tion ratio for the entire period is estimated at close 
to 0.3. These developments are illustrated in Fig­
ure 2.15a, which shows a significant decline in the 
accumulated excess return during the course of 
the second half of 2007. Moreover, it follows from 
Figure 2.15b that the aggregate value generated 
within fixed-income management, as measured in 
kroner, is negative for the entire period as a 
whole, in an amount close to NOK 3 billion. This 
implies that the accumulated excess return 
achieved over the period from 1998 until the sum­
mer of 2007 is more than counterbalanced by the 
losses incurred during the second half of last year. 
The fact that the decline in accumulated excess 
return is somewhat larger when measured in kro­
ner (Figure 2.15b) than in percent (Figure 2.15a) 
has to do with the Fund having grown rapidly 
over this period, thus implying that the percent­
age loss in 2007 is computed on the basis of a 
much higher amount than are the gains reaped 
earlier in the period. Figure 2.15c shows corre­
sponding developments within equity manage­
ment, as measured in kroner. It follows from the 
chart that the events in the summer of 2007 had 
less impact on the accumulated excess return 
within equity management. 

The developments illustrated in the chart 
within fixed-income management have much in 
common with the earnings of an insurance com­
pany that sells insurance against events that occur 
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very rarely. For as long as the event does not 

-5 

0 

5 

10 

15 

20 

25 

30 

feb.98 feb.00 feb.02 feb.04 feb.06 

-4 

-2 

0 

2 

4 

6 

8 

10 

12 

14 

feb.98 feb.00 feb.02 feb.04 feb.06 

Accumulated excess return 
The Government Pensions Fund – Global 

Jan 98 Jan 99 Jan 00 Jan 01 Jan 02 Jan 03 Jan 04 Jan 05 Jan 06 Jan 07 
-2 

-1 

0 

1 

2 

3 

4 

5 

6 

In
d

ex
 v

al
u

e
b

ill
io

n
 n

o
k

b
ill

io
n

 n
o

k 

A. Fixed-income management. Index values 

B. Fixed-income management. NOK billions 

C. Equity management. NOK billions 

Figure 2.15 Accumulated excess return of the 

Government Pension Fund – Global. 

Source: Ministry of Finance and Norges Bank 

occur, the accumulated return grows ever larger 
without much variation around the trend. Once 
the event occurs, after several years, the accumu­
lated return is reduced considerably. A possible 
explanation for the developments in the accumu­
lated excess return on the fixed-income portfolio 
is that one has during the period from January 
2002 until the summer of 2007 gained from, inter 
alia, reaping various liquidity and credit premi­
ums, which is analogous to selling insurance in 
relation to liquidity and credit crises. The crises 
that occurred in the credit markets in the autumn 
of 2007 resulted in large losses on these positions, 
and can be interpreted analogously to an insur­
ance company that has to pay out insurance pro­
ceeds to the policyholders when misfortune 
strikes. 

This type of active management strategy illus­
trates the importance of adopting a long time hori­
zon when evaluating erformance. Furthermore, it 
seems obvious that the information ratio is unsuit­
able as an evaluation criterion for this type of 
strategies. 

Active equity management has throughout the 
period proven to be significantly more risky than 
active fixed-income management. Computations 
show that the relative risk associated with equity 
management accounts for most of the overall rela­
tive risk associated with the Fund. 

It is difficult to draw any clear conclusions 
from Figure 2.16a to the effect that the excess 
return has been skewed to the left, but there are 
indications of fat tails. This is confirmed by Figure 
2.16b, which shows that there are clear indica­
tions to the effect that the assumption of normally 
distributed rates of excess return is not viable, 
inasmuch as one observes rates of excess return 
that are both much lower and much higher than 
one would normally expect. 

Statistical tests show that there are indications 
of skewness to the left for the Fund as a whole, and 
the value of the test statistic is significant for the 
sub-periods since 2003. Furthermore, the tests 
show that the excess returns on the equity portfo­
lio are skewed to the right (and significant) for the 
entire period as a whole, whilst the excess returns 
on the fixed-income portfolio are skewed strongly 
to the left (and significant) for almost all sub-peri­
ods. There also clear indications of fat tails in the 
excess returns on the overall Fund, the equity port­
folio and the fixed-income portfolio for the entire 
period as a whole, and (with the exception of the 
equity portfolio) for the two sub-periods 2003-2007 
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A. Histogram over rates of excess return B. Quantile-to-Quantile plot over rates of excess 
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Figure 2.16 Distribution characteristics of the monthly nominal rates of excess return on the Government 

Pension Fund – Global. Norwegian kroner 

Source: Ministry of Finance and Norges Bank 

and 2005-2007. Statistical tests for the assumption 
of normality show that the hypothesis of normally 
distributed rates of excess return can be rejected 
for the overall Fund and for the fixed-income port­
folio, whilst the findings in respect of the equity 
portfolio are more mixed. Consequently, one 
should be very cautious about basing probability 
statements on the risk associated with the diffe­
rence portfolio for the fund as a whole (in general), 

and the fixed-income difference portfolio in parti­
cular, exclusively on the standard deviation. When 
defining a risk budget for active management it will 
be appropriate to take into account any deviations 
from the assumption of normality. 

According to Figure 2.16c, which shows the 
empirical cumulative probability distributions of 
the rates of excess return, the minimum excess 
return on the Fund is calculated at about -0.4 pct. 
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and the maximum annual return at 0.4 pct. The 
chart illustrates that the excess return on the 
Fund’s has been lower than -0.15 pct. in 10 pct. of 
the months. The percentile chart in Figure 2.16d 
shows that the excess return on the Fund has in 
10 pct. of the months been lower than, or equal to, 
-0.15 pct., whilst the excess return on the equity 
portfolio has been lower than, or equal to, -0.25 
pct., and -0.10 pct. for the fixed-income portfolio. 

The evaluation of active management perform­
ance and the determination of a limit for permitted 
risk deviations (tracking error) are based on the 
assumption that the risk is linearly independent 
over time. It is therefore of key importance to inves­
tigate the extent to which the rates of excess return 
are correlated over time. Statistical tests for auto-
correlation show that the hypothesis of independ­
ence over time in the rates of return cannot be 
rejected for any of the periods or any of the sub-
benchmarks, with the exception of the fixed-income 
portfolio as far as the last five years are concerned. 

2.2.4	 External evaluation of the management 
performance for the Government 
Pension Fund – Global 

The Ministry receives reports from Mercer Invest­
ment Consulting and CEM Benchmarking Inc. 
regarding the management of the Government 
Pension Fund – Global on an annual basis, cf. Box 
2.5. The Ministry has commissioned Mercer to 
verify and analyse the return on the Pension Fund 
– Global. In the annual report for 2007, Mercer 
shows that its independent computations of return 
and market value for the Fund are in conformity 
with the computations of Norges Bank. Where 
returns do not confirm, a satisfactory explanation 
for the difference has been provided. 

Comparison of the performance of the Pen­
sion Fund – Global and that of other large institu­
tional managers forms an important part of the 
analyses of Norges Bank’s active management 
effort. According to the analyses from CEM, the 
excess return on the Pension Fund – Global is 
somewhat lower than that of comparable funds. 
The analyses show that the tracking error is cle­
arly less than that of other funds. However, such 
comparisons are problematic because the scope 
for generating excess return will vary with the 
investment limits and guidelines laid down in 
respect of the funds. Both the Pension Fund – 
Global and other funds have benchmark portfo­
lios that do not include all the types of assets in 
which the funds may invest. Normally, it is easier 

to achieve excess return relative to such a bench­
mark than if one was to measure returns against a 
more comprehensive benchmark that more accu­
rately reflects developments in the value of all 
types of assets in which the Fund may invest. 

2.3	 The performance of the 
Government Pension Fund 
– Norway10 

2.3.1	 Developments in the benchmark 
portfolio of the Government Pension 
Fund – Norway 

Until yearend 2007, the Ministry stipulated gen­
eral investment limits for the Government Pen­
sion Fund – Norway, whilst the more detailed 
benchmark portfolio for the measurement of 
return and risk was defined by the Board of Direc­
tors of Folketrygdfondet. This was changed, as 
mentioned above, with effect from 1 January 
2008, thus implying that the Ministry will from 
now on establish general investment limits 
through its choice of benchmark portfolio and the 
limits on the permitted tracking error, as is being 
done for the Government Pension Fund – Global; 
see Chapter 1.5 for a description of the new 
benchmark portfolio for the Government Pension 
Fund – Norway. 

The return on the Government Pension Fund – 
Norway depends, to a large extent, on market 
developments for the benchmark portfolio. The 
benchmark portfolio for equity investments in Nor­
way is represented by the main index of the Oslo 
Stock Exchange (OSEBX), whilst VINX Bench­
mark (CMVINXBXINN) is used as the benchmark 
portfolio for equity investments in Denmark, Fin­
land and Sweden.11 The Nordic equity benchmark 
was established in 2007, and replaced the index 
FTSE NOREX30 that was used previously. In 2007, 
the benchmark portfolio for Norwegian fixed-
income investments consisted of a composite index 
that reflects developments in the Norwegian fixed-
income market, whilst the benchmark portfolio for 
investments in Nordic fixed-income securities com­
prised bonds included in the index Lehman Global 
Aggregate Scandinavia. 

The overall benchmark portfolio of the Gov­
ernment Pension Fund – Norway is a composite 

10 The performance analysis is based on data from Folketrygd­
fondet and calculations using such data, carried out by the 
Ministry of Finance. 

11 Companies that are listed in Iceland or in Norway, and that 
are included in VINX Benchmark, have been removed from 
the index base. 
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Figure 2.17 Average annual excess return on, 

and tracking error for, the Government Pension 

Fund – Global and other funds. 2002–2006. 

Per cent. 

Source: CEM Benchmarking Inc. 
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Box 2.5 Comparison of the returns and costs associated with the management of the 

Government Pension Fund – Global and those associated with other large pension funds


The Ministry of Finance has commissioned 
CEM Benchmarking Inc. (“CEM”) to prepare an 
extensive annual rapport that compares the 
returns, excess returns and management costs 
associated with the Pension Fund – Global and 
those associated with other large funds. The 
reference group comprises the largest funds in 
the CEM survey (13 US, 3 Canadian and 3 Euro­
pean funds). In addition, the return on the Fund 
is compared to the return on 25 European funds. 
The median size of European funds is about 19 
billion euros, as compared to about 77 billion 
euros for the reference group. The average mar­
ket value of the Pension Fund in 2006 was 193 
billion euros. The data set is based on self-repor­
ting from the funds that purchase services from 
CEM. 

Excess return 

A comparison over time of the actual return on 
the Government Pension Fund – Global and the 
return on the benchmark portfolio shows the 
excess return generated by Norges Bank. 
Figure 2.17 shows the average excess return on, 
and tracking error of, the Government Pension 
Fund – Global and the various reference groups 
over the 5-year period 2002– 2006. It follows 
from the chart that the Pension Fund – Global classes in which the Pension Fund – Global is 
has, like the majority of the other funds, achie- not invested. Comparison of the excess returns 
ved positive excess returns over this period. It from the fixed-income and equity management 
may also be noted that the Pension Fund – Glo- effort with those from the fixed-income and 
bal differs from most other funds inasmuch as equity management efforts of other funds there-
there is less variation in its excess return, i.e. fore provide a better illustration as to how 
less tracking error. Norges Bank has succeeded in comparison with 

CEM has calculated that the Pension Fund – other managers. The average excess return 
Global achieved, over the 5-year period until from the equity management effort over the five­
2006, an average annual excess return of 0.5 per- year period was 0.6 percentage points, whilst the 
centage points. In comparison, the most typical median for the reference group was 0.5 percent-
excess return (the median) was 0.6 percentage age points. The average excess return from the 
points for the European funds and 0.8 percen- fixed-income management effort over the period 
tage points for the reference group. At the same was 0.4 percentage points, whilst the median 
time, the analyses show that the excess return return on the reference group was 0.6 percent-
on the Pension Fund – Global has been genera- age points. The analyses also show that both the 
ted by assuming considerably less active risk fixed-income and the equity management effort 
(tracking error) than the other funds. of the Pension Fund – Global are characterised 

Both the reference group and the European by lower variations in the excess return than is 
funds have generated excess returns in asset typical for other funds. 



61 2007–2008 Report No. 16 to the Storting 

On the management of the Government Pension Fund in 2007 

Box 2.5 (cont.) 
have different benchmark currencies. Exchange 

Management costs rate fluctuations imply that the return will 
The CEM report shows that Norges Bank’s depend on the benchmark currency one uses. 
overall management costs in 2006 for the For example, the return on the Fund’s bench-
Government Pension Fund – Global were 0.098 mark portfolio was 3.0 pct. as measured in 
pct. of the average capital under management. euros, whilst it was 11.5 pct. as measured in 
These are the lowest management costs of all USD, over the 5-year period until 2006. The 
the funds from which CEM gathers data. Since large difference was caused by a significant 
the overall management costs in large part depreciation of USD as against euros over this 
reflect the asset structure of the funds, which period. 
structure follows from the Ministry of Finance’s Differences in the returns on the benchmark 
investment strategy as far as the Pension Fund – portfolios will also result from differences in 
Global is concerned, such comparisons do not terms of asset classes and regional composition. 
fully clarify whether Norges Bank’s manage- The Pension Fund – Global has thus far differed 
ment effort is cost effective. from other large pension funds by way of a lower 

CEM has therefore prepared a cost bench- equity portion and by way of the Fund not being 
mark based on the asset structure of the Pen- invested in real estate and unlisted equities. 
sion Fund – Global. The cost benchmark indi- CEM has calculated that if the other funds had 
cates which costs the reference group – the featured the same asset class composition as the 
world’s largest pension funds – would have Pension Fund over the 5-year period until 2006, 
incurred with the same asset structure as the their annual indexed return would have been 
Pension Fund. The analysis shows that actual reduced by 0.7 percentage points for the refer-
management costs in 2006 were 0.01 percentage ence group and 1.4 percentage points for the 
points lower than the cost benchmark. This is European funds. This difference is attributable 
primarily caused by Norges Bank having chosen to the fact that other funds have featured higher 
more internal management than has the refer- allocations to listed and unlisted equities and to 
ence group. Internal management is considera- real estate. In historical terms, this 5-year period 
bly less expensive than external management. has been a good period as far as the property 

market is concerned. The Pension Fund – Glo­
bal also differs from other funds inasmuch as its 

The return on the benchmark portfolio investments are spread across many markets 
The Ministry of Finance has established a ben- and currencies, whilst most of the pension funds 
chmark portfolio for the Government Pension in the reference group hold the main part of 
Fund – Global. The analyses of CEM show that their investments in their domestic markets. 
the average annual return on the benchmark The investment strategy underpinning the 
portfolio of the Pension Fund – Global over the composition of the benchmark portfolio is based 
5-year period until 2006 was 6.5 pct. as measured on trade-offs between long-term expectations 
in the currency basket of the benchmark portfo- concerning return and risk in the capital mar­
lio. Correspondingly, the median return was 9.2 kets, cf. Chapter 3. In such a perspective, a 5­
pct. and 7.6 pct. for the reference group and the year period is short. If the comparisons had 
European funds, as measured in the home cur- been made for a different 5-year period, the find­
rency of each fund. ings might have been different. 

Comparison of aggregate returns between A summary of the analyses for 2006 is pub-
funds is difficult because different funds hold lished on the Ministry of Finance’s website 
assets denominated in different currencies and (www.government.no/gpf). 

of the abovementioned benchmark sub-portfolios. benchmark portfolio for investments in Nordic 
As per yearend 2007, the benchmark portfolio for equities carried a weight of 9 pct., whilst the bond 
investments in Norwegian equities carried a benchmark carried a weight of 40 pct. (34 pct. in 
weight of about 51 pct. in the overall portfolio, the Norway and 6 pct. in the other Nordic countries). 
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Table 2.12 Average annual return and annual standard deviation of returns on the benchmark portfolio for 

the Government Pension Fund – Norway, as measured nominally in Norwegian kroner. Per cent 

1998–2007 2003–2007 2005–2007 2007 

The overall benchmark portfolio 
Average return per year 7.36 11.27 9.11 7.26 
Standard deviation 4.99 5.39 5.50 7.31 
Equity benchmark – Norway 
Average return per year 11.99 30.86 25.75 11.72 
Standard deviation 21.71 17.75 15.69 13.37 
Equity benchmark – Nordic region 
Average return per year 7.68 21.53 15.97 1.14 
Standard deviation 22.18 15.65 13.72 12.58 
Fixed-income benchmark – Norway 
Average return per year 5.55 5.26 2.52 3.20 
Standard deviation 2.94 3.19 2.11 1.73 
1 The time period is June 2001-2007 for the equity investments in the Nordic region. 
Source: Ministry of Finance and Folketrygdfondet 

The performance discussion in this Report 
addresses the returns and risks associated with the 
Norwegian equity and fixed-income portfolios and 
the Nordic equity portfolio, as well as the Pension 
Fund – Norway as a whole, but not the investments 
in Nordic fixed-income securities (since such 
investments were not made until February 2007). 

Risk in benchmark portfolios 
The Government Pension Fund – Norway 
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Figure 2.18 The risk associated with the 

Government Pension Fund – Norway. Rolling 

twelve-months standard deviations of returns for 

the benchmark portfolio of the Fund, measured in 

Norwegian kroner. Per cent 

Source: Ministry of Finance and Folketrygdfondet 

The returns and risks associated with the over­
all benchmark and the sub-benchmarks for various 
periods are set out in Table 2.12. The average 
annual return on the benchmark portfolio of the 
Fund was 11.3 pct. over the last five years, which is 
significantly higher than the return over the period 
1998-2007 as a whole. The return on the overall 
benchmark has been gradually reduced over the 
last few years, and in 2007 it was in line with the 
average return for the entire period as a whole. 

The risk associated with the benchmark port­
folio of the Fund, as measured by the standard 
deviation of returns, has varied from 3 pct. to 8 
pct. over the period 1998-2007, cf. Figure 2.18. 
The fluctuations in the return on the overall 
benchmark have primarily been driven by signifi­
cant volatility in the Norwegian and Nordic stock 
markets. The risk associated with the overall 
benchmark was 5.4 pct. over the last five-year 
period, measured as an annual average, which is 
somewhat higher than the normal variation over 
the period 1998-2007.12 

12 The increased risk associated with the overall Fund in 2007 
needs to be seen in the context of the abolition of the sight 
deposit arrangement for the Fund in December 2006, and 
the fact that the equity portfolio represents a larger portion 
of the overall total portfolio since then. Consequently, one 
needs to be prepared for greater annual fluctuations in the 
return on the Pension Fund – Norway in future than have 
been registered historically. Based on certain simple compu­
tations referred to in Report No. 24 (2006-2007) to the Stor­
ting, the risk associated with the Fund has been more or less 
doubled as the result of the termination of the sight deposits. 
The standard deviation of the total portfolio can be expected 
to increase significantly. 
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A. Histogram over the rates of return on 
the benchmark portfolio 

C. Empirical cumulative probability distribution of
 the rates of return on the benchmark portfolios 

B. Quantile-to-Quantile plot of the rates of return
 on the benchmark portfolio 

D. Percentile diagram for the benchmark 
portfolios 
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Figure 2.19 Distribution characteristics of the monthly return (measured nominally in Norwegian kroner) on 

the benchmark portfolio of the Government Pension Fund – Norway 

Source: Ministry of Finance and Folketrygdfondet 

Returns on the Norwegian stock market have 
been considerably higher than returns on the 
Nordic stock market, as measured by the average 
annual return, for the entire period as a whole. 
The average return on the Norwegian stock mar­
ket over the last five years was close to 10 percen­
tage points higher than the return on the Nordic 
stock market. From 2003 to 2006, the returns in 
the stock markets in Norway and the Nordic 
region were very high. The risks associated with 
the two stock markets have, at the same time, 

been relatively similar over the period 1998-2007 
as a whole. This has changed somewhat over the 
last few years, and the fluctuations in the Norwe­
gian stock market over the five-year period 2003­
2007 were somewhat higher than those in the 
Nordic stock market. 

The return on the Norwegian fixed-income 
benchmark was 5.6 pct. when measured as an 
annual average over the period 1998-2007. This is 
just over 6 percentage points lower than the 
return on the Norwegian equity benchmark over 
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Table 2.13 Average annual return and annual standard deviation of returns on the Government Pension 

Fund – Norway, as measured nominally in Norwegian kroner. Per cent 

1998–2007 2003–2007 2005–2007 2007 

Actual overall portfolio 
Average return per year 7.52 10.89 9.68 9.59 
Standard deviation 4.56 4.91 5.29 6.88 
Actual equity portfolio – Norway 
Average return per year 13.04 29.79 24.73 16.04 
Standard deviation 20.30 16.99 13.90 12.57 
Actual equity portfolio – Nordic region 
Average return per year 7.72 21.61 16.62 3.60 
Standard deviation 22.04 15.42 13.40 12.00 
Actual fixed-income portfolio – Norway 
Average return per year 5.21 4.53 2.34 2.91 
Standard deviation 2.42 2.32 1.59 1.61 
1 The time period is June 2001-2007 for the equity investments in the Nordic region. 
Source: Ministry of Finance and Folketrygdfondet 

the same period. The return on the fixed-income 
benchmark has been gradually reduced since 
2003. The risk associated with the Norwegian 
fixed-income benchmark has been relatively low 
over the period 1998-2007, and the level has been 
further reduced in recent years. 

It follows from Figure 2.19a that it is difficult 
to draw any clear conclusions to the effect that the 
returns on the benchmark portfolios of the Fund 
have been skewed or has fat tails. Nor does Fig­
ure 2.19b show any clear indication that the 
assumption of normality is untenable. Neverthe­
less, the statistical tests indicate skewness to the 
left and fat tails in the rates of return for the entire 
period as a whole. One of the tests for normality 
(Jarque-Bera) shows that the hypothesis of nor­
mally distributed rates of return can be rejected, 
whilst the other test for normality (Lilliefors) 
delivers the opposite conclusion. Tests for auto-
correlation show that there appears to be a rela­
tively low degree of time dependence in the rates 
of return on the overall benchmark of the Fund. 

The minimum return on the benchmark port­
folio of the Fund is estimated at about -5 pct., and 
the maximum monthly return at 4 pct., in line with 
the empirical cumulative probability distribution 
in Figure 2.19c. The variance is much greater for 
the Norwegian and the Nordic equity benchmark, 
whilst it is smaller for the Norwegian fixed-
income benchmark. The percentile chart in 
Figure 2.19d shows that the return on the overall 
benchmark has been lower than, or equal to, -1.5 

pct. in 10 pct. of the months, whilst the return on 
the Norwegian equity benchmark has been lower 
than, or equal to, -7 pct., and less than -0,5 pct. for 
the Norwegian fixed-income benchmark in 10 pct. 
of the months. 

2.3.2	 Developments in the actual portfolio of 
the Government Pension Fund – Norway 

The actual portfolio of the Government Pension 
Fund – Norway deviates somewhat from the 
benchmark portfolio, which can primarily be 
attributed to active investment decisions on the 
part of Folketrygdfondet. The objective of such 
deviations is to achieve a higher return on the 
actual portfolio than on the benchmark portfolio, 
within the defined risk limit. The return on, and 
the risk associated with, the actual portfolio will 
therefore deviate somewhat from the return on, 
and the risk associated with, the benchmark port­
folio. The Fund’s return and risk are presented in 
Table 2.13. 

It follows from Tables 2.12 and 2.13 that the 
average return on the actual portfolio has been 
somewhat higher than that on the benchmark 
portfolio for the period 1998-2007 as a whole, cf. 
also Figure 2.20. At the same time, the risk associ­
ated with the actual portfolio has been somewhat 
lower than the risk associated with the bench­
mark portfolio over the same period. The average 
return on, and the level of the volatility associated 
with, the actual portfolio have been somewhat 
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Figure 2.20 Accumulated total return on the 

Government Pension Fund – Norway, measured in 

Norwegian kroner. Index 1997=100 

Source: Ministry of Finance and Folketrygdfondet 

lower than for the benchmark portfolio over the 
last five-year period, with the exception of 2007, 
when the return on the actual portfolio was signif­
icantly higher than the return on the benchmark 
portfolio, whilst, at the same time, the risk associ­
ated with the actual portfolio was somewhat lower 
than that associated with the benchmark portfo­
lio. 

Figures 2.21 and 2.22 illustrate that there has 
been a relatively high degree of correlation bet­
ween the return and risk associated with the 
actual portfolio and the return and risk associated 
with the benchmark portfolio over the period 
1998-2007 as a whole. Whilst the level of returns 
has been more or less the same for the two portfo­
lios, the level of volatility has at times been 
somewhat lower for the actual portfolio than for 
the benchmark portfolio, hereunder during the 
period 2004-2006. This can be attributed to the 
fact that the risk associated with the Norwegian 
fixed-income portfolio over this period has been 
significantly lower than the risk associated with 
the Norwegian fixed-income benchmark, and the 
low-beta profile of the Norwegian equity portfolio. 
The charts indicate that the decisions relating to 
the general investment strategy of the Fund, as 
operationalised through the formulation of the 
benchmark portfolio, are the primary determi­
nants of both the return and the variations in the 
return on the Fund. The Ministry’s computations 

Figure 2.21 Rolling twelve-months standard 

deviations of returns for the Government Pension 

Fund – Norway and the benchmark portfolio of the 

Fund. 1998–2007. Per cent 

Source: Ministry of Finance and Folketrygdfondet 

show that more than 95 pct. of the return on the 
Fund can be attributed to the choices made in 
defining the general investment framework for 
the Fund, whilst the remainder can be attributed 
to the investment choices made by Folketrygd-
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Figure 2.22 Returns on the Government Pension 

Fund – Norway and the benchmark portfolio of the 

Fund. Monthly return data, measured nominally in 

Norwegian kroner.1998–2007. Per cent 

Source: Ministry of Finance and Folketrygdfondet 
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Box 2.6 Factor analysis for the Government Pension Fund – Norway 

Figure 2.23 shows the relationship between the 
return on the Government Pension Fund – Nor­
way and the return on the benchmark portfolio 
of the Fund. Each dot in the chart shows the 
return on the Fund (less the risk-free rate of 
interest) and the return on the benchmark port­

folio (less the risk-free rate of interest) for the 
same month. The return on the actual portfolio 
of the Fund can be read along the y-axis, whilst 
the return on the benchmark portfolio can be 
read along the x-axis. There is, as can be seen 
from the chart, a clear positive relationship 
between the rates of return on the two portfo­
lios. The variation in the returns on the bench­
mark portfolio explains a major part of the varia­
tion in the returns on the Fund. 

Table 2.14 summarises the findings from the 
statistical analysis for the overall Fund and for 
three sub-portfolios. This analysis is based on 
monthly data over the period from January 1998 
to December 2007. The Table shows the average 
annual excess return as measured in basis 
points (1 basis point represents 0.01 per cent). 
The beta of the Fund can be estimated at 0.88, 
which is significantly lower than 1. The Table 
shows that R-squared for the overall Fund is esti­
mated at 93.85, which implies that the variation 
in the returns on the benchmark portfolio 
explains almost 94 pct. of the variation in the 
returns on the Fund. It further follows from the 
Table that the actual tracking error is calculated 
at just over 1.27 pct., whilst the standard devia­
tion of the error components from the regres­
sion is estimated at 1.13 pct. The difference 
between these two variables is a measure as to 
how much of the excess return on the Fund is 
explained by the regression. 

Figure 2.23 The relationship between the return 

on the Government Pension Fund – Norway and 

the return on the benchmark portfolio of the 

Fund. 1998-2007. Per cent 

Source: Ministry of Finance and Folketrygdfondet 
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Table 2.14 Regression findings from the 1-factor model for the Government Pension Fund – Norway. Basis 

points 

Total 
portfolio 

Norwegian 
equity portfolio 

Nordic equity 
portfolio 

Norwegian 
fixed-income 

portfolio 

Average excess return per year 15.51 105.22 3.71 -33.73 
Alpha per year 46.86 167.51 6.14 -13.44 
t-value alpha 1.28 1.27 0.24 -0.84 
Beta 0.88 0.92 0.99 0.78 
t-value beta -5.49 -4.84 -2.00 -13.47 
R-squared 93.85 95.89 99.92 95.00 
Standard deviation of error component 113.30 412.83 64.38 49.83 
Standard deviation of excess return. 127.07 452.23 66.05 79.58 
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Box 2.6 (cont.) 

Table 2.14 shows that the alpha of the portfo­
lio is estimated at just below 0.47 pct. (46,86 
basis points). This is a measure as to how much 
higher the return on the Fund has been than the 
return on a fictive index-managed portfolio with 
a beta of 0.88. However, the estimate for alpha is 
not statistically significant. 

Table 2.15 shows how much of the tracking 
error for the portfolio is caused by the differ­
ence between the beta estimates and the beta of 
the benchmark portfolio (which here equals 1), 
and is termed the ”beta discrepancy”. 20 pct. of 
the tracking error for the Fund as a whole can 
attributed to the beta discrepancy, whilst 80 pct. 
is caused by other factors (e.g other systematic 
factors). 

The performance contribution from the beta 
discrepancy relative to the benchmark portfolio 

Source: Ministry of Finance and Folketrygdfondet 

Table 2.15 Risk contributions from the tracking error of the Government Pension Fund – Norway 

Risk contribution 
Total 

portfolio 
Norwegian 

equity portfolio 
Nordic equity 

portfolio 

Norwegian 
fixed-income 

portfolio 

Relative share beta discrepancy 0.20 0.17 0.05 0.61 
Relative share residual 0.80 0.83 0.95 0.39 
Total tracking error (basis points) 127.1 452.2 66.1 79.6 

Figure 2.24 Accumulated beta contributions for 

the Government Pension Fund – Norway. Index 

by yearend 1997 = 0. 

Source: Ministry of Finance and Folketrygdfondet 
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Figure 2.25 Volatility and correlation for the 

Government Pension Fund – Norway. 

Source: Ministry of Finance and Folketrygdfondet 
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Figure 2.26 Time-varying beta of the 

Government Pension Fund – Norway. 

Source: Ministry of Finance and Folketrygdfondet 
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Box 2.6 (cont.) 

(which has, by definition, a beta of 1) is presen­
ted in Figure 2.24. 

The performance contribution from the beta 
discrepancy can be considered in two different 
ways. Firstly, the principal can regard a negative 
beta contribution as a cost associated with the 
failure of the manager to adapt the beta of the 
actual portfolio to the beta of the benchmark 
portfolio. Alternatively, the beta contribution can 
be used to adjust the excess return, thus permit­
ting the active management performance to be 
compared to the return on a portfolio with the 
same beta as in the actual portfolio. In this case 
the manager is ”compensated” for negative beta 
contributions, and not ”penalised” for operating 
a low-beta profile. However, such an approach is 
conditional upon the principal not attaching deci­
sive weight to achieving the beta exposure of the 
benchmark portfolio. 

The chart illustrates that the accumulated 
beta contribution increased until late 2002, 
which reflects the fact that the market return 
during this period was lower than the risk-free 
rate of interest. The beta contributions have 
moved in the opposite direction after market 
developments improved. The cost associated 

with adopting a low-beta profile has been signifi­
cant over this period. 

The beta of the Government Pension Fund – 
Norway has varied over time. This reflects the 
fact that the relationship between the volatility of 
the actual portfolio and the benchmark portfolio 
and the correlation between the returns on the 
two portfolios has changed over time. Figure 
2.25 shows developments in the ratio between 
the standard deviations of the Fund and the 
benchmark portfolios and the correlation 
between the returns on the two portfolios. The 
Fund has been characterised by lower risk than 
the benchmark portfolio for large parts of the 
period from 1999 until 2007. At the same time, 
the correlation has at times been considerably 
lower than 1, in particular during the period 
from 2000 until 2002. 

Beta is calculated as the product of the ratio 
between the level of standard deviation associ­
ated with the two portfolios and the correlation, 
and is shown in Figure 2.26. It follows from the 
chart that the beta of the Fund has varied a lot 
over time, and that it has at times been consider­
ably lower than 1. There has been a certain 
increase in the beta over the last few years. 

Figure 2.27 Beta contributions to the excess 

return on the Government Pension Fund – Norway. 

Per cent 

Source: Ministry of Finance and Folketrygdfondet 
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Figure 2.28 Beta contributions to the tracking 

error of the Government Pension Fund – Norway. 

Source: Ministry of Finance and Folketrygdfondet 
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Box 2.6 (cont.) 
There will, since the beta of the Fund and the 

return on the benchmark portfolio vary over 
time, also be large variations in the beta contri­
butions to the excess return, cf. Figure 2.27. The 
average annual beta contribution is calculated at 
minus 0.26 pct. (26 basis points), and the stand­
ard deviation of the beta contributions is esti­
mated at 0.73 pct. (73 basis points). The stand­
ard deviation of the excess return or actual 
tracking error has previously been estimated at 
1.27 pct. (127 basis points). 

The low-beta profile of the Government Pen­
sion Fund – Norway explains parts of the active 
risk (tracking error) associated with the Fund, 
as shown in Figure 2.28. If the Fund had a beta 
approximately equal to the beta of the bench­
mark portfolio, developments in the actual track­
ing error would have traced the red curve. The 
difference between the two curves is a measure 
of the increase in tracking error resulting from 
the beta discrepancy. 

Figure 2.29 shows developments in two indi­
ces relating to the Oslo Stock Exchange. One of 
the indices has here been used as a proxy for 
the return on the small-cap segment, whilst the 
other index is assumed to represent the large-
cap segment. It follows from the chart that 
small-cap companies have over this period regis­

tered considerably better developments than 
have large-cap companies. The average annual 
return has for large-cap companies been about 
13 pct., whilst the standard deviation of returns 
(absolute volatility) has been about 22 pct. The 
small-cap segment has registered an average 
annual return of just below 18 pct., and an 
attendant standard deviation of 23 pct. 

Figure 2.30 shows the difference between 
the return on the small-cap segment and the 
large-cap segment on the Oslo Stock Exchange. 
The return difference is labelled SMB (”small 
minus big”). If one had acquired small-cap com­
panies at the beginning of every month and 
funded the acquisition by going short in large-
cap companies, one would have achieved an 
average annual return of close to 4.6 pct. The 
standard deviation of returns would have been 
about 14 pct. These return differences represent 
the second factor in equation (1) in Box 2.3. 

Table 2.16 shows the findings from the two 
regression analyses. The findings from the sta­
tistical analyses show a beta of about 0.9 as 
against the benchmark portfolio (significantly 
lower than 1 in both cases). The SMB-beta is 
estimated at -0.1 in the 2-factor model (signifi­
cantly lower than nil). This indicates that the 
Nor wegian equity portfolio has both had less 

Figure 2.29 Developments in small-cap and 

large-cap indices on the Oslo Stock Exchange. 

Index 1998 = 100. 

Source: Ministry of Finance 
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Box 2.6 (cont.) 
general market exposure and an overexposure nies, respectively, need to be interpreted with 
to large-cap companies as opposed to small-cap caution. Some of the small-cap companies 
ones. One could, in other words, have achieved included in the index for the small-cap segment 
a higher return by being ”neutral” as far as the are not included in the benchmark portfolio of 
exposure to large-cap and small-cap companies the Fund, which implies that the cost estimate of 
is concerned, and by operating with the same 0.45 pct. is likely to exaggerate the effect of 
general market exposure as the benchmark underexposure to small-cap companies. Further-
portfolio. The ”cost” associated with the low more, an exposure to small-cap companies may 
beta as against the benchmark portfolio is esti- entail higher management costs, hereunder in 
mated as close to 0.7 pct. per year, whilst the relation to transactions in companies that are 
”underexposure” to small-cap companies has illiquid and in relation to corporate governance 
reduced the annual return by about 0.45 pct. efforts, which are not reflected in the above esti-
The two-factor model has a somewhat higher mates. 
explanatory power than does the one-factor Because the return on investments in small-
model, and the standard deviation of the error cap companies has been higher than the return 
components is also correspondingly lower. on large-cap companies, and as a result of the 

Estimates as to the ”cost” incurred as the positive return on the benchmark portfolio (over 
result of the Norwegian equity portfolio having and above the risk-free rate of interest), the esti­
been characterised by lower general market mated alpha is considerably higher than the 
exposure and overexposure to large-cap compa- unadjusted excess return. Given the low ”sys­

tematic” risk exposure of the portfolio, one may 
say that the manager has performed better than 

Table 2.16 Regression findings from the 2-factor 
one could have expected.

model for the Government Pension Fund – 
Table 2.17 shows how the actual tracking 

Norway. Basis points 
error can be attributed to the beta exposure, and 

2-factor 1-factor how much remains unexplained. The two factor 
model model exposures in the 2-factor model explain 25 pct. 

Average excess return of the actual tracking error, whilst the beta dis-
per year 105 105 crepancy in the 1-factor model explains 17 pct. of 
Alpha 218 168 the variation in the excess return. 

t-value alpha	 1.72 1.27 
Beta 0.91 0.92	 Table 2.17 Decomposition of the actual tracking 

error for the Government Pension Fund – Norway 
t-value beta	 -5.51 -4.84 
SMB-beta -0.10	 2-factor 1-factor 

t-value SMB-beta -3.60	 model model 

R-squared 96.3 95.9	 Beta 0.18 0.17 

Standard deviation 	 SMB-beta 0.07 
of residual 392 413	 Residual element 0.75 0.83 
Standard deviation 	 Actual tracking error 
of excess return 452 452	 (basis points) 452 452 

Source: Ministry of Finance and Folketrygdfondet	 Source: Ministry of Finance and Folketrygdfondet 
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Box 2.7 Decomposition of risk – the Government Pension Fund – Norway 

Table 2.18 Contributions from asset classes to 

the overall risk associated with the Government 

Pension Fund – Norway 

Percentage Relative 
Decomposition of risk points share 

Danish bonds 0.05 0.35 
Swedish bonds 0.07 0.47 
Norwegian bonds 1.03 6.46 
Danish equities 0.13 0.82 
Swedish equities 0.83 5.21 
Norwegian equities 13.76 86.70 
Risk 15.87 100.0 

Source: Ministry of Finance and Dimson, Marsh and Stauton 

Table 2.18 shows how the risk associated with 
the benchmark portfolio is distributed, in per­
centage points and in relative terms, across Dan­
ish, Swedish and Norwegian bonds and equities, 
respectively.1 

The benchmark portfolio includes 60 pct. 
equities, whilst the calculations show that the 
equity portfolio accounts for more than 90 pct. of 
the overall risk associated with the benchmark 
portfolio. The Norwegian markets account for 
85 pct. of the benchmark portfolios for both 
equities and bonds, whilst the Nordic ones 
(excepting Norway and Iceland) account for 15 
pct. About 93 pct. of the overall risk can be 
attributed to the Norwegian securities markets, 
which reflects the fact that the volatility of the 
Norwegian stock market is higher than the vola­
tility of the other Nordic stock markets. 

The Norwegian equity portfolio is the main 
risk contributor. Consequently, it is of interest to 
take a closer look at this portfolio to determine 
which companies account for the largest risk 
contributions. The calculations are based on 
data for the last five years because the company 
composition of the benchmark portfolio changes 
at regular intervals. This is a period character­
ised by relatively low volatility, which cannot be 

compared to the period 1900-2006.  The absolute 
volatility of the benchmark portfolio for this 
period is estimated at 17.3 pct. Table 2.19 shows 
the 15 companies that contribute the most risk 
to the equity benchmark. In total, these account 
for 13.1 percentage points of the 17.3 pct. risk, 
which represents 75 pct. of the total. StatoilHy­
dro contributes close to 20 pct. on account of its 
size, despite the standard deviation of returns on 
this company being relatively low when com­
pared to a number of the other companies 
included in the benchmark portfolio. The five 
largest contributors make an aggregate contri­
bution of almost 50 pct. 

Table 2.19 Risk contributions from various com­

panies to the Government Pension Fund 

– Norway 

Percentage Relative 
Name points share 

StatoilHydro ASA 3.4 19.34 
Telenor ASA 1.5 8.50 
Orkla ASA 1.4 8.02 
Acergy ASA 1.1 6.44 
Norsk Hydro ASA 1.1 6.12 
DnB NOR ASA 0.9 5.04 
Seadrill Ltd 0.7 4.32 
Yara International ASA 0.5 2.84 
Storebrand ASA 0.4 2.54 
Petroleum Geo-Services 0.4 2.38 
Tandberg ASA 0.4 2.26 
Fred Olsen Energy ASA 0.4 2.12 
Marine Harvest 0.3 2.01 
Prosafe SE 0.3 1.92 
Aker Kværner 0.3 1.51 

Source: Ministry of Finance 

1 The computation is based on data over the period 1900­
2000, which is a period characterised by relatively high vola­
tility in the equity and bonds markets. Data for the Finnish 
markets have not been available. 
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fondet within the guidelines laid down by the Min­
istry. Moreover, the computations show that the 
variations in the return on the benchmark portfo­
lio explain about 94 pct. of the variations in the 
return on the Fund. This illustrates that the Minis­
try’s general investment strategy, as expressed 
through the investment limits laid down in the 
Regulations governing the management of the 
Government Pension Fund – Norway, and as 
operationalised in the benchmark portfolio 
selected for the Fund by the Board of Directors, 
largely determine developments in the return on 
the actual portfolio, cf. Box 2.6. Furthermore, Box 
2.7 illustrates that the risk associated with the 
Fund is driven by a limited number of positions. 

Statistical tests offer some indications of skew­
ness to the left and fat tails in the rates of return 
on the actual portfolio for the entire period as a 
whole. One of the tests for normality (Jarque-
Bera), show that the hypothesis of normally dis­
tributed rates of return can be rejected, whilst the 
other test for normality (Lilliefors) delivers the 
opposite conclusion. Moreover, there are no indi­
cations that the rates of return on the actual port­
folio are correlated over time.  

2.3.3	 Developments in the difference 
portfolio of the Government Pension 
Fund – Norway 

Folketrygdfondet may, in its management of the 
Government Pension Fund – Norway, deviate 
from the benchmark portfolio within a defined 
risk limit. Both return and risk contributions from 
such active management are measured on an 
ongoing basis. Table 2.20 shows the average 
excess return, the standard deviation of the 
excess return (actual tracking error) and the 
information ratio for various periods, in respect of 
the overall Fund, the equity portfolios for Norway 
and the Nordic region, respectively, as well as for 
the Norwegian fixed-income portfolio. 

The Government Pension Fund – Norway 
adopts a long investment horizon. The Fund is a 
long-term investor, and will maintain a large port­
folio of equities in the Norwegian market. In line 
with this perspective, the Ministry focuses on 
developments in the Pension Fund over time in its 
follow-up of Folketrygdfondet’s performance. 

Folketrygdfondet has achieved an average 
annual excess return of 0.16 percentage points 

Table 2.20 Excess return1 and the standard deviation of the excess return (tracking error) on the Government 

Pension Fund – Norway, as measured nominally in Norwegian kroner. Percentage points and per cent 

1998–2007 2003–2007 2005–2007 2007 

The overall portfolio 
Average excess return per year 0.16 -0.38 0.57 2.33 
Standard deviation 1.27 1.33 1.24 1.35 
Information ratio 0.12 -0.29 0.46 1.73 
The Norwegian equity portfolio 
Average excess return per year 1.05 -1.08 -1.02 4.31 
Standard deviation 4.52 3.59 4.12 2.59 
Information ratio 0.23 -0.30 -0.25 1.67 
The Nordic equity portfolio2 

Average excess return per year 0.04 0.08 0.65 2.47 
Standard deviation 0.66 0.74 0.76 0.86 
Information ratio 0.06 0.11 0.85 2.86 
The Norwegian fixed-income portfolio 
Average excess return per year -0.34 -0.72 -0.18 -0.29 
Standard deviation 0.80 1.03 0.64 0.26 
Information ratio -0.42 -0.70 -0.29 -1.08 
1	 Annual excess return is computed as the difference between the average monthly return on the Fund and that on the benchmark 

portfolio, as annualised by multiplying with 12. This is specified in percentage points in the Table. The actual tracking error is 
computed as the standard deviation of the monthly excess return, as annualised by multiplying with the square root of 12. This is 
specified in pct. in the Table. 

2	 The figures for the Nordic equity portfolio are from the period May 2001 until yearend 2007. 
Source: Ministry of Finance and Folketrygdfondet 
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Figure 2.31 Excess return of the Government 

Pension Fund – Norway. Per cent. 

Source: Ministry of Finance and Folketrygdfondet 

over the period 1998-2007. However, there have 
been significant variations in excess returns over 
time, cf. Figure 2.31. Excess returns were particu­
larly high in 2006 and 2007, which were caused 
by, inter alia, very good performance as far as 
Norwegian equity management was concerned. 

The excess return on the Fund deviates from a 
weighted average of the excess return on the sub-
portfolios. This can be attributed to tactical alloca­
tion decisions, i.e. that Folketrygdfondet has at 
times been over- or underweighted in the various 
asset classes (Norwegian equities, Nordic equi­
ties, Norwegian fixed-income securities) relative 
to the asset class weights featured by the overall 
benchmark portfolio. 

Table 2.20 shows that the information ratio 
has been positive for the period 1998-2007 as a 
whole (0.12). The information ratio has been neg­
ative for the most recent five-year period, whilst it 
has been positive and growing over the last three 
years. It has been explained in more detail in Sec­
tion 2.2.3 how caution needs to be exercised in 
interpreting the information ratio, and how it may 
vary across different styles of active management. 

Since Folketrygdfondet began investing in 
Denmark, Finland and Sweden in 2001, its man­
agement of the Nordic equity portfolio has, in 
aggregate over these years, contributed a modest 
positive excess return. The excess return was rel­
atively high during 2007. A negative excess return 
has been registered in the management of the 

Figure 2.32 Developments in actual tracking error. 

Rolling twelve-months standard deviations of the 

excess return. 1998–2007. Per cent. 

Source: Ministry of Finance and Folketrygdfondet 

Norwegian fixed-income portfolio for the period 
1998-2007 as a whole, as well as for all sub-peri­
ods. 

Developments in the actual tracking error for 
the total portfolio are set out in Figure 2.32. The 
actual tracking error has varied between 0.8 pct. 
and 1.7 pct. The highest levels were registered 

Correlation between rates 
of excess return 
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Figure 2.33 Correlation between the rates of 

excess return on the Government Pension Fund 

– Norway 

Source: Ministry of Finance and Folketrygdfondet 
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A. Histogram over the rates of excess 
return 

C. Empirical cumulative probability 
distribution of the rates of excess return 

B. Quantile-to-Quantile plot of the rates of
 excess return 

D. Percentile diagram for the rates of
 excess return 
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Figure 2.34 Distribution characteristics of the monthly rates of return on the Government Pension Fund – 

Norway 

Source: Folketrygdfondet and the Ministry of Finance 

during the first half of 2004. The actual tracking 
error for the entire period as a whole is calculated 
at 1.27 pct. It follows from the chart that the level 
of the tracking error has been highest for the Nor­
wegian equity portfolio, by a considerable margin. 
Much of this risk may be attributed to a beta that 
deviates somewhat from 1, cf. Box 2.6. 

The total tracking error for the Fund for the 
entire period is lower than the weighted average 
of the tracking errors for the equity and fixed-
income portfolios. This is explained by a relatively 
low covariation between the rates of excess return 

from equity and fixed-income management, cf. 
Figure 2.33. The covariation between the rates of 
excess return of the Norwegian equity portfolio 
and the Norwegian fixed-income portfolio was 
0.14 over the period 1998-2007 as a whole, whilst 
the covariation between the rates of excess return 
of the Norwegian and the Nordic equity portfolios 
was 0.11 over the period 2001-2007. At the same 
time, the covariation between Norwegian fixed-
income management and Nordic equity manage­
ment has been negative (-0.15) over the period 
2001-2007. 
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The histogram in Figure 2.34a shows that it is 
difficult to draw any clear conclusions to the effect 
that the excess return on the Fund has been 
skewed or has fat tails. It follows from Figure 
2.34b that there are no clear indications that the 
assumption of normality is untenable. Statistical 
tests show no indications of skewness to the left 
and fat tails in the rates of excess return for the 
overall Fund over the period 1998-2007 as a 
whole. Both tests for normality (Jarque-Bera and 

Lilliefors) show that the hypothesis of normally 
distributed rates of excess return cannot be 
rejected for the overall Fund. However, there are 
clear indications that the assumption of normality 
in the rates of excess return on the Norwegian 
fixed-income portfolio is untenable. Tests for auto-
correlation show that the nil hypothesis of inde­
pendence over time in the rates of excess return 
cannot be rejected for any of the periods or sub-
portfolios. 
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3 Investment strategy 

3.1 The basis of the investment 
strategy of the Fund 

The Government has high ambitions for the man­
agement of the Government Pension Fund. The 
objective is for the Government Pension Fund to 
be the best managed fund in the world. This 
implies that one shall seek to adopt best practice 
within international asset management in efforts 
relating to the Fund. At the same time, what con­
stitutes a good investment strategy will depend on 
the characteristics of the Fund, the purpose of the 
investments, the attitude of the owner to risk, and 
one’s views as to how the financial markets work. 

3.1.1 Characteristics of the Fund 

The Government Pension Fund is, as discussed in 
Section 1.1, an instrument for general savings. 
The Fund belongs to the people, and the Storting 
has in the Act relating to the Government Pension 
Fund resolved that the Ministry of Finance is 
responsible for the management thereof. Alloca­
tions to, and withdrawals from, the Fund are fully 
integrated with the Fiscal Budget. In view of the 
potential for a continuation of high petroleum rev­
enues and a responsible fiscal policy that limits 
the Fund’s expenditure to the expected long-term 
real return on the Government Pension Fund – 
Global, and with the return on the Government 
Pension Fund – Norway being reinvested in the 
Fund, one can expect the Fund to have a very 
long investment horizon. 

In addition to the Fund being large and having 
a long lifespan, it is not, unlike traditional pension 
funds, earmarked for specific liabilities. The capi­
tal of the Fund is fully funded by equity. In other 
words, the State has not made any borrowings to 
raise capital for the Fund. There is little risk that 
the owner of the Fund will make large withdraw­
als over a short period of time. Generally speak­
ing, the Fund can therefore be said to have a 
greater risk bearing capacity than do other funds 
to which it is appropriate to compare it. 

There is broad political support for the invest­
ment strategy of the Fund. Particularly important 

is the broad political support for the level of risk 
established for the overall investments in the 
Fund. Furthermore, there is broad political agree­
ment that the Fund shall be broadly diversified, 
with a clear financial objective. The support for 
the investment strategy of the Fund provides a 
democratic underpinning, and represents an 
important contribution to actually maintaining the 
strategy over time. At the same time, this desire 
for democratic underpinning may result in a deci­
sion process that is time-consuming and charac­
terised by the desire for a comprehensive consen­
sus. Such aspects will present more and more of a 
challenge when one moves from the general stra­
tegic issues to issues relating to the actual imple­
mentation of operational management. This is 
part of the background against which Norges 
Bank and Folketrygdfondet have been charged 
with implementing the operational management 
of the two parts of the Fund. 

Investment activities are about assuming care­
fully calculated risk in order to achieve a return 
on invested capital. The challenge is therefore to 
facilitate the making of good investment deci­
sions, at both the general and the more detailed 
level. The objective of the investments is to 
achieve the maximum possible return, given a 
moderate level of risk. One way of formulating 
this is as follows: 

Maximise overall return (measured in interna­
tional currency for the Government Pension Fund 
– Global and in kroner for the Government Pen­
sion Fund – Norway), taking into consideration 
–	 market risk that is acceptable to the owners, who 

are the Norwegian people as represented by politi­
cal authorities. The Storting’s deliberation of 
Report No. 24 (2006-2007) to the Storting and its 
support for the Government’s plans for an 
increase in the equity portion to 60 pct. for the 
Global part, after having quite recently experi­
enced a historical downturn in the stock market 
over the period 2000-2002, provide an important 
grounding for the assessment as to what consti­
tutes acceptable market risk for the Fund. 

–	 operational risk, i.e. the risk of financial loss or 
loss of reputation as the result of defective inter­
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nal processes, human error, systems error or 
other loss caused by external circumstances 
that are not a consequence of the market risk 
associated with the portfolio. Considerable 
weight is attached to ensuring that the asset 
management framework stimulates good risk 
management, but one must be prepared, as a 
matter of statistical probability, for undesired 
events to occur sooner or later. 

–	 the size and characteristics of the Fund. These 
factors impose certain limitations as far as con­
cerns the scope for swift changes to the general 
investment strategy and to active management 
practise, since a large player may influence the 
market prices and thereby make certain invest­
ments less profitable. On the other hand, the 
size of the Fund will represent an advantage in 
other contexts. Economies of scale imply that 
the costs incurred in spreading the investments 
of the benchmark portfolio represent a small 
fraction of their value. On a more general note, 
large size makes it easier to justify labour-inten­
sive efforts within active management, illiquid 
asset classes and the opportunity to gain experi­
ence with new asset classes. 

–	 restrictions laid down by the Fund’s ethical 
guidelines. Corporate governance efforts and 
the exclusion of individual companies shall 
promote compliance with the ethical obliga­
tions of the Fund. 

–	 fundamental governance principles. The actual 
organisation of the activities should be charac­
terised by a clear distribution of responsibility 
in order to stimulate good decisions. Conse­
quently, decisions as to the management of the 
Fund have to be based on knowledge and pro­
fessionalism. Furthermore, openness is a pre­
requisite for maintaining confidence in the cur­
rent model for the management of the Fund, 
whilst making, at the same time, an important 
contribution to ensuring well-functioning finan­
cial markets – inasmuch as it means that there 
is no major uncertainty on the part of other 
market participants when it comes to the 
modus operandi of as large participant as the 
Government Pension Fund. 

3.1.2 Views concerning how the markets work 

Only a few things are known for certain when it 
comes to how the financial markets work. Finan­
cial theory is a rather young subject, and pricing 
in the financial markets does not adhere to estab­
lished laws of nature. The experience has often 

been that before one is able to determine, based 
on an analysis of historical returns, relationships 
with a reasonable degree of certainty, the nature 
of such relationships has changed. This means 
that a robust investment strategy has to be based 
on fundamental attitudes and assumptions as to 
how the financial markets work. The investment 
strategy of the Fund is premised on the following 
fundamental perspectives: 
–	 The theory of efficient financial markets was 

generally accepted in the 1970s. This theory 
assumed that new information was swiftly 
reflected in the prices of financial assets, and 
that prices were generally “correct”. The the­
ory has subsequently been challenged 
through studies of historical returns that have 
demonstrated deviations from efficient out­
comes. However, it remains uncertain whether 
such findings can be utilised to predict future 
market movements such as to achieve a higher 
risk-adjusted return than would otherwise be 
realised. 

–	 The types of changes to the investment strat­
egy of the Fund that are submitted to the Stort­
ing are subject to a decision-making process 
that contributes to ensuring a robust strategy. 
The decision-making process is, at the same 
time, time-consuming, and therefore less suita­
ble for decisions where time is of the essence. 
The size of the Fund also limits how swiftly one 
can implement major adjustments to the com­
position of the Fund without the market reper­
cussions imposing considerable transaction 
costs on the Fund. Changes to the general 
investment strategy of the Fund will therefore 
not be based on an expectation that one can 
identify in advance any period during which 
markets or market segments will seem, in ret­
rospect, “cheap” or “expensive”. At the same 
time, the possibility that there may exist strate­
gies that offer profitable deviations from a 
benchmark portfolio is consistent with the pro­
vision for some degree of active management 
on the part of Norges Bank and Folketrygdfon­
det. Active management is premised, by its 
very nature, on the existence of erroneous 
pricing, and the assumption that good manage­
ment can generate a return in excess of the 
market return. 

–	 One expects, in line with generally accepted 
theory and practise, a higher average return 
on equity investments than on investments in 
fixed-income securities, because the risk asso­
ciated with equities is higher. However, the 
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magnitude of such excess return remains 
uncertain. 

–	 If the returns from different markets and mar­
ket segments do not move in line with each 
other, one may achieve a better trade-off 
between return and risk by spreading the 
investments across several markets and seg­
ments. This is the background against which 
the benchmark portfolio of the Government 
Pension Fund is spread across a broad range of 
geographical regions, countries, sectors and 
companies. The benchmark index for equities 
comprises almost 7,000 companies across 27 
countries. The benchmark index for bonds 
comprises more than 9,800 securities across 
the currencies of 21 countries. The benchmark 
portfolio of the Government Pension Fund – 
Norway is also a broad composite of equities 
and bonds in Norway and other Nordic coun­
tries. 

–	 Experience shows that the selection of, and 
control over, the manager is of greater impor­
tance if parts of the investments are made in 
less liquid markets in which it is not easy to 
trade securities without influencing prices. It 
will normally be relatively straightforward for 
an investor to achieve the market return in liq­
uid markets, whilst performance in illiquid 
markets depends, to a significantly higher 
extent, on the skills of the manager. It will 
therefore be necessary, when transferring the 
Fund’s investments from liquid to less liquid 
markets, to attach more weight to the quality of 
control systems and the structuring of incen­
tives, for example in relation to fees. 

On the one hand, the desire to seek a consensus 
as to the investment strategy of the Fund may 
reduce the return on the Fund. That will, for 
example, be the case if the Fund is systematically 
late when it comes to investing in new market seg­
ments or in markets in which it turns out, in retro­
spect, that investors could have reaped a premium 
by making early investments. 

On the other hand, the desire for a consensus 
may also represent an advantage in purely finan­
cial terms if it results in the strategy being based 
on fundamental views concerning the market. 
There are several examples of funds that have 
incurred losses because they have failed to invest 
in accordance with fundamental principles as to 
how the financial markets work, for example by 
refraining from having investments in the stock 
market during long periods of surprisingly high 

returns, because analyses of historical prices gave 
the impression that prices in the stock market 
were high to begin with. Furthermore, broad-
based support for the strategy contributes to the 
robustness of such strategy during periods of vol­
atility. 

The Ministry intends to report to the Storting 
on a regular basis, with the main emphasis being 
on the annual Report to the Storting in the spring. 
One purpose of the annual reviews of the strategy 
is, from the perspective of the Ministry, to serve 
the need for maintaining such strategy. At the 
same time, the strategic choices shall be made on 
the premise that such choices are to remain 
unchanged for a long period of time. More fre­
quent reviews of the investment strategy is there­
fore not considered to be appropriate. 

3.1.3 The effort ahead 

The investment strategy of the Government Pen­
sion Fund – Global reflects the fact that many 
important strategic choices have already been 
made, concerning, inter alia, the allocation 
between equities and fixed-income securities, the 
scope of the equity and fixed-income portfolios 
and the risk limit for active management. These 
decisions have established a level for the market 
risk associated with the Fund. The Ministry’s 
future efforts to evolve the investment strategy 
will be premised on how to achieve a further 
improvement in the trade-off between return and 
risk by further spreading the investments and bet­
ter utilising the special characteristics of the Fund 
without any significant changes to the overall 
level of risk. The investment strategy of the Gov­
ernment Pension Fund – Global will, in line with 
this, be evolved through more and smaller deci­
sions. 

Some of these decisions will be of a more tech­
nical and operational nature, like issues such as the 
phase-in of the increased equity portion, the design 
and establishment of control systems for new asset 
classes (for example real estate), etc. Other deci­
sions may entail minor adjustments to the invest­
ment strategy, such as the ability to invest in pre-
IPO companies (see below), but without having 
any material effect on the overall level of risk asso­
ciated with the Fund or being reasonably expected 
to involve any conflict with the Fund’s ethical 
guidelines. The Ministry is of the view that this 
type of decision falls within the scope of the general 
framework as defined on the basis of deliberations 
by the Storting. The Storting will, in line with previ­
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ous practise, be kept informed of such changes to 
the guidelines through reporting in the annual 
Reports on the activities of the Fund and, if applica­
ble, in the National Budget as well. Decisions relat­
ing to the investment strategy that are more com­
prehensive in scope, and that are expected to have 
a material impact on the risk associated with the 
Fund, will be submitted to the Storting prior to the 
implementation of any changes. 

The sources from which the return on the 
Fund has thus far originated are primarily to do 
with the following: 
– one has reaped returns by assuming market 

risk in relatively liquid markets (through hold­
ing equities and fixed-income securities); 

–	 one has gradually expanded and diversified the 
benchmark portfolio, particularly in the Global 
part of the Fund; 

–	 one has gradually expanded the investment 
universe and granted more degrees of freedom 
as far as the active management effort is con­
cerned; and 

–	 one has achieved a positive excess return 
through the active management of the Fund, 
with a limited increase in the overall risk asso­
ciated with the Fund. 

It is appropriate for the effort relating to the 
investment strategy ahead to focus on evolving 
the investment strategy such as to utilise, in the 
best possible manner, the characteristics of the 
Government Pension Fund, cf. the above discus­
sion. Natural types of evolvement of the invest­
ment strategy may be: 
–	 further diversification of risk by, for example, 

including more countries or asset classes in 
the benchmark portfolio of the Fund. Refer­
ence is in this context made to the proposal in 
this Report (see Section 3.6) for the inclusion 
of new emerging markets in the benchmark 
portfolio of the Fund for equities. 

–	 to consider investments that benefit from the 
Fund’s size, creditworthiness, long-term per­
spective, and ability to hold less liquid assets. It 
is particularly appropriate to consider changes 
to the strategy that can provide compensation 
in the form of somewhat higher expected 
returns in exchange for reduced tradability 
(liquidity). Investments in unlisted real estate, 
as proposed in this Report (see Section 3.5), 
may be an example of an adaptation of the strat­
egy that delivers both an improved diversifica­
tion of risk and the scope for reaping liquidity 
premiums over time. 

The Government Pension Fund – Global repre­
sents about 95 pct. of the overall Fund, and this 
share will increase with the inflow of future petro­
leum revenues. It will therefore be appropriate for 
much of the evolvement of the strategy to take 
part in the Global part of the Fund. Comparisons 
between the investments of the Government Pen­
sion Fund – Global and those of other large funds 
internationally show that these funds hold a lower 
portion of nominal bonds, and that part of their 
capital is invested in alternative asset classes like 
real estate, unlisted equities, etc. An evolvement 
of the investment strategy of the Government 
Pension Fund in line with that outlined above may 
result in an allocation between asset classes that 
is more similar to the composition of these funds. 

A basic premise of the effort to evolve the 
strategy will be the need for adequate limits on 
other types of risk than market risk, such as oper­
ational risk. By operational risk is here meant the 
risk of financial loss or loss of reputation as the 
result of defective internal processes, human 
error, systems error or other loss caused by exter­
nal circumstances that are not a consequence of 
the market risk associated with the portfolio. The 
development of the strategy also needs to have 
regard for the ethical guidelines, and the signifi­
cant need for accumulating knowledge and skills 
that will arise if one allows for new investment 
areas to be utilised. Furthermore, weight will be 
attached to ensuring that the framework for active 
management stimulates appropriate risk-taking 
behaviour on the part of the operational manager. 
The follow-up of the operational management 
shall, like at present, contribute to the interests of 
managers and other counterparties being aligned 
with the purpose of the general investment strat­
egy of the Fund. 

3.2	 Follow-up of changes to the 
investment strategy that have been 
resolved previously 

The Ministry wrote, in Report No. 24 (2006-2007) 
to the Storting, that one intended to increase the 
equity portion of the benchmark portfolio for the 
Government Pension Fund – Global. One also 
presented plans to increase the number of compa­
nies invested in through the inclusion of small-cap 
companies in the benchmark portfolio for equi­
ties. The Ministry has, as discussed in the 
National Budget for 2008, resolved, following the 
Storting’s deliberation of Report No. 24 (2006­
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2007) to the Storting, to, inter alia, change the 
equity portion of the strategic benchmark portfo­
lio of the Fund to 60 pct., and to include the seg­
ment for listed small-cap equities by changing the 
benchmark portfolio for equities from FTSE All-
World to FTSE All Cap. 

A gradual adaptation to the new benchmark 
portfolio is planned, in consultation with Norges 
Bank. The assessment of alternative procedures 
for adaptation to the new guidelines has primarily 
attached weight to two factors: transaction costs 
and the increased expected return resulting from 
the higher equity portion. 

Transaction costs are costs associated with 
the implementation of the investments in the mar­
ket. These transaction costs can be divided into 
two categories: direct and indirect. The direct 
costs are relatively straightforward to estimate. 
These primarily comprise government taxes 
incurred in connection with the purchase and sale 
of securities and commissions that are paid to bro­
kers. The indirect costs are considerably more 
challenging to estimate, both in advance and in 
retrospect. The most important indirect cost can 
be termed the market repercussion cost. When 
purchasing a security, the actual purchase itself 
will tend to make the security more expensive. 
When the purchase has been completed, the price 
reverts to the original level. This effect is 
assumed to be most pronounced for illiquid equi­
ties, and more significant for small-cap companies 
than for large-cap ones. The market repercus­
sions also vary with the total turnover amount and 
with the magnitude of the fluctuations in market 
price (the volatility level). 

The expected return on equity investments is 
higher in the long run than that on bond invest­
ments because equities are more risky. If the 
equity portion is increased rapidly, the expected 
return on the Fund during the transition period 
will be higher than if the phase-in had been 
effected over a long period of time. 

The expected return on the Fund is higher if 
the increase in the equity portion is implemented 
over a short period of time. At the same time, this 
will mean higher expected market repercussion 
costs. This is because the size of the equity acqui­
sitions is expanded, and large volumes have a 
more pronounced effect on prices than have small 
volumes. These concerns therefore have to be 
balanced against each other. Some weight has 
also been attached to arguments of a more qualita­
tive nature, such as considerations to do with 
operational risk, the desire to avoid additional 

market repercussions through visibility in the 
market and concerns relating to the use of exter­
nal management resources. 

A more detailed account of the adaptation to 
the new benchmark portfolio will, in conformity 
with the practise in relation to previous changes 
to the benchmark portfolio of the Government 
Pension Fund – Global, be provided after the 
transactions have been completed. 

In November 2007, Norges Bank finalised adap­
tation to another change in the benchmark portfo­
lio. The risk assumed by the Government Pension 
Fund – Global is limited through the extensive use 
of diversification. Certain large federal credit insti­
tutions in the US (agencies) form a relatively large 
part of the US bond market, and of the benchmark 
index on which the investments of the Government 
Pension Fund – Global are premised. 

In order to ensure adequate spread of risk and 
prevent individual issuers from carrying a domi­
nant weight in the benchmark portfolio, the mort­
gaged-backed bonds issued by these institutions 
have been underweighted in the benchmark port­
folio of the Fund. It was announced in the 
National Budget for 2006 that one was working on 
amendments to this underweighting rule, and 
that one would examine, in particular, whether 
the underweighting rule should also apply to 
unsecured bonds. 

In January 2007, the Ministry adopted, on the 
basis of, inter alia, input from Norges Bank, a new 
rule under which the sub-sector “Agency” and the 
main sector “securitised bonds” in USD-part of 
the benchmark portfolio for fixed-income instru­
ments are both scaled back to 50 pct. of market 
value. Norges Bank has now finalised adaptation 
to this rule. 

3.3	 The risk associated with the return 
on the Government Pension Fund 

The risk associated with the return on the invest­
ments of the Pension Fund can be described in 
various ways. This section illustrates the risk 
associated with Fund on the basis of both histori­
cal returns in the equity and bond markets and a 
simulation model that describes potential future 
developments in the Fund. The risk can also be 
illustrated by way of a third method, which is 
based on estimating return on the Fund under 
what may be referred to as crisis scenarios. This 
method is labelled historical scenario generation, 
and is described in more detail in Section 1.2. 
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The analysis of historical returns in Section 
3.3.1 is labelled historical simulation. The purpose 
is to illustrate what fluctuations in the return on 
the Fund can be expected within a one-year time 
horizon. Nominal returns would seem to be more 
relevant over such a short time horizon than over 
periods of many years. The historical simulations 
are therefore based on nominal returns as meas­
ured in the currency basket of the Fund. 

The model-based simulations in Section 3.3.2 
are based on estimates for expected returns, vola­
tility and correlations between various asset 
classes over long time horizons. The computa­
tions primarily focus on real returns over time, 
but also refer, to some extent, to nominal returns. 
Since the aim of the investments of the Govern­
ment Pension Fund – Global is to achieve the 
maximum possible international purchasing 
power for the assets of the Fund, and given the 
long investment horizon of the Fund, the main 
emphasis when determining the investment strat­
egy of the Fund can be placed on long-term real 
returns as measured in the currency basket of the 
Fund. Consequently, the findings in Section 3.3.2 
are comparable to the analyses that formed part 
of the documentation presented for purposes of 
assessing the equity portion of the Fund in Report 
No. 24 (2006-2007) to the Storting. 

The analyses presented herein are premised 
on the current composition of the benchmark 
portfolio of the Fund. The Ministry will later be 
presenting analyses that illustrate, to a greater 
extent, how good the chosen composition is, by 
shedding light on various aspects of the trade-off 
between the return on, and the risk associated 
with, the Fund. 

3.3.1 Historical simulation 

The historical simulations are based on annual 
rates of nominal return for the stock and bond 
markets over the period 1900-2006.1 

The Government Pension Fund – Global 

The Ministry has determined a strategic bench­
mark portfolio for the Government Pension Fund 
– Global containing 60 pct. equities and 40 pct. 
bonds, which securities are spread across a large 
number of the world’s stock and bond markets. 
Figure 3.1 shows the computed annual return for 

1	 The simulations are based on data from Dimson, Marsh og 
Staunton at London Business School. 
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Figure 3.1 Historical simulation for the Government 

Pension Fund – Global. Annual nominal returns, 

measured in local currency. Per cent. 

Source: Ministry of Finance and Dimson, Marsh and Staunton 

the period 1900-2006, given the equity and bond 
composition of the benchmark portfolio. 
Although last century was characterised by a 
number of crises, developments in the financial 
markets as a whole have nevertheless been very 
good. The Pension Fund – Global would, as illus­
trated in the chart, have registered positive 
returns in the vast majority of years within that 
period. The chart also shows that the highest 
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Figure 3.2 Historical simulated volatility for the 

Government Pension Fund – Global. Per cent. 

Source: Ministry of Finance and Dimson, Marsh and Staunton 



82 Report No. 16 to the Storting 2007–2008 
On the management of the Government Pension Fund in 2007 

Table 3.1 Historical simulation of the return on, and 

risk associated with, the Government Pension Fund 

– Global. Annual average 1900-2006. Local currency. 

Per cent 

Fund Equities Bonds 

Average 9.9 12.5 6.0 
Standard deviation 9.8 14.6  6.5 

Source: Ministry of Finance and Dimson, Marsh and Staunton 

rates of return for the good years are considera­
bly higher than the corresponding weak rates of 
return for years of poor performance. 

The returns over this historical period have 
been unusually high. The Ministry is of the view 
that it would not be appropriate to assume that 
developments will be equally favourable over the 
next one hundred years. The historical average 
return provides also, in the statistical sense, a 
relatively imprecise estimate for the expected 
future return. However, the historical standard 
deviation, which is a measure of the variation in 
historical returns, provides a better basis for 
assessing future risk than do historical returns for 
assessing future returns. Since this discussion is 
concerned with the variation in returns and, espe­
cially, the variation during the periods of particu­
larly weak performance, historical developments 
will form a good basis for this type of analyses. 

Table 3.1 shows simulated historical average 
returns per year, and the standard deviation of 
such returns, for the overall Fund and for the 
equity and bond portfolios. The historical simu­
lated standard deviation for the Fund is calculated 
at just below 10 pct. As per yearend 2007, the mar­
ket value of the Fund was about NOK 2,000 bil­
lion. Given a expected nominal return at 6 pct., a 
change in the value of the Fund within a range 
from NOK -76 billion to NOK +316 billion within 
two of three years, will consequently be consist­
ent with normal price fluctuations in the securities 
markets. In addition, there are the fluctuations in 
the value of Norwegian kroner as against the cur­
rency basket of the Fund. However, these fluctua­
tions will not influence the international purchas­
ing power of the Fund. 

The level of the variations in returns will nor­
mally change over time. Figure 3.2 shows simula­
ted historical volatility for the Government Pen­
sion Fund – Global through the 20th century. The 
volatility is calculated by way of two methods. The 
first method registers large fluctuations relatively 
swiftly (the GARCH method), the other method 

Table 3.2 Historical simulation of volatility for the 

Government Pension Fund – Global. 1900-2006. 

Historical standard 
deviation Pct. “Half-life“ 

5 pct. 
weight 

Equal weights 9.8 
Decay factor of 
0.97 10.5 23 years  98 years 
Decay factor of 
0.94 10.8 11 years  48 years 

Source: Ministry of Finance and Dimson, Marsh and Staunton 

(rolling standard deviation over 10 years) features 
a slower reaction mechanism. The chart shows 
that the volatility of returns on the Fund would 
have varied from about 5 pct. to almost 20 pct., 
and that there is a reasonable degree of confor­
mity between the findings from the two methods. 
Consequently, the variations in the value of the 
Fund may be significantly greater than suggested 
above during particularly volatile periods. 

It is normally assumed that the most recent 
return observations are more relevant for the 
assessment of future volatility than are older obser­
vations. Calculations of volatility can take such dif­
ferences in emphasis into consideration by 
attaching more weight to the most recent observa­
tions than to the older observations. Table 3.2 
shows estimates for the volatility of the Fund based 
on equal weights (i.e. equal weights are assigned to 
all the return observations) and two different 
decay factors. The case of a decay factor of 0.94 
results in the volatility of the Fund increasing from 
9.8 pct. to 10.8 pct., and reflects the fact that consi­
derably more weight is assigned to the most recent 
observations than is the case under identical 
weights and under a decay factor of 0.97. 

Figure 3.2 shows that the volatility is higher 
during the last part of the period than during the 
first part. Half-life is a measure showing how 
many years back in time one needs to go in order 
for the rate of return associated therewith to be 
assigned a weight equal to 50 pct. of the weight 
assigned to the most recent observation for pur­
poses of calculating volatility. With a decay factor 
of 0.94, the 11-year old observation would have 
carried a weight equal to 50 pct. of the weight 
assigned to the observation from 2006 (which is 
the most recent observation), whilst the half-life 
would be 23 years with a decay factor of 0.97. A 
weight corresponding to 5 pct. of the weight 
assigned to the most recent observation is 
assigned to the 48-year old observation if the 



83 

4 

2007–2008	 Report No. 16 to the Storting 

On the management of the Government Pension Fund in 2007 

decay factor is 0.94, whilst one has to go 98 years 
back in time to register a weight of 5 pct. if the 
decay factor is 0.97. 

Figure 3.3a shows that it is difficult to draw 
any unequivocal conclusions as to whether histo­
rical simulated returns are skewed or has fat tails. 
The statistical estimate shows that there are indi­
cations of skewness to the left and somewhat fat­
ter tails than featured by the normal distribution, 
but the estimates are not statistically significant. 

The assumption of normality is of considera­
ble importance, because it enables one to make 
pronouncements as to the probability of observ­

ing a specific event, for example the probability of 
losing more than 10 pct. (which is equal to the his­
torical simulated standard deviation) of the value 
of the portfolio. Figure 3.3b shows that the histor­
ical simulations deliver lower minimum values 
than one would normally expect. There is a 
higher degree of consistency between the normal 
distribution and historical simulated returns for 
high values. Statistical tests do not justify rejec­
tion of the hypothesis that simulated returns have 
been normally distributed. Consequently, the 
standard deviation may be a fairly good measure 
of the risk associated with the Fund. 

A. Histogram of rate of return on the B. Quantile-to-Quantile plot of the rate of return
 benchmark portfolio on the benchmark portfolio 
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Figure 3.3 Distribution characteristics of historical simulated annual nominal returns on the benchmark 

portfolio of the Government Pension Fund – Global. Local currency 

Source: Ministry of Finance and Dimson, Marsh and Staunton 
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Table 3.3 Value-at-Risk based on historical simula­

tions for the Government Pension Fund – Global. 

Expected return = 6 pct. Historical simulation 

Worst outcome -22.9 
99 pct. VaR -20.1 
95 pct. VaR -11.9 
90 pct. VaR -8.1 
84 pct. VaR -4.1 

Source: Ministry of Finance and Dimson, Marsh and Staunton 

An investor will normally wish to shed light on 
the risk associated with an investment by way of 
more measures than the standard deviation of 
returns, for example the entire historical probabi­
lity distribution. The minimum return on the 
Fund is estimated at about -20 pct. and the maxi­
mum annual return at about 35 pct, as can be seen 
from Figure 3.3c. The variance of the equity port­
folio is considerably higher, whilst the variance of 
the bond portfolio is considerably lower. The 
chart shows that the simulated return on the 
Fund has, in total, been lower than -4 pct. in 10 
pct. of all years. 

The information in the preceding chart can 
also be presented in a percentile chart, cf. Figure 
3.3d. The 10th percentile can be interpreted as fol­
lows: The annual simulated return on the Fund 
has been lower than, or equal to, -4 pct. in 10 pct. 
of the years. The corresponding figure for the 
equity portfolio is -8 pct., whilst it is -0.3 pct. for 
the bond portfolio. This can be expressed as an 
historical 4 pct. Value-at-Risk for the Fund at the 
90 pct. confidence level, corresponding to about 
NOK 80 billion. This implies that one would his­
torically have lost more than NOK 80 billion of the 
portfolio value in one out of every ten years. In 
addition, there are the variations resulting from 
fluctuations in the value of Norwegian kroner rel­
ative to the value of the currencies held by the 
Fund. 

The Value-at-Risk estimates are, to a consider­
able degree, influenced by the very high returns 
observed over the last century. In Table 3.3, the 
average return level is replaced by an expected 
nominal return of 6 pct. One would, according to 
the historical simulations, in one out of every one 
hundred years (99 pct. Value-at-Risk) have 
expected to lose 20 pct. or more of the value of the 
portfolio, whilst one could have expected to lose 
12 pct. or more in five out of every one hundred 
years. In one out of every 10 years (90 pct. Value-

Table 3.4 Historical simulation of the return on, and 

risk associated with, the Government Pension Fund 

– Norway. Annual average 1900-2006. Per cent 

Fund Equities Bonds 

Average 9.4 11.6 6.0 
Standard deviation 15.9 25.1 8.5 

Source: Ministry of Finance and Dimson, Marsh and Staunton 

at-Risk) one could have expected to lose 8 pct. or 
more. 

The Government Pension Fund – Norway 

The benchmark portfolio of the Government 
Pension Fund – Norway comprises 60 pct. equi­
ties and 40 pct. bonds. 85 pct. of the portfolio is 
invested in Norwegian equities and bonds, 
whilst the remainder is invested in Swedish, 
Danish and Finnish equities and bonds. The 
return on the benchmark portfolio of the Fund 
would, according to the historical simulation, 
have been positive in most years during the 
period from 1900 to 2006. 

Table 3.4 shows the historical simulated aver­
age returns per year and the standard deviations 
of returns for the Fund as a whole and for the 
equity and bond portfolios. The historical simu­
lated standard deviation for the Fund is calcu­
lated at about 16 pct. As per yearend 2007, the 
market value of the Fund was close to NOK 120 
billion. Given an expected nominal return at 6.5 
pct., a change in the value of the Fund within the 
range from NOK -11 billion to NOK +27 billion 
during two out of three years will consequently 
be consistent with normal variations in price 
developments in the securities markets. 

Figure 3.5 shows the historical simulated 
volatility of the Government Pension Fund – 
Norway through the 20th century. The volatility 
of the Fund would have varied from about 5 pct. 
to almost 40 pct. Consequently, one can expect 
the value of the Fund to vary considerably more 
than suggested by the above variation range 
during particularly volatile periods. 

Table 3.5 shows estimates for the volatility 
of the Fund when identical weights are 
assigned to all previous observations and esti­
mates based on two different weight discount­
ing rules. The case of a decay factor of 0.94 
results in the volatility of the Fund increasing 
from 16 pct. to 20 pct., which illustrates (as 
does the Chart) the importance of the choice of 
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Historical simulation 
The Government Pension Fund – Norway 
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Figure 3.4 Historical simulation of annual returns on 

the Government Pension Fund – Norway. Per cent 

Source: Ministry of Finance 

historical time period as far as the level of the 
risk estimates is concerned. 

Figure 3.6a shows clear indications of skew­
ness to the right, which is confirmed by the statis­
tical tests. This suggests that the historical simu­
lations may generate Value-at-Risk estimates that 
are more positive than is justified. Extremely poor 
outcomes have not been registered during the 
historical period. Figure 3.6b confirms this 
impression, and shows that the historical simula­
tions generate considerably higher maximum 
values than one would normally have expected. 
For low values there is, on the other hand, a rea­
sonable degree of consistency between returns 
under the normality assumption and historical 
simulated returns. The hypothesis of normally 
distributed rates of return can be rejected on the 
basis of the findings from statistical tests. 

The empirical cumulative probability distribu­
tions of returns on the overall Fund and on the 
equity and bond portfolios are presented in Fig­
ure 3.6c. The minimum return on the Fund is cal-

Table 3.5 Volatility for the Government Pension 

Fund – Norway, as estimated by historical simulation. 

Pct. 

Equal weights 15.9 
Decay factor of 0.97 19.0 
Decay factor of 0.94 20.2 

Source: Ministry of Finance and Dimson, Marsh and Staunton 

Figure 3.5 Historical simulation of volatility for the 

Government Pension Fund – Norway. Annual 

average 1900-2006. Per cent 

Source: Ministry of Finance and Dimson, Marsh and Staunton 

culated at about -23 pct., and the maximum annual 
return at about 90 pct. The variance of the equity 
portfolio is considerably higher, whilst the vari­
ance of the bond portfolio is considerably lower. 
The skewness to the right in the return distribu­
tion is clearly illustrated in the chart. 

The Value-at-Risk estimates in Table 3.6 are 
computed under the assumption that the expec­
ted return in a given year equals 6,5 pct. The 
Table shows that one would, under the said 
assumption, expect to lose 21 pct. or more of 
the value of the portfolio in one out of every one 
hundred years (99 pct. Value-at-Risk), 14 pct. or 
more of the value in five out of every one hun­
dred years, and 10 pct. or more of the value in 
one out of every ten years (90 pct. Value-at-
Risk). 

Table 3.6 Historical Value-at-Risk simulation for the 

Government Pension Fund – Norway. Per cent 

Expected return = 6.5 pct. Historical simulation 

Worst outcome -25.8 
99 pct. VaR -21.7 
95 pct. VaR -13.7 
90 pct. VaR -10.5 
84 pct. VaR -3.7 

Source: Ministry of Finance and Dimson, Marsh and Staunton 
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A. Histogram over rates of return on the B. Quantile-to-Quantile plot of the rate of return
 benchmark portfolio on the benchmark portfolio 
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C. Empirical cumulative probability distribution	 D. Percentile diagram for benchmark portfolios 
of the benchmark portfolio 
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Figure 3.6 Distribution characteristics of historical simulated annual nominal returns on the benchmark 

portfolio of the Government Pension Fund – Norway. 

Source: Ministry of Finance and Dimson, Marsh and Staunton 

3.3.2	 Market expectations and simulation for 
the Government Pension Fund – Global 

The Ministry of Finance’s analyses and assess­
ments of the investment strategy of the Govern­
ment Pension Fund – Global have previously been 
based on Norges Bank’s estimates for expected 
long-term returns, volatility and correlations.2 

The Ministry has recently carried out a review of 

these estimates, which has resulted in certain 
minor adjustments and simplifications. The long-
term analysis of returns and risks in this Report 
is, apart from these minor changes, in conformity 
with the analysis that was presented in last year’s 

2	 See Norges Bank (2005), “Long-term outlook for fixed 
income and equity return”, Staff Memo 2005/10, and Norges 
Bank (2006), “Long-term market outlook”, Staff Memo 
2006/7. 
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report to the Storting on the management of the 
Government Pension Fund, cf. Report No. 24 
(2006-2007) to the Storting. 

Amongst the most important simplifications to 
the long-term analysis is aggregation of national 
and regional markets into a global market for 
equities, bonds and real estate, respectively. This 
simplifies the analysis of the characteristics of the 
portfolio, especially as far as the assessment of 
characteristics of new asset classes is concerned. 
Consequently, it is easier to assess the effects on 
important variables, like expected returns on 
bonds, equity premiums and premiums in the 
property market, as well as the expected risks and 
correlations associated with these three markets. 
Exchange rate fluctuations are disregarded for 
purposes of the long-term analysis. Such a simpli­
fication will not seem unreasonable when the 
return is measured in a currency basket that 
reflects the regional exposure of the Fund, whilst 
the investment horizon is, at the same time, very 
long. 

Another key simplification is that the long-
term expectations have not been corrected for 
any imbalances in the markets, which has to do 
with the fact that such imbalances can be difficult 
to quantify. The Ministry therefore reports long-
term expectations in this Report, as opposed to 
expectations that have been calibrated for the 
coming 15-year period (as is the case with Norges 
Bank’s previous market reports). 

A third simplification is that alternative eco­
nomic scenarios are not defined explicitly. Norges 
Bank’s market report from 2006 analysed, in con­
trast, one main scenario and two alternative sce­
narios (deflation and stagflation). Moreover, sepa­
rate sets of expectations were prepared for these 
three scenarios. The Ministry of Finance will 
focus on one long-term scenario in the analysis 
presented in this Report. The relevance of alterna­
tive scenarios, as illustrated by, for example, 
stress tests, is an issue the Ministry will revert to 
in more detail. 

The assumptions concerning expected long-
term return, net of management costs, and risk, 
as well as correlations between equities, bonds 
and real estate, are summarised below. It is 
emphasised that considerable uncertainty 
attaches to specific estimates presented below. In 
actual fact, specific estimates represent the cen­
tral value of confidence intervals or a given proba­
bility distribution. Estimates for correlations will 
in the following be presented both as probable 
intervals and as specific estimates (central value 

in the intervals). This estimate uncertainty is to 
some extent taken into consideration in the model 
simulations of the expected return on, and risk 
associated with, the Fund. 

Expected long-term return 

Government and corporate bonds 
The Ministry is of the view that it would seem rea­
sonable to assume a short-term real rate of inter­
est of 2 pct. If the long-term inflation rate is 
assumed to be in line with the inflation target of 
the central bank (i.e. about 2 pct. weighted for 
Europe, the US and Japan), the nominal long-term 
natural interest rate can be estimated at 4 pct. If 
the maturity premium for a government bond 
portfolio with a duration of about five years is 0.5 
pct., a reasonable estimate for the long-term nom­
inal return on global government bonds would 
consequently be 4.5 pct. (geometric). The Minis­
try believes this estimate to be well matched with 
the assumptions adopted by other large interna­
tional funds. 

The Ministry further assumes a credit pre­
mium for corporate bonds of 0.8 pct. Given the 
portion of non-government guaranteed bonds in 
the benchmark portfolio for bonds, the Fund’s 
expected long-term nominal return on bonds 
can, against this background, be estimated at 4.7 
pct. (geometric), i.e. a real return of about 2.7 
pct. 

The equity premium 
The Ministry is of the view that it remains reason­
able to adopt the previous estimate for the 
expected long-term equity premium, i.e. the 
excess return compared to government bonds, of 
2.5 pct. (geometric). This assumption is sup­
ported by recent research findings, which indi­
cate that the market expectation for the equity 
premium lies in the range from 3.0 to 3.5 pct. 
(geometric), as compared to short-term bonds.3 

This conforms well with an assumed 2.5 pct. 
equity premium when compared to long-term 
bonds. An expected risk premium of 2.5 pct. is, 
incidentally, about 0.5 percentage point lower than 
the median value of the risk premium expected 
amongst CFOs in the US.4 

3 See Dimson, E., P. Marsh and M. Staunton (2008), Global 
Investment Returns Yearbook 2008. 

4 See Graham, J.R. and C.R. Harvey (2007), “The Equity Risk 
Premium in January 2007: Evidence from the Global CFO 
Outlook Survey”. Available on http://ssrn.com/ 
abstract=959703. 

http://ssrn.com/
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The real estate premium 
The expected long-term real estate premium, in 
excess of the return on government bonds, has 
previously been estimated at 1.0 pct. (geomet­
ric). This would still seem to be a reasonable 
assumption. The expected return on real estate 
investments is thereby between the expected 
return on bonds and the expected return on 
equities, which is a widely held assumption. The 
estimate is, in the experience of the Ministry, in 
the lower part of the range of expected returns 
on real estate, when compared to bonds, as 
observed among other large funds. There is a 
particular high degree of uncertainty attached to 
this estimate. 

Expected long-term volatility 

Government and corporate bonds 
The expected long-term bond volatility is in this 
Report estimated at 6 pct., which represents a cer­
tain increase relative to previous estimates. Previ­
ous estimates were in large part characterised by 
experience from the last 20 years. This period has 
seen a structural decline in inflation expectations, 
which contributed to high returns and low volatil­
ity in the bond markets when viewed from a his­
torical perspective. The Ministry is of the view 
that it seems unreasonable to assume correspond­
ing developments in coming years. Besides, this 
estimate for the expected long-term bond volatil­
ity also appears to be reasonable when compared 
to the assumptions adopted by other international 
market participants. 

Equity volatility 
As far as equities globally are concerned it would 
seem reasonable, in the view of the Ministry, to 
somewhat reduce the previous estimate of equity 
volatility for countries and regions. This has to do 
with the fact that a diversified portfolio of global 
equities will be characterised by a somewhat 
lower volatility than are individual portfolios com­
prising national or regional stock markets.5 The 
expected long-term volatility of real returns from 
global equity investments is estimated, against 
this background, at 15 pct., which conforms well 
with the assumptions adopted by other large 
international funds. 

5 The total return index FTSE World has since 1986 featured 
an average annual volatility of 13.9 pct. for the world portfo­
lio of large-cap and medium-cap equities, whilst it has been 
14.4 pct., 16.1 pct. and 20.3 pct. for the US, Europe and 
Japan, respectively (Source: Datastream). 

One has assumed, as with the model simula­
tions presented in Report No. 24 (2006-2007) to 
the Storting, a weak degree of mean reversion in 
the returns on equities. This assumption, to the 
effect that the return over time tends to revert 
towards long-term “mean levels”, or equilibrium 
levels, is based on analyses of historical returns. 
This assumption implies that the volatility associ­
ated with equity investments is somewhat lower in 
the long run than would otherwise be the case. 

Real estate volatility 
The Ministry assumes a long-term volatility for a 
global real estate portfolio of 12 pct. , which repre­
sents an increase relative to previous estimates. 
The estimate reflects, inter alia, a need for taking 
into account a higher degree of leverage, and is 
otherwise based on assessments of the assump­
tions adopted by other large international funds in 
respect of their real estate portfolios. 

Expected long-term correlations 

Correlation between bonds and equities 
One assumes a long-term correlation of 0.3 – 0.5 
(specific estimate 0.4) between real returns on 
equities and bonds, which is higher than previous 
estimates. The increase in the correlation esti­
mate reflects three considerations. Firstly, it 
would seem reasonable to assume that the corre­
lation between equities and bonds is higher in the 
long run than in the short run (“horizon 
effects”).6 Secondly, previous estimates, based on 
the correlation over the last 20 years, suggest a 
relatively low correlation when compared to 
observations over longer time periods. The low 
correlation the last 20 years reflects, in large part, 
a steep decline in the correlation over the last dec­
ade, which again seems likely to reflect falling 
inflation expectations. The Ministry is of the view 
that it is not reasonable to expect inflation expec­
tations to continue falling by as much as during 
the said period. A correlation estimate of 0.3 – 0.5 
conforms well with what would appear to be a 
common assumption amongst other players, to 
the effect that there is weak positive correlation 
between equities and bonds.7 

6 Horizon effects arise if the returns on equities and bonds 
share joint components in a stochastic trend (cointegration), 
for example driven by macroeconomic variables like econo­
mic growth. 

7 The correlation is generally assumed to be positive, but 
lower than 0.5. 
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Table 3.7 Long-term real return and volatility esti­

mates for global bonds, real estate and equities 

(geometric).1 Per cent 

Global Global Global 
bonds real estate equities 

Expected real return 2.7 3.5 5.0

Expected volatility 6.0 12.0 15.0

1	 Global bonds include a portion of corporate bonds equal to 

that of the bond portfolio of the Government Pension Fund – 
Global. 

Source: Ministry of Finance 

Correlation between equities and real estate 
The Ministry is of the view that it seems reason­
able to assume a positive correlation between 
equities and real estate, and for such correla­
tion to be somewhat higher than that between 
equities and bonds. The correlation between 
equities and real estate in the long run is esti­
mated at 0.5 – 0.7 (point estimate 0.6), which is 
in line with previous estimates. The estimate 
also conforms well with what other large funds 
seem to expect. 

Correlation between bonds and real estate 
One assumes a positive correlation between the 
real return of bonds and real estate, but the corre­
lation is assumed to be lower than the two other 
correlations. The expected correlation between 
bonds and real estate is assumed to be in the 
range 0.2 – 0.4 (point estimate 0.3), which repre­
sents a moderate increase when compared to pre­
vious estimates (0.2). 

Summary – market assumptions 
The Ministry’s estimates as to expected long-term 
real returns (geometric), risks and correlations 
are set out in Tables 3.7 and 3.8. The Ministry of 
Finance’s Advisory Council on Investment Strat­
egy has in a letter of 3 March 2008 to the Ministry 
of Finance stated that these market assumptions 
are suitable. The letter is available at the Minis­
try’s website (www.government.no/spf). 

Simulation for the benchmark portfolio of the 
Government Pension Fund – Global 

The characteristics of the benchmark portfolio of 
the Government Pension Fund – Global can be 
analysed on the basis of the estimates for expected 
long-term returns, volatility and correlations, by 
way of a stochastic simulation model (Monte Carlo 
simulation). The model simulates a large number 

Table 3.8 Specific estimates for the expected long-

term correlations between the real return of global 

bonds, real estate and equities.1 

Global Global Global 
bonds real estate equities 

Global bonds 1 0.3  0.4 
Global real estate 1  0.6 
Global equities  1 
1	 Global bonds include a portion of corporate bonds approxi­

mately equal to that of the bond portfolio of the Government 
Pension Fund – Global. 

Source: Ministry of Finance 

(here 6,000) of asset price trajectories that describe 
potential developments in the total return indices 
(real) for the various asset classes of the portfolio.8 

The stochastic process is described by so-called 
correlated geometric Brownian motions, which is a 
normal assumption concerning the price trajectory 
for a number of financial assets.9 However, the 
assumption of mean reversion in the stock markets 
implies that a different stochastic process is 
required for the equity indices. The present analy­
sis is based on the so-called Ornstein-Uhlenbeck 
process, which is frequently used for this type of 
analyses. Simulations of trajectories for exchange 
rates have not been carried out, because of the 
focus on global asset classes.10 The simulations 
have also taken into account the current rebalanc­
ing regime for the Government Pension Fund – 
Global. 

Table 3.9 shows the expected real rate of 
return (geometric) on, and risk associated with, 
the benchmark portfolio of the Government Pen­

8	 The analysis simulates uncertainty concerning the estimates 
for expected returns by drawing expected values (drift) from 
a normal distribution with a mean value equal to the point 
estimate and an estimated standard deviation. The standard 
deviation of the periodic return will thereby increase margi­
nally (i.e. by about 0.2 pct.).

9	 If the pricing process of an asset class is modelled as geome­
tric Brownian motions, one has implicitly assumed that the 
geometric returns on such asset class are normally distribu­
ted (this does not apply, however, to the a portfolio of such 
asset classes). Consequently, so-called fat tails (“excess kurt­
osis”), like for example higher downside risk relative to the 
normal distribution, will not be modelled. However, over 
long time horizons, like for example the 15-year periods cho­
sen for purposes of this simulation, the error introduced by 
assuming normal distribution will decline in magnitude. 

10 The portfolio volatility will thereby be somewhat underesti­
mated. However, the error is minor, since most interest 
attaches to the expected return and risk as measured in a 
currency basket, and the weights in such currency basket 
are aligned with (but not identical to) the foreign exchange 
exposure of the Fund. A more detailed simulation featuring 
national/regional divisions (five countries/regions), with 
attendant stochastic exchange rates, shows that the annual 
volatility is underestimated by about 20 basis points. 
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Table 3.9 Expected real long-term return on, and risk associated with, the benchmark portfolio of the Govern­

ment Pension Fund – Global.1 

Portfolio 
(share 

equities/ 
bonds) 

Average annual 
real return 

(geometric) over 
15-year periods 

(pct.) 

Standard 
deviation of 
annual real 

return (pct.) 

Standard 
deviation of 

average real 
return over 15 

years (pct.) 

Probability 
of negative 

accumulated 
real return after 

15 years (pct.) 

Probability 
of annual 

(geometric) real 
return < 4 (pct.) 

Sharpe 
ratio2 

60/40 4.2 9.2 2.4 3.7 46.8 0.29 
1 A composition characterised by 60 pct. equities and 40 pct. bonds over a random 15-year period is assumed. 
2 The Sharpe ratio is calculated as the ratio between the expected arithmetic real return (not shown in the Table) in excess of the 

“risk-free” real rate of interest (estimated at 2 pct.) and volatility (as measured by the standard deviation of annual real returns). 
Source: Ministry of Finance 

sion Fund – Global over a 15-year period, under 
the assumption of an asset composition featuring 
60 pct. equities and 40 pct. bonds. Moreover, the 
chosen period length is the same as was used in 
Report No. 24 (2006-2007) to the Storting, thus 
implying that the findings are directly compara­
ble. The chosen period length is of relevance to 
the findings because of the assumption of mean 
reversion in the stock markets. This implies that 
the risk associated with the stock market declines 
gradually over time, as compared to the risk asso­
ciated with the bond market. 

The findings from the simulations show an 
estimated average annual real return on the Fund 
is 4.2 pct. geometrically (6.3 pct. nominally).11 An 
expected volatility of 9.2 pct. implies that there is a 
68 pct. probability that the fluctuations around the 
expected return will be within a range from -9.2 
pct. to +9.2 pct. (i.e. this can be expected to be the 
case in two out of every three years). 

Estimates as to the expected return are sub­
ject to considerable uncertainty, and historical 
experience shows that the return may vary a 
great deal. This uncertainty is so pronounced that 
the current estimate of 4 pct., which forms the 
basis for the fiscal policy rule, has to encompass 
expectations of average real returns of 3, 4 as well 
as 5 pct. Only if the achieved return over many 
years turns out to be significantly higher or signif­
icantly lower than 4 pct. would it be appropriate to 
assess whether the estimate of 4 pct. represents 
too high or too low an expectation as far as future 
returns are concerned. 

The results in Table 3.9 do not show any mate­
rial difference from the findings discussed in last 
year’s Report to the Storting. The expected effect 
from increasing the equity portion from 40 pct. to 

11 Inflow of new funds is disregarded, as these are not included 
in this analysis. 

60 pct. is also about the same as was pointed out 
last year. 

3.4	 Planned changes to the investment 
strategy 

In the current Report, the Ministry presents sev­
eral changes to the investment strategy of the Gov­
ernment Pension Fund – Global. The changes are a 
result of the Ministry’s systematic effort to evolve 
the investment strategy of the Fund. One intends 
to initiate a long-term effort to establish a separate 
real estate allocation. Furthermore, one intends to 
include several new markets in the Fund’s bench­
mark portfolio for equities. Both these changes 
may contribute to further diversify the risk associ­
ated with the investments of the Fund. One also 
intends to modify the requirement for a maximum 
ownership stake of 5 pct. in individual companies, 
without any change to the fact that the investments 
of the Fund are of a financial nature. 

The Ministry will also be contemplating 
expansions to the Government Pension Fund – 
Global’s investment universe for equities. The 
equity investments of the Fund are currently lim­
ited to instruments listed in regulated and recog­
nised market places. Norges Bank proposes, in a 
letter of 1 February 2008 to the Ministry of 
Finance, that one allows for investments in 
unlisted equities when the company has applied, 
or specifically plans to apply, for listing in a regu­
lated and recognised market place. The letter is 
enclosed as Appendix 3 to this Report. 

Section 3.1.3 provides a description of the con­
siderations to which weight will be attached in 
future efforts relating to the investment strategy 
of the Fund. The Ministry’s preliminary assess­
ment is that Norges Bank’s proposal for invest­
ments in securities planned for listing is in con­
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formity with the desire to better utilise the special 
characteristics of the Government Pension Fund. 
Nor will this result in a material increase in the 
level of risk associated with the Fund, provided 
that such investments constitute a small portion 
of the overall investments of the Fund. 

The Ministry will now be evaluating the pro­
posal to permit investments in the equities of com­
panies planning a listing in a regulated and recog­
nised market place. In particular, an emphasis 
must be placed on good systems for reporting and 
risk management for investments that are not 
traded regularly on a stock exchange. It may also 
be appropriate to consider this in the general con­
text of potential investments in unlisted equities. 
Any changes to the guidelines in this respect will 
be reported as part of the regular reporting to the 
Storting. 

3.5	 Investments in real estate on the 
part of the Government Pension 
Fund – Global 

3.5.1	 Real estate as an asset class 

Real estate investments represent ownership 
interests in land, buildings or parts of buildings. A 
number of different types of buildings, like, for 
example, office buildings, shopping centres, 
industrial buildings and housing, are included in 
the asset class. There are two ways to invest in 
real estate. Direct investments involve the inves­
tor acquiring real estate without intermediaries, 
whilst indirect investments involve the investor 
acquiring units of a fund or equities of a real 
estate company, which then invests directly in one 
or more properties. An indirect investment may 
also be organised through a joint venture. 

Fund units and equities of real estate compa­
nies may or may not be listed on a stock 
exchange. The Government Pension Fund – Glo­
bal already includes listed fund units and listed 
equities of real estate companies. In addition, the 
benchmark portfolio for bonds includes fixed-
income securities issued against security interests 
in property. The matter that has now been deliber­
ated is whether to establish, in addition to the 
above, real estate as a separate asset class of the 
Fund, with investments in unlisted real estate as 
well. 

Historical data show that returns on real 
estate investments have been somewhat higher 
than for bonds, but lower than for equities. Analy­
ses of historical returns in the property market 

are complicated by the fact that actual costs 
involved in the management of a real estate port­
folio are higher than those involved for equities 
and bonds. Nevertheless, the additional costs 
incurred through real estate investments are 
deemed to be outweighed by the positive effects 
such investments are expected to have on the 
overall return on, and risk associated with, a fund. 

Historical data also show that the risk associ­
ated with real estate investments was between 
the level of risk associated with equity invest­
ments and that associated with bond invest­
ments. However, the effect of real estate invest­
ments on the overall risk associated with the 
Government Pension Fund depends not only on 
the risk associated with real estate investments, 
but also on whether the returns on real estate 
develop in correlation with the returns on equi­
ties and bonds. Analyses of available time series 
for these three asset classes show that the 
returns on real estate investments, on the one 
hand, and those on equity and bond investments, 
on the other hand, are correlated only to a lim­
ited degree. The characteristics of real estate 
investments imply that the risk associated with a 
portfolio comprising equities, bonds and real 
estate is expected to be somewhat lower than the 
risk associated with a portfolio comprising equi­
ties and bonds, for a given level of expected 
return. 

The effect on the risk associated with the 
Fund may be different when evaluated over peri­
ods of several decades. No data sets exist that are 
of sufficient quality to establish how the returns 
on real estate and equity investments will covary 
over periods of a great many years, but it would 
be reasonable to assume that the covariation 
increases when returns are measured over long 
time horizons. This would imply that gains in the 
form of better diversification of risk will be lower 
over long time horizons. Real estate investments 
are, on the other hand, investments in real assets. 
The same applies to equity investments, but not to 
bond investments. This means that investments in 
real estate and equities offer exposure to means 
of productions like buildings and machinery, etc., 
that generate future revenues, and to real estate, 
that generates rent income, respectively. Invest­
ments in real estate, instead of in nominal bonds, 
may therefore contribute to protecting the long-
term purchasing power of a portfolio. 

Observations of actual real estate investments 
on the part of other large funds internationally 
show that their portfolios are partly comprised of 
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Box 3.1 Assessment of real estate investments on the part of other investors 

The closest one can get to an explanation as to 
what has been decisive for the real estate invest­
ments of other funds is probably to ask investors 
themselves. Professors Goetzmann and Dhar of 
Yale University have interviewed, in a survey 
published in 20061, 202 institutional investors in 
the US as to what factors have been decisive for 
their decisions relating to investments in the 
property market. About 70 pct. of these institu­
tions held real estate investments. The survey 
shows, inter alia, that: 
–	 Both expected returns and risks are expected 

to be somewhat higher than for bonds, and 
somewhat lower than for equities. The survey 
also confirms that the costs associated with 
real estate management are higher than those 
associated with equity and bond investments. 

–	 Diversification and inflation protection are by 
far the two most frequently cited explanations 
when investors are asked to specify the most 
important reasons for investing in real estate. 

–	 Four factors distinguish themselves as the 
most important ones when investors are 
instead asked about the most important fac­
tors underpinning their own real estate alloca­
tions. About half of those who submitted 
responses under the survey stated that they 
had attached weight to analyses of historical 
and expected returns and risks, respectively. 
The funds that responded that they held no 
real estate investments were also those attach­
ing the least weight to analyses of historical 
and expected returns and risks in the property 
market. 

–	 Furthermore, the survey shows that advice 
from external consultants and belief in one’s 
ability to select the best external real estate 
managers were of decisive importance to 
funds’ decisions. Other explanatory factors, 
like what other leading institutions have done, 
market trends and the economic outlook, 
appear to be of less importance. 

–	 The institutions were also requested to iden­
tify the most important risk factors associated 
with real estate investments. The most inter­
esting aspect of the responses was that market 
risk, as measured by return fluctuations (vola­
tility), appeared to be of minor importance. 
Not many more than 10 pct. of those who sub­
mitted responses under the survey empha­
sised this type of risk. Instead, the risk factors 
ranked as the most important ones were the 
risk of being unable to sell an unwanted invest­
ment when desiring to do so (liquidity), the 
risk of trading properties at a price that devi­
ates from their actual value, and the risk asso­
ciated with unreliable historical valuation data. 

–	 Both liquidity risk and the risk of paying too 
much are closely related to the degree of effi­
ciency in the property market. The emphasis 
on these factors is therefore consistent with 
investors ranking the property market as less 
efficient than the equity and bond markets. 

The authors conclude that statistical analyses of 
returns and risks are of decisive importance to 
the real estate investment decisions of other 
funds. The survey shows, at the same time, that 
other forms of uncertainty are also important. A 
number of the highlighted sources of uncer­
tainty are closely related to a perception that the 
property market is less efficient than the equity 
and bond markets. This is consistent, again, 
with investors’ belief that it is possible for good 
managers to achieve a return that is better for 
the average investor. It may be, given such per­
ception, that investors are basing their expected 
return analyses on a higher expected return that 
would be suggested by analyses of historical 
returns in the property market as a whole. 

1 Dhar, R. and W.N. Goetzmann (2006), “Institutional Per­
spectives on Real Estate Investing”, The Journal of Portfo­
lio Management, Summer 2006. 

investments in existing buildings with relatively 
predictable cash flows and partly of investments 
in development projects with less predictable out­
comes. The return will in both cases be partly  
caused by developments in the underlying pro­
perty market and partly by skilful active manage­

ment. Another observation is that the investments 
are characterised by significant leveraging. It is 
not uncommon for the investments in a real estate 
portfolio to take the form of an equity contribution 
to a portfolio with an average debt to asset ratio of 
50 pct. In such a portfolio the investment will 
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assume the character of an equity contribution, 
which means that the level of risk, as measured 
by annual fluctuations, is more in line with the 
level of risk associated with equity investments 
than that associated with bond investments. 

Box 3.1 shows the findings from a survey of 
real estate investments amongst US institutional 
investors. The survey confirms the return and 
risk characteristics that are described above and 
that underpin the Ministry’s analyses of real 
estate investments. 

3.5.2	 The Ministry’s evaluation of real estate 
as an asset class 

The Ministry of Finance discussed the effort to 
evaluate investments in real estate on the part of 
the Government Pension Fund – Global in the 
National Budget for 2008. The Ministry dis­
cussed, inter alia, the advice that had been 
received from Norges Bank and the Strategy 
Council concerning a separate allocation for real 
estate. In a letter of 20 October 2006 to the Minis­
try of Finance, Norges Bank proposed that invest­
ment of up to 10 pct. of the assets of the Fund in 
real estate and infrastructure be defined as a long-
term strategic objective. The reasons given by the 
Bank for its recommendation were that real estate 
investments contribute to improved diversifica­
tion of the risk associated with the Fund, and that 
investments in illiquid markets like real estate 
may give rise to a liquidity premium in the form of 
a higher expected return than could otherwise 
have been achieved. The Ministry of Finance’s 
Advisory Council on Investment Strategy advised 
the Ministry to define, to begin with, an objective 
to the effect that 5 pct. of the assets of the Fund be 
invested in real estate. The Strategy Council 
expressed the view that it is primarily the long-
term return and risk characteristics of real estate, 
and the desire to invest a larger portion of the 
Fund in real assets in particular, that count in 
favour of such investments, as opposed to bonds. 

The Ministry of Finance pointed out, in the 
National Budget for 2008, that the recommenda­
tions received were unambiguously in favour of 
investing a portion of the Fund in real estate. One 
recommendation pointed out that any such invest­
ments will in large part be made in unlisted and 
illiquid markets, and that this poses challenges 
relating to, inter alia, the measurement of return 
and risk. The Ministry therefore deemed it neces­
sary to devote further effort to, inter alia, the 
preparation of an appropriate mandate, the opera­

tionalisation of ethical concerns and the use of dif­
ferent instruments and corporate structures. 

The Ministry has now concluded, based on 
the analyses of Norges Bank and the Strategy 
Council, as well as its own analyses, that part of 
the assets of the Government Pension Fund – Glo­
bal should be allocated to a designated portfolio 
for real estate investments. These investments are 
to be offset by a reduction in the portion of bond 
investments. The Ministry attached weight to the 
following concerns in these deliberations: 
–	 Equities and bonds are the two largest and 

most important asset classes that are available 
to financial investors. Real estate is the third 
largest. It is difficult to obtain precise estimates 
for the aggregate market value of the investa­
ble part of the property market. It is estimated 
that the value of investable commercial prop­
erty is about 5-15 pct. of the overall value of 
equities, bonds and real estate globally (the 
world market portfolio)12. It would seem 
appropriate for a broadly diversified and global 
portfolio like that of the Government Pension 
Fund – Global to also include exposure to as 
large an asset class as real estate. 

–	 Most large institutional investors have made 
significant investments in the property market. 
The real estate portfolios of funds that are sim­
ilar to the Pension Fund, in terms of size and 
the nature of their activities, represented on 
average 7 pct. of their total assets as per 
yearend 2006, of which 4 percentage points 
were in the form of unlisted real estate invest­
ments. Having gained ten years’ experience 
with investments in listed and relatively liquid 
instruments in the benchmark portfolio of the 
Government Pension Fund, it is difficult to see 
why the strategy of the Fund should in future 
deviate so markedly from the strategies of 
other large international funds. 

–	 The quality of historical return data for the 
property market is inferior to the quality of 
those for the stock and bond markets. Analyses 
as to how real estate investments will influence 
the overall return on, and risk associated with, 
the Government Pension Fund – Global should 
therefore be interpreted with care. Neverthe­
less, the Ministry is of the view that one would 
be justified to conclude, based on the available 
data material, that the correlation between the 

12 See Hoesli, M. and C. Lizieri: “Real Estate in the Investment 
Portfolio.” A report prepared for the Investment Strategy 
Council of the Ministry of Finance. The report is available at 
www.government.no/spf. 
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return on real estate and that on equities and 
bonds, respectively, is limited. Real estate 
investments may therefore contribute to an 
improved diversification of the risk associated 
with the Fund. 

–	 The paucity of data makes it difficult to esti­
mate the characteristics of real estate invest­
ments in the long run. Nevertheless, it is prob­
able that the correlation between the returns 
on investments in real estate and equities is 
higher in the long run than in the short run. 
The main attraction of real estate investments 
over long time horizons is therefore the fact 
that they are investments in real assets. The 
purpose of the investments of the Pension 
Fund is to achieve the maximum possible inter­
national purchasing power from its assets. If 
real estate investments offer better prospects 
for the international purchasing power of the 
Fund in the long run than do bond invest­
ments, that is an attractive characteristic. 

–	 Returns are improved as a result of the 
expected return on real estate being higher 
than that on bonds. Both indications that real 
estate investments give access to a separately 
priced risk factor, as well as the scope for illi­
quidity premiums in unlisted real estate invest­
ments, are highlighted as possible explana­
tions for the excess return relative to bonds. 

The Ministry’s analyses show that the effects on 
the overall risk associated with, and the return on, 
the Fund will to some extent depend on how the 
investments are implemented. A portfolio of lever­
aged real estate, through, for example, unlisted 
fund investments, may offer a higher contribution 
to the expected return on the Fund than would an 
unleveraged real estate portfolio. The leveraged 
real estate portfolio will, at the same time, contrib­
ute somewhat more to the overall risk associated 
with the Fund. Nevertheless, the effect of a 5-pct. 
allocation to real estate, instead of bond invest­
ments, on the risk associated with the Fund over 
periods of 15 years will be limited, even with a cer­
tain leveraging of the real estate included in the 
portfolio. This is to some extent the result of lim­
ited correlation with equities and bonds, but also 
reflects the portion invested in real estate being 
limited to 5 pct. See Box 3.2 for a more detailed 
discussion of these issues. 

In practise, developments in the value of 
unlisted real estate investments will appear to be 
less variable than is the case. This is because the 
value of a real estate portfolio will primarily be 

determined on the basis of appraisals of the 
underlying properties. Valuations of real estate 
will therefore not be made as frequently, and the 
appraisals will not reflect new information as 
swiftly, as do market value computations for equi­
ties and bonds, which are traded in liquid markets 
on a daily basis. This may in practise result in a 
stabilisation of reported performance, without the 
reported fluctuations necessarily reflecting the 
variations in the actual value of the properties. 

Compared to the market for real estate, the 
size of the market for infrastructure investments 
remains modest. The Ministry has, in line with 
previous practise, emphasised a gradual and cau­
tious entry into new investment areas. One has 
therefore deemed it appropriate to prioritise the 
effort to establish a well-diversified real estate 
portfolio without at the same time establishing a 
portfolio of infrastructure investments. Such cau­
tiousness also seems compatible with the assess­
ments presented by the Strategy Council in its let­
ter of 19 June 2007. 

There has in recent years been considerable 
demand for real estate investments, and a number 
of market participants are arguing that the prices 
in the property market are relatively high at 
present. Analyses of expected returns on real 
estate are included in Norges Bank’s analyses 
from 2006, which form the basis for its recom­
mendation that one should allow for a strategic 
allocation to real estate and infrastructure of up to 
10 pct. of the assets of the Fund. The Ministry has 
not, apart from these analyses, attached decisive 
weight to analyses of current pricing in the prop­
erty market. The most important reason for this is 
that it will take many years to establish a portfolio 
of this size, even if the go-ahead for a real estate 
allocation is given now. 

To begin with, Norges Bank will need suffici­
ent time to establish a management organisation 
with the necessary systems and skills. The 
Government Pension Fund is already large rela­
tive to the size of the property market, and the 
Fund is expected to be growing rapidly for many 
years to come. A 5-pct. allocation to real estate 
should therefore be considered a very ambitious 
target within a reasonable time horizon. 

At the same time, the market for unlisted real 
estate investments is illiquid. If an investor like 
the Government Pension Fund proceeds too 
quickly in such a market, it may trigger reduced 
returns due to adverse market impact. Moreover, 
if the implementation takes place over a long 
period of time, there is a lower probability that the 
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Box 3.2 Model computations of the effects on return and risk 

The quality of historical return data for the prop­
erty market is inferior to the quality of data for the 
stock and bond markets. Nor does there exist a 
global real estate index that can indicate what the 
past returns on the real estate investments of the 
Government Pension Funds would have been if 
the Fund had already been invested in this asset 
class. The paucity of historical data also makes it 
more challenging to establish estimates for the 
future returns on, and risks associated with, real 
estate as an asset class. Moreover, characteristics 
like the degree of leveraging, the allocation of 
investments on existing buildings and buildings 
under construction, and the allocation between 
developed and emerging markets, will, for a spe­
cific real estate portfolio, also influence what is a 
reasonable estimate for the expected return and 
risk. Consequently, quantifying the effects from 
including real estate in the Government Pension 
Fund is subject to considerable uncertainty. In 
other words, the findings from such calculations 
should be interpreted cautiously. 

Table 3.10 presents the findings from simula­
tions of the return on, and risk associated with, 
the Fund over periods of 15 years, as estimated 
both with and without real estate. The computa­
tions are made on the basis of the assumptions 
described in Section 3.3.2. The assumptions are 
intended to represent returns and risks for the 
three asset classes over measurement periods of 
several years. It is assumed, as discussed in Sec­
tion 3.5.2, that the covariation between real estate 
and equities is higher in the long run than in the 
short run. This means that gains in the form of 
diversification of risk as the result of real estate 
investments will be larger over short time hori­
zons than is indicted in Table 3.10. 

The calculations in Table 3.10 show small 
changes to the overall expected return and risk 

as the result of real estate investments. The 
standard deviation of average real returns over 15 
years is, for example, 2.4 in both cases, and the 
estimated 4 pct. probability for negative accumu­
lated real returns after 15 years is only somewhat 
higher than the 3.7 pct. estimated with only equi­
ties and bonds in the portfolio. These findings are 
not surprising. It would be hard to establish a 
major change to the overall return on, and risk 
associated with, the Fund on the basis of a 5 pct. 
allocation. The improvements to the trade-off 
between return and risk for the overall Fund will 
be small. 

On the other hand, even marginal improve­
ments to the expected return on the Fund may 
represent considerable amounts over periods of 
15 years. Based on a fund value of NOK 2,000 bil­
lion, and assuming that no more capital is contrib­
uted to the Fund, the estimated median value of 
the Fund after 15 years is NOK 21 billion higher 
with an allocation of 5 pct. to real  estate. 

Alternatively, the analysis of return and risk 
can seek to establish what distribution between 
equities, bonds and real estate would result in the 
optimal calculated trade-off between return and 
risk. The findings from such calculations are 
highly sensitive to the underlying assumptions. 
The outcome of such analysis would, based on 
the same assumptions as above, be that the opti­
mal trade-off between return and risk for the 
overall Fund is achieved with a much higher real 
estate portion than the 5 pct. now proposed for 
the Government Pension Fund – Global. The por­
tion on 5 pct. has been chosen on the basis of 
other concerns than purely financial ones, such 
as the need for a gradual evolvement of the port­
folio, as well as restrictions resulting from the 
size of the Fund and available liquidity in the mar­
ket. 

Table 3.10 Expected real long-term return on, and risk associated with, the benchmark portfolio of the 

Government Pension Fund – Global, assuming a 5 pct. real estate investment 

Share Average annual Standard Probability 
equities/pct. real return Standard deviation of of negative Probability of 

bonds/pct. (geometric) over deviation of average real accumulated real annual geom. 
real estate/ 15-year periods annual real return over return after 15 real return Sharpe 

pct. (pct.) returns (pct.) 15 years (pct.) years (pct.) < 4 (pct.) ratio 

60/35/5 4.3 9.4 2.4 4.0 46.3 0.29

60/40/0 4.2 9.2 2.4 3.7 46.8 0.29


Source: Ministry of Finance 
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capital will be invested at a time that turns out, in 
retrospect, to have been unfavourable. This risk is 
also reduced as a result of the fact that part of the 
inflow of new capital will for many years to come 
be invested in real estate in step with the growth 
in the Fund. 

3.5.3	 The effort relating to a real estate 
investment mandate 

Solutions to a number of control-related chal­
lenges need to be found before the planned real 
estate investments can be embarked upon. One 
will to begin with define an investment mandate 
that specifies the required rate of return, valua­
tion requirements, risk limits and reporting 
requirements. The Ministry will attach weight to 
finding solutions that offer the appropriate incen­
tives for Norges Bank as manager, in terms of the 
returns, risks and costs involved in the manage­
ment of real estate. 

The choice of benchmark return will be a key 
issue in defining the mandate of Norges Bank. 
The manner in which the equity and bond portfo­
lios of the Government Pension Fund – Global are 
managed at present, with a benchmark portfolio 
and an upper limit on tracking error, will not be 
directly applicable to a portfolio comprising real 
estate investments, irrespective of how such man­
agement is organised. In the listed markets it is 
possible to select a benchmark portfolio of invest­
able assets that covers large parts of the market, 
is priced frequently, is well documented and 
clearly defined, and that can be managed pas­
sively. However, such indices do not exist for real 
estate. The real estate indices only encompass a 
low share of investable real estate in the various 
markets, and no comprehensive global index 
exists. Furthermore, the indices are non-investi­
ble, and they are based on real estate appraisals 
and not on actual transactions. These facts make 
it difficult to use the indices as precise manage­
ment tools for real estate investments. Neverthe­
less, the return targets of institutional investors 
that have the main part of their portfolios invested 
in countries with well-developed real estate indi­
ces, like the UK and the US, are often based on 
real estate indices. The absence of good global 
real estate indices has resulted in many institu­
tional investors that hold international real estate 
investments having refrained from adopting real 
estate-related return targets, and having instead 
opted for a real rate of interest or an interest yield 
with an added risk premium. In a letter of 22 

August 2007, Norges Bank wrote to the Ministry 
of Finance that it recommended an absolute 
required rate of return during an accumulation 
period, and that the Bank would be reverting with 
a proposal for such a requirement. 

The Ministry will consider whether to stipulate 
other requirements for the diversification of the 
portfolio instead of a benchmark portfolio and an 
upper limit on the tracking error. One may, for 
example, consider imposing limits on variables like 
the degree of borrowing, proportions invested in 
individual sectors, proportions invested in emerg­
ing markets, the proportion of projects presumed 
to involve high risk, etc. In its letter of 22 August 
2007 to the Ministry of Finance, Norges Bank 
wrote that requirements as to the diversification of 
risk should only be implemented after an invest­
ment period, and that the Bank would be reverting 
with proposals for such requirements. The Bank 
will also have to explain how investment processes 
for investments in unlisted markets will be organ­
ised, and how the Bank will be implementing inde­
pendent measurement of returns and analysis of 
risks. Furthermore, the accounting and auditing 
set-up will have to be reviewed. 

The Ministry will continue its effort to define a 
mandate. This effort will be based, inter alia, on 
advice and explanations already rendered by 
Norges Bank. An agreement has also been 
formed with an external independent consultant 
that has been commissioned to prepare a draft 
mandate. The mandate will be published on the 
Ministry’s website (www.government.no/spf) 
when defined, and the Storting will be informed of 
further progress in the future discussions con­
cerning the Government Pension Fund. The Min­
istry envisages that the accumulation of a real 
estate portfolio may commence at some point dur­
ing 2008 if adequate solutions have been found in 
respect of the challenges involved in defining the 
mandate. 

3.5.4	 Ethical concerns and restrictions 
relating to closed jurisdictions 

The ethical guidelines of the Fund will, generally 
speaking, also apply to investments in new asset 
classes like real estate. In the National Budget for 
2008, the Ministry discussed one specific issue to 
do with whether the leasing of real estate to com­
panies that were excluded from the equity portfo­
lio would, in itself, qualify for exclusion from a 
real estate portfolio. In a letter of 7 September 
2007 to the Ministry of Finance, the Council on 
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Ethics wrote, in this context, that the leasing of 
real estate to companies that have been excluded 
on the basis of the ethical guidelines will normally 
not qualify for exclusion from the Fund, and that 
exclusion needs to be contemplated specifically in 
each individual case. The letter was printed as an 
Appendix to the National Budget for 2008, and is 
available at the Ministry’s website (www.govern­
ment.no/gpf). The Ministry agreed with this con­
clusion and wrote, at the same time, that one will 
be examining how environmental concerns can 
be incorporated into a mandate for real estate 
investments. 

The overarching objective of Norges Bank’s 
investments in real estate is to safeguard the 
financial interests of the Fund. The Fund adopts a 
long time horizon for its investments, and the 
investments of the Fund are broadly diversified. 
The Ministry take the view that there is a linkage 
between sustainable economic development and 
sustainable social and environmental develop­
ment. 

The design and operation of buildings has a 
major impact on the environment. The UN cli­
mate panel (IPCC) has estimated that annual CO2­
emissions from the buildings sector, including 
emissions resulting from energy consumption, 
represented about ¼ of overall emissions in 
2004.13 Norges Bank as a manager may, through 
large ownership stakes in parts of its real estate 
management, exercise greater influence on the 
requirements imposed on the underlying assets of 
the portfolio than it does through the manage­
ment of the equity and fixed-income portfolios. 
This suggests that real estate management should 
be subjected to special environmental concerns. 
This will apply to the areas of energy efficiency, 
water consumption and waste treatment, in partic­
ular. 

The Government Pension Fund – Global 
should adhere and contribute to the development 
of best practise within the integration of environ­
mental concerns in the management of real 
estate. The Ministry intends for Norges Bank to 
be subjected to a requirement that it shall partici­
pate actively in the efforts pursued internationally 

13 Levine, M., D. Ürge-Vorsatz, K. Blok, LO. Geng, D. Harvey, 
S. Lang, G. Lvermore, A. Mongameli Mehlwana, S. Mirasge­
dis, A. Novikova, J. Rilling, H. Yoshino, 2007: Residential and 
commercial buildings. In Climate Change 2007: Mitigation, 
Contribution of Working Group III to the fourth Assessment 
Report of the Intergovernmental Panel on Climate Change 
[B. Metz, O.R. Davidson, P.R. Bosch, R. Dave, L.A. Meyer 
(eds)], Cambridge University Press, Cambridge, United 
Kingdom and New York, NY, USA. 

to accommodate special environmental considera­
tions. Furthermore, it should follow from Norges 
Bank’s internal guidelines for the management of 
the real estate portfolio how environmental con­
cerns are integrated into the investment process. 

The guidelines for the management of Gov­
ernment Pension Fund – Global define the Fund’s 
investment universe for equity and bond invest­
ments under reference to what market places the 
equities are traded in and what currency the 
bonds are denominated in. The investment uni­
verse is restricted to regulated and recognised 
market places where listing implies, inter alia, 
that minimum requirements as to transparency 
and reporting have been met. This delimitation of 
the scope for investment in equities and bonds 
also follows from market practise, since the 
Fund’s index providers classify companies and 
other issuers included in the indices used to 
define to benchmark portfolio of the Fund in the 
same manner. 

When the Ministry now intends to allow for 
investments in real estate companies and funds 
that are not listed, market places cannot be used 
as a criterion for delineating the investment uni­
verse. It is nevertheless desirable to limit the 
investment universe, and it will then be appropri­
ate to link the scope for investment to where real 
estate companies and funds are incorporated. 

Real estate companies and funds may be incor­
porated in other countries than those in which the 
relevant properties are located. Indirect owner­
ship of real estate is organised to attend to a 
number of concerns, hereunder limitation of lia­
bility and access to expertise. Furthermore, many 
international institutional investors, like pension 
funds and insurance companies, are, like the Pen­
sion Fund – Global, exempted from taxation in 
their home countries. Unlisted real estate funds 
and companies are often incorporated in jurisdic­
tions that offer tax regimes that result in most of 
the return being taxable in the home country of 
the investor, in order to enable the institutional 
investors to benefit from the favourable tax rules 
in their home countries. 

Local tax rules and tax levels in relation to 
investments vary considerable, and the localisa­
tion of real estate companies and funds is of major 
importance to the overall tax burden. These con­
cerns are of particular relevance to the organisa­
tion of real estate investments, since such invest­
ments are in many cases effected through newly 
established structures tied to specific investment 
purposes. 
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Some states seek to attract establishment 
through low taxes, whilst also offering legislation 
that aims for a low degree of transparency and 
information exchange. Some of these jurisdictions 
can be criticised for being so-called closed finan­
cial centres – jurisdictions characterised by inade­
quate transparency and information exchange. 

The Ministry intends, against this back­
ground, for unlisted real estate funds and compa­
nies included in the portfolio of the Fund to be 
incorporated in countries that are either OECD 
countries, or with which Norway has established 
tax treaties or other agreements that provide suf­
ficient disclosure, or with which Norway has 
formed a special Tax Information Exchange 
Agreement (“TIEA”), based on the OECD model. 
In addition, the country must not be listed as a 
“non-cooperating jurisdiction” by the OECD. 

The Ministry has in its assessment of this 
restriction attached particular weight to the fol­
lowing: 
–	 The criteria are objective, and are based on the 

principles defined by the OECD. 
–	 No other fund with which it is reasonable to 

compare the Government Pension Fund – Glo­
bal has, as far as the Ministry of Finance has 
ascertained, imposed corresponding restric­
tions on their investments. The Government 
Pension Fund would therefore appear to be the 
most restrictive fund in this respect. 

–	 By relating the restriction to countries with 
which Norway has exchange of information 
agreements in tax matters, the restriction is 
linked to an indicator of the general willingness 
of the jurisdictions to engage in openness and 
cooperation. At present, tax treaties with provi­
sions for the exchange of information or TIEA’s 
have been formed with 83 jurisdictions, but 
there are specific plans to negotiate for TIEA’s 
with several more jurisdictions in the foreseea­
ble future. Restrictions on the real estate 
investments will serve to emphasise Norway’s 
attitude in these negotiations. 

The Ministry is of the view that this restriction in 
relation to the real estate investments is practica­
ble, without entailing significant management dis­
advantages. It would, at the same time, be prob­
lematic to further restrict the investments of the 
Fund, because one may then be prevented from 
engaging many of the best real estate managers. 
The choice of manager is of particular importance 
to returns within real estate management, since 
the difference between the performance of good 

and mediocre real estate managers is large, and 
considerably more pronounced than in the stock 
and bond markets. 

3.5.5 Conclusion 

The Ministry intends, based on the recommenda­
tions of Norges Bank and the Strategy Council, as 
well as its own analyses, to establish an objective 
to the effect that up to 5 pct. of the capital of the 
Government Pension Fund – Global be invested 
in real estate. The recently adopted increase in 
the equity portion to 60 pct. will not be affected by 
such decision, thus implying that the real estate 
investments will be offset by a corresponding 
reduction in the portion of bonds. 

An investment mandate specifying the 
required rate of return, risk limits and reporting 
requirements shall be prepared before the 
planned investments in real estate can commence. 
The mandate shall be premised on a wish to pro­
vide appropriate incentives to the manager as far 
as returns, risk taking and cost control are con­
cerned. One will also aim to continue a high 
degree of openness in relation to the investments, 
and the Government Pension Fund – Global shall 
practise at least as much openness in the manage­
ment of the real estate portfolio as do other large 
funds. The regulation of ethical and jurisdictional 
concerns shall be incorporated into the mandate 
of Norges Bank in line with the discussion in Sec­
tion 3.5.4 above. 

Investments in the unlisted property market 
are a new form of activity for both the Ministry of 
Finance and Norges Bank. A 5-pct. allocation is a 
very ambitious objective within a reasonable time 
horizon, and it will take many years to establish a 
large real estate portfolio. The establishment proc­
ess shall take into consideration the need for skills 
and systems, the need to avoid unnecessary trans­
action costs through market impact, and the desire 
to spread the timing of acquisitions in order to 
reduce the risk of investing a large portion of the 
portfolio at a point of time that turns out, in retro­
spect, to have been unfavourable. All these con­
cerns point to the need to devote many years to the 
effort to establish a real estate portfolio. 

3.6 Emerging stock markets 

3.6.1 Background 

The equity portfolio of the Government Pension 
Fund – Global is broadly diversified across both 
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regions and countries. An important purpose of 
such diversification is to achieve exposure to the 
stock markets globally, in order to thereby attain 
the best possible trade-off between return and 
risk on the part of the Fund. The exposure of the 
benchmark portfolio to emerging stock markets 
has thus far been limited to a relatively small 
number of markets. The Ministry of Finance is 
examining anew, against this background, 
whether additional emerging stock markets 
should be included in the benchmark portfolio of 
the Fund. Emerging bond markets differ from 
emerging stock markets along several dimen­
sions. The Ministry will undertake an assessment 
of emerging bond markets at a later date. 

The stock markets in Brazil, Mexico, Turkey, 
Taiwan and South Korea were included in the 
benchmark portfolio for equities of the Govern­
ment Pension Fund – Global as from January 
2001. The change to the benchmark portfolio was 
made on the basis of assessments as to settlement 
risk, supervision systems, legislation, market size 
and liquidity, openness to foreign investors, 
return and risk, as well as political and macroeco­
nomic stability. 

The National Budget for 2004 included new 
evaluations of emerging markets for equities and 
bonds. It was decided, on the advice of Norges 
Bank and based on criteria corresponding to 
those applied previously, to delete the Turkish 
stock market because the freely transferable part 
of that market was deemed to be too small. It was 
decided, at the same time, to include South Africa 
in the benchmark portfolio for equities. The plans 
did not encompass the inclusion of emerging mar­
kets in the benchmark portfolio for bonds. In for­
mal terms the benchmark portfolio was changed 
in 2004. 

As from 1 January 2004, the list of permitted 
stock markets was extended to include Chile, the 
Philippines, India, Israel, Indonesia, China, Malay­
sia, Poland, the Czech Republic and Hungary. 
Thailand was already included on the list. The 
markets in these countries do not form part of the 
benchmark portfolio, but Norges Bank was per­
mitted to invest some of the Fund’s capital in 
these markets as part of the Bank’s active man­
agement. The same applied to bonds issued in the 
currencies of Iceland, Cyprus, Poland, Hungary, 
the Czech Republic, Mexico, South Korea and 
South Africa, provided that the issuer had an ade­
quate credit rating. 

The Ministry of Finance referred, in Report 
No. 24 (2006-2007) to the Storting, to a letter from 

Norges Bank dated 11 March 2005, in which it 
was argued that it was not necessary, from the 
perspective of the overall risk associated with the 
Fund, for the Ministry to regulate in detail what 
countries the Fund can be invested in. Norges 
Bank primarily recommends, in a letter dated 1 
September 2006, that one changes to an arrange­
ment without any explicit list of permitted mar­
kets and currencies, under which it is up to the 
Bank to prepare internal guidelines governing 
what markets the Fund may be invested in out­
side the benchmark portfolio. The Ministry of 
Finance concluded, based on an overall assess­
ment, that it would be appropriate to delete the list 
of approved markets and currencies from Section 
4 of the Regulations. In formal terms this change 
was implemented in the summer of 2007. The 
Ministry wrote the following in the Report: 

“The Ministry of Finance would therefore 
require Norges Bank to have completed, prior 
to the implementation of investments in new 
countries, a thorough process, which would in 
each individual case provide the bank with an 
overview of relevant issues relating to valua­
tion, return measurement, as well as the man­
agement and control of risks associated with 
investments in each individual market and cur­
rency. Such effort would be required to include 
an assessment against the requirements 
implied by the Regulations and the supplemen­
tary guidelines, and to be documented. Pro­
vided that these requirements are met, the 
Ministry is of the view that there is no need for 
the detailed regulation of permitted markets 
on the part of the Ministry, as far as the man­
agement of the overall risk level of the Fund is 
concerned.” 

It is emphasised, in a letter dated 3 May 2007 to 
the Storting from the Minister of Finance in con­
nection with the deliberation of Document 8:57 
(2006-2007), that it is appropriate for the Ministry 
to assess, at regular intervals, what markets 
should be included in the benchmark portfolio. 
The following is also stated in the letter: 

“I will under any circumstance revert to the 
Storting with a new assessment as to what 
stock and bond markets should be included in 
the benchmark portfolio of the Fund. It would 
be appropriate for the largest emerging mar­
kets outside the benchmark portfolio; China, 
India, Malaysia and Russia, to be included in 
such assessment. In view of the fact that 
Report No. 24 (2006-2007) to the Storting pro­
poses an increase in the number of companies 
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included in the benchmark portfolio for equi­
ties, and in view of the fact that one is facilitat­
ing an increase in the number of permitted 
markets and currencies, it would also be appro­
priate to assess what criteria should be used for 
purposes of analysing what markets and cur­
rencies should be included in the benchmark 
portfolio for the Government Pension Fund – 
Global.” 

The following is stated in a letter dated 4 June 
2007 to the Storting from the Minister of Finance: 

“I intend to present a new assessment as to 
what markets should be included in the bench­
mark portfolio of the Fund in connection with 
the next annual Report to the Storting on the 
management of the Government Pension 
Fund, which will be submitted in the spring of 
2008. It will be appropriate for the Ministry to 
present, in the context of such review, practises 
on the part of other large funds, and to present 
a new assessment of the method thus far 
applied in the selection of markets and curren­
cies for the benchmark portfolio of the Govern­
ment Pension Fund – Global.” 

It is also emphasised in the letter that the Minis­
try of Finance will, like before, be requesting pro­
fessional advice from Norges Bank and the Strat­
egy Council for purposes of the effort to evaluate 
new emerging stock markets for the benchmark 
portfolio of the Fund. 

3.6.2 Definition of emerging stock market 

The term emerging stock market designates a 
market that is in a transition phase inasmuch as it 
is growing in size or activity, or is in the process of 
becoming more sophisticated. It is common prac­
tise to define a market as emerging if one of two 
general criteria are met: 
–	 the market is located in a country with low or 

lower-middle income as defined by the World 
Bank; or 

–	 the investable part of the market is small rela­
tive to the Gross National Product of the coun­
try. 

Standard & Poor’s categorised, on the basis of 
data from 2005, countries with a Gross National 
Product per capita of less than USD 10,726 as 
belonging to the low- and middle-income groups, 
whilst countries with a higher income than that 
were defined as high-income countries. 

The investable part of emerging stock mar­
kets is relatively small relative to the national 

income of the country in question. The market 
value of equities that are not available to foreign 
investors is discounted for purposes of the calcu­
lation of investability. Non-investable equities 
encompass, inter alia, the part of the share capital 
of companies that is held by (local) investor 
groups and that is not for sale, and the equities 
that are not available to foreign investors as the 
result of various types of investment restrictions. 

Stock markets characterised by investment 
restrictions like maximum limits on foreign own­
ership and capital controls, or by extensive gov­
ernment ownership and other statutory restric­
tions on market activities (in particular in relation 
to foreign investors), are often categorised as 
emerging markets. It is commonly argued that 
comprehensive restrictions on foreign ownership 
should not be a characteristic of developed stock 
markets, and that the existence of such limits is 
an indication that the market is not yet developed. 

Emerging stock markets are distinguished 
from developed stock markets by a number of 
qualitative characteristics as well. These include, 
inter alia, operational efficiency, settlement and 
clearing systems, quality of market regulation, 
supervision and enforcement, corporate govern­
ance, the rights of minority shareholders, trans­
parency and openness, accounting standards, etc. 

3.6.3 Size and liquidity of the market 

As per yearend 2006, the value of all emerging 
stock markets accounted for about 19 pct. of the 
aggregate market value of emerging and devel­
oped stock markets.14 This calculation is made on 
the basis of the full market value of each individ­
ual market. There is, as far as most stock markets 
are concerned, a difference between the investa­
ble part of the market, i.e. the part of the market 
that is available to foreign investors, and the total 
market capitalisation. This difference is typically 
much more pronounced for emerging markets 
than for developed markets. 

The difference between the investable part and 
total market capitalisation is discussed in more 
detail below. The total market value provides an 
indication of the potential market for foreigners in 
the absence of investment restrictions, etc. 

Figure 3.7 shows developments over time in 
the distribution of market values between devel­
oped and emerging stock markets. In 1997, the 
emerging markets accounted for just under 10 

14 Standard & Poor’s Global Stock Markets Factbook 2007. 
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Figure 3.7 Market shares – emerging and 

developed stock markets 

Source: Standard & Poor’s 

pct. of aggregate market capitalisation. The por­
tion was reduced somewhat in 1998, but has 
grown steadily since then. 

The aggregate value of all stock markets in the 
world has grown by almost 10 pct. annually over 
the period from 1997 to 2006. The corresponding 
growth rate for developed markets is calculated at 
about 8.5 pct., whilst the value of emerging mar­
kets grew by about 19 pct. per year.15 Fluctuations 
in market capitalisation growth rates have been 
considerably more pronounced for emerging mar­
kets than for developed markets, which in large 
part reflect higher volatility in the returns on 
investments in emerging markets than in develo­
ped markets. 

A considerable share of aggregate market cap­
italisation in emerging markets can be attributed 
to a relatively limited number of countries, cf. Fig­
ure 3.8. Brazil, Taiwan, Korea, Mexico and South 
Africa are included in the existing benchmark 
portfolio. China, India and Russia are the largest 
remaining markets. The market in Saudi Arabia is 
ostensibly large in size, but this market is classi­
fied as non-investible. The market value of the 5 
largest countries is just below 56 pct. of the mar­
ket value of all emerging markets, whilst the 10 
largest account for about 78 pct. of aggregate mar­

15 Calculated as geometric average. Much of the growth resul­
ted from increases in the value of existing companies. Some 
of the growth can also be attributed to an increase in the 
number of listed companies. 
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ket capitalisation. The 5 countries that are already 
included in the benchmark portfolio encompass 
31 pct. of the aggregate capitalisation of emerging 
stock markets. The practical implication of this is 
that investments in 8 emerging markets are suffi­
cient to gain virtually full exposure to the emerg­
ing market group. 

Emerging stock markets account for about 12 
pct. of overall turnover in the world’s stock mar­
kets.16 This is lower than their share of aggregate 
market capitalisation, and may be an indication 
that a higher proportion of the equities in emer­
ging markets are subject to a long-term binding 
with a specific set of investors than is the case in 
developed markets. 

The overall turnover in the world’s stock mar­
kets increased by 15.3 pct. annually over the 
period from 1998 to 2006. Turnover growth in the 
developed markets was just below 15.7 pct., as 
compared to 12.9 pct. in emerging markets. Varia­
tions in annual turnover growth have been some­
what more pronounced in emerging than in devel­
oped markets. Nevertheless, this difference is 
considerably less than the difference when it 
comes to the growth in total market value. 

Most of the turnover in the world’s stock mar­
kets takes place in a limited number of markets, 
cf. Figure 3.9. The turnover distribution is 
affected by the fact that the share attributed to 

16 The figures are not adjusted for free flow. The investable 
part of the turnover is commented on below. 
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Saudi Arabia is heavily inflated (see the below dis­
cussion of free flow- adjusted turnover). 

The five countries with the highest turnover 
account for close to 72 pct. of overall turnover, 
whilst the 10 largest account for 89 pct. of the 
turnover in all emerging markets. Turnover is 
more concentrated than is market capitalisation. 
The five emerging markets that are included in 
the current benchmark portfolio have a total 
turnover that accounts for 35 pct. of all emerging 
market turnover. 

The asset turnover ratio is a measure of the 
liquidity in a market, and is defined as the ratio 
between the turnover in a given year and the aver­
age market capitalisation for the same year. The 
asset turnover ratio expresses how many times 
the total market value is turned over during the 
course of a year. The asset turnover ratio is high 
in several of the emerging markets, but the 
impression is somewhat different after adjust­
ment for free flow. The average asset turnover 
ratio for emerging markets (94 pct. in 2006) is 
considerably lower than that for developed mar­
kets (149 pct.). 

The number of listed limited companies in the 
world has increased by almost 10,000 over the 
period from yearend 1997 until yearend 2006, cf. 
Figure 3.10. The increase is more or less equally 
distributed between companies in emerging and 
developed markets. 

There is a large number of listed companies 
in, inter alia, India, Korea, China and Taiwan, also 
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Figure 3.10 Number of listed limited companies in 

the world 

Source: Standard & Poor’s 

relative to the number of listed companies in 
developed markets. The average company size is 
considerably larger in developed markets (USD 
1,685 million in 2006) than in emerging markets 
(USD 431 million). 

In developed markets the average turnover 
per company in 2006 was estimated at USD 2,305 
million, whilst it was USD 333 million in emerging 
markets. This reflects the fact that aggregate 
turnover is, in relative terms, lower in emerging 
than in developed markets, whilst the number of 
companies is higher in relative terms. 

3.6.4 Openness to foreigners 

Standard & Poor’s operates with three sets of indi­
ces for emerging markets, IFCG, IFCI and IFC 
Frontier. The first index (IFCG) is investable for 
local investors, whilst the second index is investa­
ble for foreign investors (IFCI). The third index 
(IFC Frontier) shows the status in countries 
where the stock markets are much less developed 
than in other emerging markets. 

Standard & Poor’s Global Stock Markets 
Factbook from 2007 operates with 86 emerging 
stock markets. The main difference between the 
IFCG and IFCI indices is that the latter is cor­
rected for free flow and restrictions on the ability 
of foreigners to own equities in the local market. 
Whilst the IFCG index encompasses 35 markets, 
the IFCI index encompasses 22 markets.17 The 

17 These are Argentina, Brazil, Chile, Mexico, Peru, China, 
India, Indonesia, Korea, Malaysia, the Philippines, Taiwan, 
Thailand, the Czech Republic, Hungary, Poland, Russia, Tur­
key, Egypt, Israel, Morocco and South Africa. 
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markets included in the IFCG index represent 
about 88 pct. of the total market value of all 86 
emerging markets (as measured per yearend 
2006), whilst the IFCI countries represent 58 pct. 
of total market value. This implies that 42 pct. of 
the total market value of emerging markets is 
deemed to be non-investable for foreign investors. 
The largest markets included in the IFCI index 
are Brazil, Mexico, China, India, Korea, Malaysia, 
Taiwan, Russia and South Africa. In aggregate, 
these countries account for 84 pct. of the market 
value of the countries covered by the IFCI index. 
The IFCG companies account for about 78 pct. of 
the total turnover. The corresponding figure for 
the IFCI companies is 43 pct. The turnover in Bra­
zil, Mexico, China, India, Korea, Taiwan, Russia 
and South Africa represents, in aggregate, 86 pct. 
of the overall turnover of the IFCI companies. 

When corrected for free flow, the number of 
companies in emerging markets that are available 
to foreign investors is reduced significantly. A 
number of small-cap companies are disqualified, 
and the average size of companies is increased. 
There is considerably less difference between the 
average sizes of the companies in the two seg­
ments after the free flow corrections. This implies 
that the number of small-cap companies included 
in the benchmark portfolio of the Fund after the 
addition, if any, of further emerging markets will 
not increase by very much as compared to the 
present situation. 

3.6.5 The FTSE indices 

The FTSE Group is one of the world’s largest 
index providers, and is owned by the Financial 
Times and the London Stock Exchange. The 
FTSE equity indices form the basis for the equity 
portion of the benchmark portfolio of the Govern­
ment Pension Fund – Global. In order for the 
stock market of a country to be included in the 
FTSE GEIS indices, the relevant country or mar­
ket has to meet a number of criteria18: 
–	 It has to be open for direct equity investments 

from foreign investors. 
–	 Data (equity prices, number of equities, etc.) 

need to be available within reasonable time lim­
its. 

–	 Investors cannot be subject to significant 
exchange controls that make it difficult to 
repatriate capital following the sale of equities 
or the receipt of dividends. 

18 GEIS: Global Equity Index Series. 

–	 There has to be significant international inves­
tor interest in investments in the market. 

–	 The market needs to offer adequate liquidity. 

There is a high degree of overlap between these 
criteria and the criteria previously adopted by the 
Ministry of Finance for purposes of evaluating 
emerging stock markets. 

FTSE classifies the various markets into devel­
oped, advanced emerging and secondary emerg­
ing markets. A set of primary factors and a set of 
secondary factors are utilised for classification 
purposes. It is a prerequisite that the equities are 
listed or otherwise traded in another organised 
market place. In addition, weight is attached to 
economic stability, social and political stability, as 
well as corporate governance practice. 

The primary factors are focused on data qual­
ity (availability and timeliness), free flow of for­
eign exchange, GDP per capita, market breadth 
(number of limited companies), market depth 
(number of sectors), quality of securities pricing, 
stock market capitalisation relative to GDP, as well 
as restrictions on foreign ownership. The second­
ary factors include the efficiency of settlement 
systems, market liquidity and maturity, member­
ship of international economic organisations or 
currency unions, as well as total market capitalisa­
tion. 

FTSE divides the world into 7 regions. The 
(full) market value of all qualified companies is 
summarised for each one of these regions. The 
companies that are amongst the 2 pct. of compa­
nies with the lowest market capitalisation within 
each region are disqualified. The remaining com­
panies are subjected to three different screening 
mechanisms: market value, liquidity and free flow. 
Amongst the free-flow restrictions adjusted for 
are cross ownership, long-term ownership linked 
to entrepreneurs and their families, government 
ownership, certain types of employee ownership, 
restrictions on foreign investors’ ownership and 
traditional portfolio investments that are locked in 
over time through agreements or clauses. 

Generally speaking, markets are evaluated rel­
ative to the size of international investors’ portfo­
lios. The reason for this is that the market would 
have to justify the cost of including such market in 
the benchmark portfolio. FTSE publishes a watch 
list of countries whose status may be up- or down­
graded, in order to enable investors to anticipate 
changes to the indices. FTSE seeks to limit 
changes to indices in order to keep the costs 
incurred through index adaptations at a low level. 
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Table 3.11 The FTSE market classification 

Developed markets	 Australia, Austria, Belgium/Luxembourg, Canada, Denmark, Finland, 
France, Germany, Greece, Hong Kong, Ireland, Israel (from June 2008), 
Italy, Japan, the Netherlands, New Zealand, Norway, Portugal, Singapore, 
Spain, Sweden, Switzerland, UK, US 

Advanced emerging Brazil, Hungary (from June 2008), Mexico, Poland (from June 2008), South 
Africa, South Korea, Taiwan 

Secondary emerging	 Argentina, Chile, China, Colombia, the Czech Republic, Egypt, India, Indone­
sia, Malaysia, Morocco, Pakistan, Peru, the Philippines, Russia, Thailand, 
Turkey 

Source: FTSE 

New countries are phased in over time. Upgrades 
will only take place when a given market has met 
the required criteria over a given period of time. 
International investors need to be able to invest 
in, and divest from, companies reasonable swiftly 
and with reasonable certainty. The quality of the 
market is an important factor in the classification 
of the various countries. 

The FTSE GEIS index encompasses 48 coun­
tries. The stock markets of 25 of these countries 
are classified as developed, whilst 7 of the coun­
tries are characterised as advanced emerging. 
The remaining 16 countries are classified as sec­
ondary emerging markets. The market in Israel 
will formally be included amongst the developed 
markets in June 2008. The markets in Hungary 
and Poland will at the same time be upgraded to 
advanced emerging markets. 

Table 3.11 shows the classification subsequent 
to the abovementioned changes. The watch list 
currently contains the markets in China, Greece, 
Pakistan, South Korea and Taiwan. The latter two 
are under assessment for upgrading to developed 
markets. China “A” equities are under assessment 
for classification as a secondary emerging mar­
ket, whilst the Greek market is under assessment 
for reclassification from a developed to an 
advanced emerging market. Pakistan is under 
observation for possible deletion from the index 
universe. It may be noted that South Korea, Tai­
wan and Chinese “A” equities were also on the 
watch list in 2004. Any changes will be notified six 
months prior to implementation. The watch list 
will be reviewed again in September 2008. 

The benchmark portfolio of the Government 
Pension Fund – Global currently encompasses 95 
pct. of the total market value of developed, advan­
ced and secondary emerging markets as classified 
under the FTSE index. Coverage would be increa­
sed to 95.4 pct. by including Hungary and Poland, 

which will be reclassified as advanced markets as 
from the summer of 2008. Coverage would be 
expanded to 98.7 pct. of the FTSE index if the mar­
kets in China, India and Russia are also included. 

The market value of the Pension Fund as per 
yearend 2007 was about NOK 2,000 billion. It has 
previously been resolved that the equity portion 
shall be increased to 60 pct., which implies that 
the value of the equity portfolio upon the comple­
tion of that adaptation will be about NOK 1,200 bil-

Table 3.12  Average annual returns under various 

market indices. Per cent 

Annual return Entire Most recent 
(as measured in USD) period year 

Advanced EMG 34.3 49.9 
Secondary EMG 40.1 61.4 
EMG All Cap 36.3 54.6 
EMG EUR 40.7 36.7 
MEA All Cap 34.3 42.9 
Latin Am All Cap 47.4 60.0 
APAC All Cap 33.2 59.0 
FTSE Global All Cap 20.4 23.3 
FTSE Developed 19.2 20.0 

Annual return (as measured Entire Most recent 
in local currency) period year 

Advanced EMG 26.7 28.4 
Secondary EMG 35.4 41.8 
EMG All Cap 29.6 34.0 
EMG EUR 
MEA All Cap 26.9 24.1 
Latin Am All Cap 14.9 11.0 
APAC All Cap 27.5 38.8 
FTSE Developed 15.4 9.0 

Source: FTSE and Ministry of Finance 
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Source: FTSE and the Ministry of Finance 

lion. If the benchmark portfolio is changed to 
include all countries in the FTSE universe, some 
5.1 pct. of NOK 1,200 billion will be invested in the 
new countries. This corresponds to NOK 62 bil­
lion. If the changes to the benchmark portfolio 
are limited to the inclusion of five new emerging 
markets (Hungary, Poland, India, China and Rus­
sia, as well as Israel), the Fund’s investments in 
new countries are limited to NOK 48 billion. 
Investments in only Hungary and Poland (and 
Israel) would amount to NOK 9 billion, based on 
the current holdings of the Fund. 

The current benchmark portfolio of the Fund 
encompasses 95 pct. of the overall investment uni­
verse, as defined by FTSE. Expanding it by a fur­
ther 5 emerging markets would result in 98.7 pct. 
coverage. Complete coverage would imply invest­
ments in an additional 12 markets. The average 
investment for this group of 12 additional markets 
can be estimated at just below NOK 1.2 billion. 
The smallest investment would be made in 
Morocco (NOK 0.2 billion) and the largest in Tur­
key (NOK 3.2 billion). The investments would be 
less than NOK 1 billion for six of the countries. 

3.6.6 Return and risk 

Table 3.12 shows the average annual return for 
the entire period (last 5 years) and for the most 
recent year. Returns in the emerging markets 
have been markedly higher than in the developed 
ones. Returns have also been considerably higher 
when measured in USD than when measured in 

Table 3.13 Average annual standard deviations of 

returns for various market indices. Percent 

Standard deviations of annual Entire Most recent 
returns (as measured in USD) period year 

Advanced EMG 17.1 13.0 
Secondary EMG 17.4 17.2 
EMG All Cap 16.7 14.4 
EMG EUR 24.0 16.6 
MEA All Cap 19.2 15.0 
Latin Am All Cap 20.8 17.4 
APAC All Cap 17.7 16.0 
FTSE Global All Cap 9.4 7.7 
FTSE Developed 9.1 7.5 

Standard deviations of annual 
returns (as measured in local Entire Most recent 
currency) period year 

Advanced EMG 14.6 12.6 
Secondary EMG 15.5 17.0 
EMG All Cap 14.3 13.8 
EMG EUR . . 
MEA All Cap 13.2 10.8 
Latin Am All Cap 8.9 10.1 
APAC All Cap 16.3 17.7 
FTSE Developed 8.8 9.2 

Source: FTSE and the Ministry of Finance 

local currency, which indicates that the USD has 
depreciated relative to the local currencies over 
the period.19 

Figure 3.11 shows index developments for dif­
ferent market aggregates. Accumulated returns 
have been considerably higher in emerging mar­
kets than in developed markets over the last five 
years. Furthermore, developments in secondary 
emerging markets have been more positive than 
those in advanced emerging ones. 

Table 3.13 shows the annual standard devia­
tions of returns as computed on the basis of 
monthly rates of return. The standard deviation of 
returns is a measure of realised risk or normal 
variations in returns over time. The last five years 
were characterised by low volatility in the stock 
markets. The volatility in developed stock mar­
kets is normally about 17 pct. annually, whilst it 
has been computed at less than 10 pct. for the 

19 The value of a foreign investment will increase (as calculated 
in USD) for a USD-based investor when the US dollar depre­
ciates. Each local currency unit will be worth more USD 
units. 
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Table 3.14  Alternative expansions to the benchmark portfolio of the Government Pension Fund – Global 

Portfolio 1 Current equity benchmark 
Portfolio 2 Current + Hungary/Poland 
Portfolio 3 Current + China/India/Russia 
Portfolio 4 Current + Hungary/Poland/China/India/Russia 

Portfolio 5 All developed and all advanced and secondary emerging 

Source: Ministry of Finance 

most recent five-year period. It follows from the 
Table that the volatility in emerging markets has 
been considerably higher than that level, and has 
been computed at 14-17 pct. for the global aggre­
gates. It follows from the Table that the volatility 
as measured in local currency is (for most index 
aggregates) lower than when measured in USD. 
The difference in volatility is particularly pro­
nounced for the Latin American aggregate, but 
only marginal for FTSE developed markets. 

The effect from including additional emerging 
stock markets in the Fund’s benchmark portfolio 
for equities is illustrated below. Calculations are 
made for four alternative expansions to the bench­
mark portfolio, cf. Table 3.14. 

Table 3.15 shows the average annual return 
and standard deviation for the five portfolios 
shown in Table 3.14. The difference in historical 
returns between portfolios 1 and 5 is about one 
percentage point. However, there is considerable 
statistical uncertainty associated with the estima­
tes for average historical returns. There is less 
uncertainty associated with the estimates for stan­
dard deviations, etc., and these historical estima­
tes are therefore better suited as a basis for asses­
sing future volatility than are the historical 
returns as a basis for assessing future returns. 

The standard deviation will increase by 0.2 
percentage points to 9.5 pct. if all emerging mar­
kets in the FTSE Advanced Emerging and Secon­
dary Emerging aggregates are included in the 

Fund’s benchmark portfolio for equities. It follows 
from the Table that the difference in risk between 
portfolios 3, 4 and 5 is close to zero. The differen­
ces in standard deviation between the various 
portfolios must, generally speaking, be characteri­
sed as very minor, and do not differ significantly 
from each other in the statistical sense. 

A more detailed analysis of returns and risks 
in emerging markets is presented in a separate 
documentation memorandum (see www.govern­
ment.no/spf). 

3.6.7 Country risk 

In addition to market risk, it is necessary to 
undertake a more general evaluation of country 
risk when examining new emerging markets. 
Country risk is commonly divided into political 
risk, economic risk and financial risk. These risk 
factors suggest something about the ability and 
willingness of a country to meet its financial obli­
gations as against foreign investors. 

Several companies and institutions have spe­
cialised in the analysis of country risk, hereunder 
Political Risk Services (PRS), which publishes the 
International Country Risk Guide (ICRG).20 The 
index covers political, financial and economic risk, 
as well as a composite risk. 

20 See Coplin, W.D., and M.K. O’Leary (1994), “The Handbook 
of Country and Political Risk Analysis”, Political Risk Servi­
ces, for a more detailed description. 

Table 3.15  Annual return on, and risk associated with, the benchmark portfolio of the Government Pension 

Fund – Global under alternative expansion assumptions. Local currency. Per cent 

Portfolio 1 Portfolio 2 Portfolio 3 Portfolio 4 Portfolio 5 

Average return 19.95 20.08 20.80 20.88 20.92 
Standard deviation  9.32  9.37  9.48  9.51  9.53  
Average T value 16.30 16.32 16.72 16.72 16.72 
Simplified S fraction  2.14  2.14  2.19  2.20  2.20  
Max. monthly return 8.77 8.78 8.79 8.80 8.74 
Min. monthly return -3.77 -3.82 -3.93 -3.96 -4.10 

Source: FTSE and the Ministry of Finance 
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Table 3.16  Country risk 

ICRG country risk Political Economic Financial Composite 

24 developed + Israel VL VL L VL 
Minimum M L M L 
Current 5 emerging L  VL  VL  L  
Minimum M L L L 
Poland + Hungary L L L L 
Poland L L L L 
Hungary L M M L 
China + India + Russia M  VL  VL  L  
China M VL VL L 
India M L VL L 
Russia M VL VL L 
Other secondary emerging M L L L 
Argentina L VL L L 
Chile  VL  VL  VL  VL  
Colombia H L L M 
Czech Republic VL L L L 
Egypt M M VL M 
Indonesia M L VL M 
Malaysia L VL VL VL 
Morocco L M VL L 
Pakistan VH M L H 
Peru M VL VL L 
Philippines M L L M 
Thailand H L VL M 
Turkey M L M M 

Figures from 2007. “VL” means very low risk; “L” means low risk; “M” means moderate risk; “H” means high risk, “VH” means very 
high risk. 
Source: Political Risk Services, International Country Risk Guide 

Table 3.16 summarises ICRG’s political, eco­
nomic, financial and composite country risk indi­
ces for 25 developed stock markets in the index 
series FTSE Developed Markets (Israel is 
included, since the country will be included 
amongst the FTSE Developed Markets as from 
June 2008), and for the five emerging markets 
that are included in the current strategic bench­
mark portfolio for equity investments. These are 
compared to the indices for Poland and Hungary 
(which will be classified as FTSE Advanced 
Emerging in June 2008), the indices for China, 
India and Russia (FTSE Secondary Emerging), 
and the indices for the remaining (and smaller) 
secondary emerging markets. The figures are 
from July 2007.21 

The 24 developed markets in the equity 
benchmark, as well as Israel, have on average 

very low political risk. Furthermore, these coun­
tries have very low economic risk on average, 
whilst the average financial risk is low. The com­
posite risk index indicates very low risk (the high­
est risk, in Israel, is still low). 

The five emerging markets that are already 
included in the equity benchmark have, on aver­
age, low political risk (the highest risk category is 
moderate). Economic risk is at the same low level 
as in the developed markets, whilst financial risk 

21 The political risk index operates on a scale from 0 to 100 (0­
49.9: Very high risk; 50.0-59.9: High risk; 60.0-69.9: Moderate 
risk; 70.0-79.9: Low risk; 80.0-100: Very low risk). The econo­
mic and financial risk indices operate on a scale from 0 to 50 
(0-24.9: Very high risk; 25.0-29.9: High risk; 30.0-34.9: Mode­
rate risk; 35.0-39.9: Low risk; 40.0-50.0: Very low risk). The 
scale for the composite risk index ranges from 0 to 100 (0­
49.9: Very high risk; 50.0-59.9: High risk; 60.0-69.9: Moderate 
risk; 70.0-79.9: Low risk; 80.0-100: Very low risk). 



108 Report No. 16 to the Storting 2007–2008 
On the management of the Government Pension Fund in 2007 

is at a lower level than in the developed markets. 
Furthermore, composite risk is low. 

Poland and Hungary both have low risk in all 
four risk categories, apart from the fact that Hun­
gary has moderate economic and financial risk. It 
follows from this that the country risk associated 
with the Fund will only be marginally increased as 
the result of Poland and Hungary being included 
in the benchmark portfolio. 

China, India and Russia are the three largest 
countries amongst the secondary emerging mar­
kets. Political risk in these three countries is 
higher than in the countries discussed above (mod­
erate risk). However, economic and financial risk is 
very low (with the exception of India, where such 
risk is low). Consequently, composite risk is low, 
and in line with that in the five emerging markets 
already included in the equity benchmark. 

The remaining twelve secondary emerging 
markets have, on average, moderate political risk 
(from very low in the Czech Republic and Chile, 
to very high in Pakistan) and low economic and 
financial risk on average (from very low risk in 
several countries to moderate risk in Egypt, 
Morocco, Pakistan and Turkey). The composite 
risk is low on average, but somewhat higher than 
for the other groups discussed, and ranges from 
very low (Chile and Malaysia), via moderate 
(Colombia, Egypt, Indonesia, the Philippines, 
Thailand and Turkey), to high (Pakistan). This 
indicates that the country risk will increase 
somewhat if these countries are included in the 
benchmark portfolio. 

It is emphasised that assessments as to future 
country risk are subject to considerable uncer­
tainty. Moreover, different methods of analysis 
and country risk indices will result in different 
conclusions. 

3.6.8 Economic growth and expected returns 

A number of empirical studies have been carried 
out concerning the relationship between eco­
nomic growth and realised returns in the stock 
market. This issue is of particular relevance to 
equity investors in emerging markets where eco­
nomic growth may be very high. However, these 
studies show a negative relationship between real 
long-term economic growth per capita and real­
ised real returns on equity investments. The aver­
age correlation is -0.27 for 16 countries over the 
period 1900 – 2002 according to Dimson, Marsh 
and Staunton (2002),22 and -0.37 according to Rit­
ter (2005).23 

There may be several explanations for the neg­
ative covariation findings. Ritter (2005) refers, inter 
alia, to Siegel (1998)24, who argues that high 
expected economic growth has been reflected in 
the pricing of the stock markets throughout the 
period in the form of relatively high P/E (Price/ 
Earnings) ratios, which has again resulted in rela­
tively low realised returns. Another explanation 
that has been suggested is that weak corporate 
governance results in improper utilisation of capital 
(“empire building”) and too low dividends for 
investors (LaPorta, 2000)25. A third explanation 
that has been invoked is that strong economic 
growth, which can be related to a high savings rate 
and a plentiful supply of manpower, will not neces­
sarily benefit existing equity investors, as the result 
of competition and the emergence of new compa­
nies, industries or sectors (Ritter, 2005). Further­
more, economic growth that can be attributed to 
increased productivity and technological progress 
will typically benefit the consumer to a greater 
extent than it benefits the investor, as the result of 
competition (Siegel, 1999).26 

Ritter (2005) argues that expected long-term 
returns in the stock markets, hereunder in emerg­
ing markets, depend on valuations (dividend/ 
price and earnings per share), and not on 
expected economic growth. 

Nor do classical pricing models like for exam­
ple the capital asset pricing model (CAPM) sug­
gest that expected economic growth is of rele­
vance to expected excess returns, over and above 
the risk-free rate of interest, in the stock markets. 
Systematic risk is what is being priced in equilib­
rium under the CAPM. The well-known Fama and 
French 3-factor model includes, in addition to a 
valuation factor (measured as the ratio between 
book value and market value), size as an explana­
tory factor. Moreover, Bansal and Dahlquist 
(2002) find that the CAPM can be further 
improved through the inclusion of a country risk 
factor (“selectivity risk”).27 It would therefore 

22 Dimson, E., P. Marsh and M. Staunton (2002), Triumph of the 
Optimists: 101 Years of Global Investment Returns, Princeton 
University Press. 

23 Ritter, J.R. (2005), “Economic Growth and Equity Returns”, 
Pacific-Basin Finance Journal 13, pp. 489-503.

24 Siegel, J.J. (1998), Stocks for the Long Run, second edition, 
McGraw Hill. 

25 La Porta, R., F. Lopez-de-Silanes, A. Shleifer and R.W. Vishny 
(2000), “Agency Problems and Dividend Policies Around the 
World”, Journal of Finance 55, pp. 1-33.

26 Siegel, J.J. (1999), “The Shrinking Equity Premium: Histo­
rical Facts and Future Forecasts”, Journal of Portfolio Mana­
gement 26, pp. 10-17.

27 Bansal, R. and M. Dahlquist (2002), “Expropriation Risk and 
Return in Global Equity Markets”, Working paper. 
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appear that financial theory within this area 
remains a work in progress. 

Standard theoretical models for economic 
growth (Solow, Ramsey and Diamond) are prem­
ised on the return on capital being a function of 
economic growth. However, the models are based 
on a number of assumptions and simplifications, 
hereunder the savings rate remaining fixed (the 
Solow model). Diamond (1999) argues that there 
is a certain correlation (but much lower than one-
to-one) between economic growth and the return 
on financial investments.28 

It can therefore be argued that empirical stud­
ier do not seem to support the hypothesis that 
high economic growth results in high returns in 
the stock market. That hypothesis is supported by 
certain theoretical models, but these models are 
not consistent with other theoretical models. 

3.6.9 Comparable funds 

Most large institutional managers invest parts of 
their equity portfolios in emerging markets. CEM 
Benchmarking has defined a reference group for 
the Pension Fund – Global, comprising 19 of the 
largest pension funds in the world. 13 of these 
funds reported to CEM what portions they had 
allocated to emerging stock markets. On average, 
these 13 funds had 53 pct. of their overall portfo­
lios invested in listed equities, of which 2.9 per­
centage points were invested in emerging mar­
kets. The highest allocation to emerging stock 
markets in the reference group was 5 pct. of the 
overall portfolio. 

Some of the world’s largest pension funds 
have recently resolved to increase their alloca­
tions to emerging stock markets. The strategic 
allocation of the largest Dutch pension fund, ABP, 
to emerging stock markets represents 5 pct. of its 
overall portfolio and 16 pct. of the listed equity 
portfolio. ABP uses the MSCI Emerging Markets 
index as its benchmark index for investments in 
emerging markets, but has not opened up for 
direct investments in all the countries included in 
that index. 

The largest US pension fund, CalPERS, has 
recently resolved to let market capitalisation 
weights determine the country composition of the 
listed equity portfolio. Emerging markets account 
for about 12 pct. of the equity portfolio under the 
new investment strategy, whilst it previously 

28 Diamond, P.A. (1999), “What Stock Market Returns to 
Expect for the Future? An Issue in Brief”, Center for Retire­
ment Research at Boston College, no. 2.  

accounted for 7 pct. CalPERS has previously pre­
pared a country list, but is now opening up for 
investments in all emerging markets included in 
the FTSE All Emerging Index. CalPERS invests in 
emerging markets through external managers. 
The change implies that the external managers 
can now invest in five countries that were not pre­
viously included in the country list; China, Colom­
bia, Egypt, Pakistan and Russia. There is a 
requirement that the external managers shall 
examine several specific issues relating to the 
countries and the companies prior to making 
investments in emerging markets. 

3.6.10 The assessments of Norges Bank 

In a letter dated 16 November 2007, the Ministry 
of Finance requested input from Norges Bank for 
a renewed assessment of the role of emerging 
stock markets in the benchmark portfolio of the 
Government Pension Fund – Global. The Bank 
has provided such an assessment in a letter dated 
5 February 2008 to the Ministry of Finance. The 
letter is enclosed as Appendix 1 to this Report. 

The recommendation from Norges Bank is 
worded as follows: 

“Norges Bank recommends that the bench­
mark portfolio for equities in the Government 
Pension Fund – Global be expanded to include 
all of the countries classified at any given time 
as Developed, Advanced Emerging or Second­
ary Emerging in the FTSE Global All Cap 
Index. The Bank is of the opinion that the 
assessments performed by FTSE when classi­
fying markets is robust and sufficient for these 
countries to be included in the benchmark 
portfolio for the Fund. Drawing on the index 
supplier’s established annual review processes 
will simplify and improve the monitoring and 
maintenance of approved countries. The crite­
ria used by FTSE are transparent and are con­
sidered by Norges Bank to be sufficient for 
classifying markets’ suitability for international 
investors. Changes in the indices are 
announced in good time in order to minimise 
market impact. 

At the same time, Norges Bank recom­
mends that the current requirements for an 
adequate approval process for all new coun­
tries before investment is made in a new mar­
ket be retained. Besides an additional inde­
pendent assessment of many important criteria 
already covered by FTSE, this process ensures 
that NBIM has procedures, processes and sys­
tems which can handle these equity invest­
ments satisfactorily. Norges Bank has paid par­
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ticular attention to settlement and clearing sys­
tems and to issues related to market regulation 
and financial markets legislation in its assess­
ment of the criteria for the inclusion of emerg­
ing markets in the Government Pension Fund 
– Global’s equity benchmark portfolio. 

The inclusion of emerging markets in the 
benchmark portfolio will not affect the Fund’s 
risk and return characteristics to any signifi­
cant degree. This is due to their relatively low 
weight in the benchmark portfolio and some 
diversification gains. However, there is reason 
to believe that, in time, emerging markets will 
account for a more significant share of the 
equity market universe, and it may therefore 
be appropriate for the Fund to have exposure 
to these markets at as early a stage as possible. 
As part of its everyday management activities, 
NBIM will make a number of judgements in 
order to replicate the benchmark index. These 
judgements concern, among other things, 
transaction costs, settlement risk, legal risk, 
macroeconomic conditions, and the degree to 
which deviations from the benchmark portfo­
lio will help to exploit the limit for active risk.” 

Norges Bank points out that there may arise situa­
tions in which a country included in the FTSE 
index fails to pass the internal approval process of 
the Bank, thus implying that no capital will be 
invested in such country. Norges Bank emphasises 
that such deviations may give rise to tracking error, 
and that the Bank will itself have to assume such 
risk within the upper limit on active management 
as stipulated by the Ministry of Finance. 

It is further suggested that corporate govern­
ance criteria should not be decisive for purposes 
of the inclusion or exclusion of markets in or from 
the investment universe or the benchmark portfo­
lio. The Bank is of the view that the best corporate 
governance effects are achieved through pres­
ence and active involvement, and that such effects 
will in large part concern company-specific mat­
ters. Norges Bank does not anticipate any major 
practical corporate governance difficulties as the 
result of any expansion of the number of countries 
included in the benchmark portfolio. 

3.6.11	 The assessments of the Strategy 
Council 

The Strategy Council points out that FTSE has a 
well-defined process for inclusion and exclusion 
of new markets in and from its index series. Fur­
thermore, it notes that the markets that are not 

included in the indices are either not investable 
for foreign investors, too small, have poor liquid­
ity or are inadequate in terms of more qualitative 
risk factors. The Council emphasises that a conse­
quence of adopting the FTSE framework would 
be that upgrades and downgrades will influence 
the benchmark portfolio of the Fund with immedi­
ate effect, and that there will consequently be no 
need for the Ministry of Finance to carry out, on a 
regular basis, new evaluations as to what stock 
markets should be included in the benchmark 
portfolio. Moreover, the Strategy Council empha­
sises that the FTSE methodology is also favoura­
ble in terms of the costs incurred as the result of 
changes to the benchmark portfolio, because, 
inter alia, changes are made relatively seldom 
and announced six months in advance. 

The letter concludes as follows: 

“The Strategy Council recommends that the 
Fund’s benchmark portfolio for equities be 
expanded to include countries classified as 
either developed, advanced emerging or sec­
ondary emerging in the FTSE All Cap bench­
mark. This means that the benchmark portfo­
lio will be adjusted in line with changes in 
FTSE’s country classifications over time. The 
actual investments of the GPFG should, as rec­
ommended by Norges Bank, be subject to the 
approval of each market based on the Bank’s 
internal approval process for new markets. 

The Council has based its recommendation 
on the following: 
–	 FTSE’s rules for selecting markets for use 

in the global benchmark offer a thorough 
and transparent methodology for selecting 
a benchmark portfolio comprising both 
developed and emerging markets. At the 
same time, this change offers continuity, 
since FTSE’s criteria contain minimum 
requirements within areas that have also 
been of concern in earlier reviews of 
emerging markets in relation to the bench­
mark portfolio of the Fund. 

–	 The principles underpinning the invest­
ment strategy of the GPFG are that the 
Fund shall be well-diversified and adopt a 
long time horizon. One thereby achieves 
the maximum possible expected return at a 
moderate level of risk in the long run. 
Expanding the benchmark portfolio for 
equities to encompass all emerging stock 
markets included in the FTSE All Cap 
benchmark is consistent with the funda­
mental principles underpinning the invest­
ment strategy. 
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–	 The effect on the total risk associated with, 
and the return on, the GPFG is expected to 
be small. 

–	 If the emerging stock markets are going to 
grow more rapidly than the developed 
ones, it will be an advantage for the GPFG 
to have an early presence in these markets. 

–	 The Council has taken note of the fact that 
some very large international funds have 
recently increased their investment alloca­
tions for emerging stock markets. These 
funds have opted for more broad-based 
benchmark portfolios for equities than has 
the GPFG, through a larger allocation for 
equities in emerging markets. This invest­
ment strategy supports the Council’s view 
that an expansion of the benchmark portfo­
lio of the GPFG can be based of the FTSE 
methodology.” 

The letter from the Strategy Council is enclosed 
as Appendix 4 to this Report. 

3.6.12	 The assessments of the Council on 
Ethics 

In a letter dated 7 February 2008, the Council on 
Ethics pointed out that a further expansion of the 
benchmark portfolio would result in the Council 
having to both monitor and examine more compa­
nies. The letter is enclosed as Appendix 5 to this 
Report. The Council has received confirmation to 
the effect that one of the information providers 
would be able to monitor the new benchmark 
portfolio, both for purposes of identifying compa­
nies that manufacture weapons which would qual­
ify for exclusion from the Fund and for purposes 
of identifying companies that may be engaged in 
other activities that violate the ethical guidelines. 

The Council further points out that experience 
from the previous expansion of the benchmark 
portfolio shows that the general amount of infor­
mation received from the information provider 
will not necessarily increase in proportion with 
the number of companies included in the portfo­
lio. It is emphasised that the access to information 
pertaining to small-cap companies and companies 
in emerging markets may be more limited than 
the access to information pertaining to large-cap 
companies in developed markets. The Council 
suggests that this may be compensated for by 
more extensive use of consultants with regional 
affiliation and more external examiners to investi­
gate specific cases. The Council emphasises that 
this may be somewhat more expensive than the 
traditional monitoring effort. It is furthermore 

pointed out that one has no basis for evaluating 
whether the access to information pertaining to 
the new companies under such measures will be 
as good as that pertaining to the companies previ­
ously included in the portfolio. Finally, it is 
emphasised that use of this type of services, as 
well as a general increase in cases requiring fur­
ther examination, will result in increased costs on 
the part of the Council on Ethics. 

3.6.13	 The assessments of the Ministry of 
Finance 

Between 80 and 90 of the world’s stock markets 
are categorised as emerging markets. Most of 
these will for various reasons not qualify for inclu­
sion in the benchmark portfolio of the Fund. Key 
factors in this regard are the limited size of the 
market, poor liquidity, inadequate settlement sys­
tems, unsatisfactory legislation and last, but not 
least, restrictions on the ability of foreign inves­
tors to invest in the market. 

The index provider FTSE classifies the markets 
into advanced and secondary emerging markets. 
Both types of markets are considered investable 
for foreign investors. Other markets are consid­
ered not investable for foreigners, and are by sev­
eral index providers referred to as “frontier mar­
kets”. The 22 emerging markets included in the 
FTSE universe meet a set of criteria that have 
much in common with the criteria adopted by the 
Ministry for purposes of previous evaluations. Five 
of the markets are already included in the bench­
mark portfolio of the Fund. One alternative would 
be to base the benchmark portfolio of the Fund on 
the markets included in the FTSE index series. 

Seven markets will be categorised as 
advanced with effect from June 2008, with the 
remaining fifteen being categorised as secondary 
emerging markets. A second alternative would be 
to include all markets belonging to the former 
group, but none of the markets in the latter group. 
The benchmark portfolio would under this alter­
native be expanded to include the markets in Hun­
gary and Poland. 

A third alternative would be to include all 
advanced emerging markets, but only the largest 
of the secondary markets (India, China and Rus­
sia), in addition to Hungary and Poland. This 
would result in a 98.7 pct. coverage of the overall 
market value of the FTSE universe. 

The Ministry’s analyses show that the market 
risk characteristics of the various alternative 
benchmark portfolios are virtually identical. The 
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reason for this is that the Fund already encom­
passes about 95 pct. of the world’s stock markets, 
as defined by FTSE. 

The analyses further suggest that there is lim­
ited country risk associated with investments in 
Poland and Hungary. Investments in China, India 
and Russia involve moderate political risk, but low 
composite risk (political, economic and financial). 
Investments in the remaining twelve secondary 
emerging markets can be expected to involve 
moderate political risk, but low composite risk. 
There is, however, considerable variance within 
the last-mentioned group of countries, and half of 
these are expected to involve moderate composite 
risk (of which two involve high political risk). 

Generally speaking, the settlement risk associ­
ated with emerging markets is higher than that 
associated with developed ones. Furthermore, 
the legal framework is less satisfactory. The Min­
istry shares Norges Bank’s view that the combi­
nation of ongoing evaluation and monitoring 
underpinning the index provider’s efforts within 
this area and Norges Bank’s own objectives and 
control measures, means that there is no need for 
establishing a set of minimum requirements 
within this area. 

Norges Bank emphasises that there shall for 
all markets be established a legal framework that 
governs the financial market and created supervi­
sion arrangements that ensure monitoring of mar­
kets and market players in such a manner that it is 
deemed appropriate for the Bank to invest in such 
markets. The Ministry agrees with the said 
assessment. 

The Ministry of Finance is of the view that the 
corporate governance and ethical concerns can 
be attended to in an adequate manner even after 
an expansion of the benchmark portfolio to 
encompass all advanced and secondary emerging 
markets. 

Comparable funds allocate a not insignificant 
part of their capital to emerging stock markets. 
Several funds let index providers’ selections of 
countries be decisive for purposes of the country 
compositions of their benchmark portfolios. 

Norges Bank and the Strategy Council recom­
mend that the benchmark portfolio for equities of 
the Government Pension Fund – Global be 
expanded to encompass all the countries that are 
at any given time classified as either Developed, 
Advanced Emerging or Secondary Emerging 
within the FTSE universe. 

The Ministry of Finance deems it most appro­
priate, against the background of these assess­

ments, to include all of the advanced and second­
ary emerging stock markets, as defined by FTSE 
at any given time, in the benchmark portfolio of 
the Fund. This offers objectivity, consistency and 
predictability, and is in line with the recommenda­
tions of both Norges Bank and the Strategy Coun­
cil. 

3.7	 The limit on ownership stakes for 
the Government Pension Fund – 
Global 

3.7.1	 Background 

The Ministry of Finance has stipulated in Section 
6 of the Regulations relating to the Government 
Pension Fund – Global that the investments can­
not be concentrated in such a way that the Fund 
achieves an ownership stake in excess of 5 pct. of 
the voting shares of any given company. The Reg­
ulations further stipulate that the overarching 
objective of the corporate governance effort is to 
safeguard the financial interests of the Fund. 

The limit on ownership stakes reflects the 
Ministry’s desire to make it clear that the Fund is 
a financial investor. The Pension Fund – Global is 
well diversified, holding investments in several 
thousand companies internationally, and its aver­
age ownership stake in the various regions is less 
than 1 pct. The somewhat higher limit on owner­
ship stakes is primarily related to the need for pro­
viding Norges Bank with room for manoeuvre, to 
enable it to meet the objective of generating 
excess returns relative to the benchmark portfo­
lio stipulated by the Ministry of Finance. 

The background to the increase in the limit on 
ownership stakes from 1 pct. to 3 pct. for the then 
Petroleum Fund was described in the Revised 
National Budget for 2000, and the increase from 3 
pct. to 5 pct. was discussed in the National Budget 
for 2006. The Ministry wrote in the National 
Budget for 2006 that: 

“Further growth in the Fund and changes to 
the investment strategy of the Fund within 
other areas may influence the premises under­
pinning the ownership stake decision. Any 
renewed assessment of the limit on ownership 
stakes can then be based on the experience 
accumulated in respect of a 5 pct. limit on own­
ership stakes.” 

The Ministry has deemed it appropriate to 
embark on a renewed assessment of the limit on 
ownership stakes in view of the continued strong 
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growth in the capital of the Fund, the increase in 
the equity portion, the expansion of the bench­
mark portfolio to include listed small-cap equities, 
and concern for Norges Bank’s active manage­
ment effort. The Ministry announced, in Report 
No. 24 (2007-2007) to the Storting, in connection 
with the expansion of the benchmark portfolio to 
include listed small-cap equities, that one would 
revert with a renewed assessment of the limit on 
ownership stakes. 

Norges Bank was invited, in that context, to 
update the information and assessments pre­
sented in the Bank’s letter of 11 March 2005, in 
which it was recommended that the limit on own­
ership stakes be increased from the then 3 pct. 
limit to 10 pct., as well as to communicate new 
experience, analyses and assessments that may 
be of relevance. Furthermore, one requested 
Norges Bank to examine the issue of whether the 
Fund’s limit on ownership stakes should also be 
considered from the perspective of the regulatory 
framework for the management of Norges Bank’s 
foreign exchange reserves. The Ministry pointed 
out that a key consideration is that the Fund shall 
act, and be perceived, as a financial investor, thus 
implying that it may be appropriate to consider an 
assessment of the limit on ownership stakes from 
the perspective of the Bank’s overall ownership 
stake in a company. 

3.7.2 The advice from Norges Bank 

In its letter of 1 February 2008, Norges Bank 
points to developments that are of relevance to an 
assessment of the limit on ownership stakes: 

“The value of the Government Pension Fund – 
Global is undergoing strong and continuous 
growth. When Norges Bank submitted its pro­
posal to increase the maximum permitted 
ownership interest in 2005, the Fund’s equity 
portfolio had a value of NOK 427 billion. In the 
National Budget for 2008, the Ministry of 
Finance is recommending an inflow of new 
capital into the Fund of NOK 265 billion in 
2008. The Guidelines for the Management of 
the Government Pension Fund – Global have 
been amended to increase the allocation to 
equities in the benchmark portfolio to 60 per 
cent, and this change is currently being 
phased in. The Fund’s equity portfolio will 
soon be four times larger than when Norges 
Bank originally proposed raising the owner­
ship limit to 10 per cent. 

Another important development is that the 
benchmark portfolio now includes small-cap 

companies. This means that the number of 
companies in the benchmark portfolio has 
grown from around 2,400 to 6,900. This in 
itself necessitates larger ownership interests, 
because investments here will be more con­
centrated.” 

Norges Bank emphasises, in its recommendation 
as to a higher limit on ownership stakes, the desir­
ability of more room for manoeuvre in its active 
management effort: 

“On balance, Norges Bank believes that there 
is a strong need to increase the limit on permit­
ted ownership for equity investments in the 
Government Pension Fund – Global, and that 
this would most appropriately be set at 15 per 
cent. 

One important element of Norges Bank’s 
investment strategy for achieving excess 
returns has been to make a large number of 
independent and uncorrelated investment 
decisions. As part of this strategy, a large 
number of internal and external managers are 
used, where each manager is awarded an 
investment universe restricted geographically 
and/or to one or more sectors. To prevent 
breaches of the Regulation, the individual man­
agers have to be awarded quotas, which must 
also contain a certain safety margin. Taken 
together, this entails considerable operational 
challenges and a reduction in the risk which 
can be allocated to each sub-portfolio. 

When purchasing external management 
services, Norges Bank has to impose restric­
tions on holdings in individual companies 
which are not commonplace in the market. To 
be able to comply with these restrictions, exter­
nal managers must often allocate a smaller 
share of Norges Bank’s portfolio to individual 
companies than they do for other clients. 
External managers are therefore forced to 
treat Norges Bank differently to other clients, 
which also makes the return difficult to com­
pare in retrospect with that achieved for other 
clients. In addition, the portfolio currently has 
a smaller allocation to external mandates and 
lower overall risk exposure than it would with 
a higher limit on permitted ownership. 

From time to time, Norges Bank may also 
wish to participate in relatively large capital 
expansions at individual companies wishing to 
recapitalise. With a low ownership limit, 
Norges Bank can put up only a limited amount 
at an early stage of such a recapitalisation proc­
ess.” 
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Furthermore, the Bank points out that funds 
with which it is appropriate to make comparisons 
do not have the same limit on ownership stakes, 
and that a certain increase will not conflict with 
what is deemed to constitute market practise for 
financial investors: 

“The largest funds in Europe with which it is 
natural to compare the Fund do not have any 
restrictions on ownership levels. Dutch funds 
ABP and PGGM and Britain’s Hermes have not 
set any upper limits on holdings in individual 
companies. 

Through the external management of the 
Fund, Norges Bank is in contact with a large 
global network of portfolio managers. It is 
standard practice in the market for financial 
investors to use 15 or 20 per cent as an inter­
nally imposed limit on ownership.” 

Norges Bank shall, in its capacity of manager of 
the Government Pension Fund – Global, act as a 
financial investor, and operates on the assumption 
that the employees and representatives of the 
Bank shall not allow themselves to be appointed 
to the governing bodies of the companies. The 
Bank points out that references to the Fund in the 
recent international debate on so-called Sovereign 
Wealth Funds appear to have been, generally 
speaking, positive, and it argues that this has 
more to do with openness about its investment 
strategy and corporate governance efforts than 
the size of its ownership stakes in individual com­
panies: 

“As can be seen from previous statements and 
assessments concerning the maximum permit­
ted level of ownership in the Government Pen­
sion Fund – Global, the key consideration 
behind this limit has been to ensure that the 
Fund remains a financial investor and does not 
exercise strategic ownership. As mentioned in 
our letter of 11 March 2005, the Bank is of the 
opinion that it is not the percentage limit on 
ownership which is crucial to the difference 
between a strategic investor and a financial 
investor, but the investor’s objectives for his 
investments and how, through his actions, he 
uses the influence he has as a larger share­
holder. 

There has recently been an international 
debate about the role of sovereign wealth 
funds – see, for example, the proposal from US 
Secretary of the Treasury Henry Paulson in 
October 2007 concerning the need to establish 
a code of best practice for funds of this kind. In 
the debate about sovereign wealth funds, ques­

tions have been asked particularly about the 
lack of transparency about these funds’ invest­
ment strategy and exercise of ownership 
rights, and what it means to have these funds 
come in as owners. It has been claimed, for 
example, that a lack of transparency gives 
some sovereign wealth funds a corresponding 
lack of predictability. The level of ownership in 
individual companies has not in itself been 
highlighted as problematic. Opinions of the 
Government Pension Fund – Global seem to be 
largely positive29. Importance is attached to 
owner and manager providing a greater degree 
of insight into investment strategy and owner­
ship than is usual among Sovereign Wealth 
Funds. (…) 

Norges Bank also manages the investment 
portfolio in its foreign exchange reserves, 
which had a value of NOK 214 billion at the end 
of 2007. The Bank’s corporate governance 
principles apply to both funds. If the limit on 
ownership in the Government Pension Fund – 
Global is raised to 15 per cent, Norges Bank’s 
combined ownership could be as high as 20 per 
cent. Given the significantly smaller size of the 
investment portfolio and the similar invest­
ment strategy, combined ownership on this 
scale is unlikely. Norges Bank does not intend 
to raise the limit on ownership which applies to 
the investment portfolio in its foreign 
exchange reserves.” 

The letter from Norges bank is enclosed as 
Appendix 2 to this report. 

3.7.3 The assessment of the Ministry 

The main purpose of the limit on ownership 
stakes is to make it clear that the Fund is a finan­
cial investor. It is stated in the Revised National 
Budget for 2000 that: 

“It is important to maintain that the Petroleum 
Fund shall be a financial investor, and not a 
strategic ownership vehicle. This is important 
for several reasons. Firstly, it will ensure good 
diversification of the Fund’s investments, 
which will serve the need for secure placement 
of government assets and the desire for maxi­
mum possible returns at a given level of risk. 
Secondly, the investments will be liquid and 
thereby simple to realise if there is a need for 
making withdrawals from the Fund. Thirdly, it 

29 A footnote to Appendix III to the US Treasury’s semi-annual 
Report to Congress on International Economic and Exchange 
Rate Policies in June 2007 states: “Norway’s Government 
Pension Fund – Global is broadly recognized as exemplify­
ing best practices in transparency.” 
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will be easier to evaluate the management of 
the Petroleum Fund inasmuch as the return on 
the Fund is comparable to the returns on rec­
ognised benchmark portfolios and the returns 
achieved by other financial investors. In addi­
tion, there may be a political risk associated 
with strategic ownership on the part of the 
State.” 

In the recent international debate concerning so-
called Sovereign Wealth Funds, cf. the discussion 
in Section 1.6, the well-defined role of the Fund as 
a financial investor has been a contributing factor 
to it having escaped significant negative attention 
or special initiatives that may threaten the finan­
cial interests of the Fund. 

Although the distinction between “strategic” 
and “financial” investors does not depend solely 
on their percentage ownership stake in a com­
pany, but has instead to do with the objective of 
the investor in making its investments and how 
the investor utilises, through its actions, the influ­
ence it wields, it is still deemed appropriate to 
have a limit on ownership stakes to reinforce the 
fact that the Fund is not a strategic investor. 

The issue of determining a suitable limit on 
ownership stakes must, at the same time, be con­
sidered from the perspective of the costs the Fund 
may incur as the result of the limit impairing per­
formance. The Ministry of Finance aims for the 
Fund to be the best managed fund in the world, 
which implies that one shall seek to adopt best 
practise internationally in operating the Fund. 
Norges Bank has over the last decade achieved an 
average annual excess return of 0.4 percentage 
points through its active management efforts. 

Even small differences in the rate of return may, 
because of the magnitude of the Fund, represent 
large amounts for society. 

If one looks at other funds with which it is 
appropriate to make comparisons, there would 
seem to be room for a certain increase in the limit 
on ownership stakes for the Government Pension 
Fund – Global, without such increase altering its 
role as a financial investor. Norges Bank points 
out that the largest funds in Europe with which it 
is appropriate to make comparisons, have no limit 
on ownership stakes. If one looks at, for example, 
the Swedish AP 1-4 funds, which are somewhat 
smaller, these have a 10 pct. limit on ownership 
stakes. The Government Pension Fund – Norway, 
which is also a financial investor, has, on its part, a 
15 pct. limit on ownership stakes for its equity 
investments in Norway, and 5 pct. for its invest­
ments in the remainder of the Nordic region. 

The Ministry of Finance intends to, on the 
basis of a comprehensive assessment, weighting 
concern for the return on the Fund against con­
cern for broad-based confidence in the fund struc­
ture, that the limit on ownership stakes for the 
Government Pension Fund – Global be increased 
from 5 pct. to 10 pct. The Ministry would like to 
emphasise, at the same time, that this does not 
affect the role of the Fund as a financial investor. 

One would like to point out that this limit on 
ownership stakes applies to listed equities held by 
the Pension Fund – Global. Other rules would 
have to be stipulated for any investments in 
unlisted real estate companies and other unlisted 
equities. 
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4 Ethics and exercise of ownership rights


4.1 Introduction 

It is an overarching objective for the management 
of the Government Pension Fund to achieve a high 
return on the Fund’s investments over time. The 
capital of the Government Pension Fund – Global 
originates from the oil and gas revenues of the 
State. It would not be fair if the wealth from the oil 
and gas reserves only were to benefit those few 
generations that happen to experience the extrac­
tion thereof. The wealth needs to be safeguarded 
for posterity. This is an ethical obligation in itself. 
As an investor we share, at the same time, ethical 
responsibility for how the companies in which the 
Fund invests are conducting themselves, for what 
they are producing and for how they are treating 
their environment. The managers of the Pension 
Fund can exercise, through their active ownership 
effort, influence over companies on matters relat­
ing to good corporate management, as well as in 
relation to social and environmental issues. The 
production or activities of a company will in some 
cases be of such a grossly unethical nature that the 
Fund cannot run the risk of contributing thereto 
through its investments. The Ministry of Finance 
will in such cases determine that the Fund should 
divest its holdings in the relevant company. 

Both the Government Pension Fund – Global 
and the Government Pension Fund – Norway are 
governed by ethical guidelines. The Ministry of 
Finance laid down ethical guidelines for the Glo­
bal part of the Pension Fund on 19 November 
2004, based on the report and proposal of the Gov­
ernment-appointed Graver Committee (NOU 
2003:22 Green Paper). The same year, the Execu­
tive Board of Folketrygdfondet introduced ethical 
guidelines for the management of the Govern­
ment Pension Fund – Norway. The guidelines for 
the two parts of the Government Pension Fund 
may to a large extent be characterised as founded 
on a joint ethical platform. At the same time, the 
tools deployed are somewhat different in view of 
differences in terms of, inter alia, the sizes and 
investment strategies of the funds. 

The Government Pension Fund – Global is in 
its entirety invested in securities abroad. The 

investment strategy of the Fund is reflected in a 
benchmark portfolio comprising broad equity and 
bond indices. As per yearend 2007, the Fund held 
equity investments in more than 7,000 companies. 
Norges Bank’s average ownership stake in these 
companies is about 0.8 pct. The tools used in the 
integration of ethical concerns are adapted to this 
strategy. The ethical guidelines of the Govern­
ment Pension Fund – Global prescribe active own­
ership and the exclusion of companies as tools to 
promote the financial interests and the ethical 
commitments of the Fund, cf. the more detailed 
discussion under Section 4.2. 

The Government Pension Fund – Norway is 
primarily invested domestically. The benchmark 
index for the equity investments of the Fund com­
prises the main index of the Oslo Stock Exchange 
and the Nordic equity index VINX Benchmark. As 
per yearend 2007, the Fund held ownership 
stakes in a total of 48 companies listed on the Oslo 
Stock Exchange and 124 companies in Denmark, 
Finland and Sweden. Folketrygdfondet’s average 
ownership stake in Norwegian companies is 
about 5 pct. Its average ownership stake in other 
Nordic companies is about 0.2 pct. 

In its management of the Government Pension 
Fund – Norway, Folketrygdfondet emphasises 
positive selection of the companies in which its 
capital is to be invested, and thereafter the exer­
cise of ownership rights in the same companies. 
This has to do with the fact that the investment 
universe is well-defined and comprised of a rela­
tively limited number of companies. 

Exercise of ownership rights 

The basic principles governing their active owner­
ship efforts are the same for the Government Pen­
sion Fund – Global and the Government Pension 
Fund – Norway; see the more detailed discussion 
in Box 4.1. Norges Bank and Folketrygdfondet 
have formulated their own principles for the exer­
cise of ownership rights, which are founded on 
these basic principles. The corporate governance 
efforts of Norges Bank and Folketrygdfondet are 
discussed in more detail in Section 4.2. 
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Box 4.1 Basic principles for the exercise of ownership rights 

The principles governing the exercise of the 
ownership rights of the Government Pension 
Fund are based on the UN Global Compact, the 
OECD Principles of Corporate Governance and 
the OECD Guidelines for Multinational Enter­
prises. Norges Bank and Folketrygdfondet 
have, on the basis of these principles, defined 
their own principles governing the exercise of 
the ownership rights of the Government Pen­
sion Fund – Global and the Government Pen­
sion Fund – Norway, respectively. The Bank and 
Folketrygdfondet present and discuss these 
principles in their respective annual reports.    

The UN Global Compact 

The UN Global Compact defines ten universal 
principles derived from the Universal Declara­
tion of Human Rights, the ILO’s Declaration on 
Fundamental Principles and Rights at Work and 
the Rio Declaration on Environment and 
Development. The principles are general in 
nature and say, inter alia, that businesses should 
respect human rights and make sure that they 
are not complicit in human rights abuses, 
uphold the freedom of association and collective 
bargaining, as well as eliminate all forms of for­
ced and compulsory labour, child labour and 
discrimination in respect of employment and 
occupation, support a precautionary approach to 
environmental challenges, as well as promote 
greater environmental responsibility and the 
development and diffusion of environmentally 

friendly technologies, work against all forms of 
corruption, including extortion and bribery. 

3,700 companies and organisations in more 
than 120 countries have joined the UN Global 
Compact. The members are encouraged to 
report annually on their own compliance with 
the principles. 

OECD Principles of Corporate Governance 

These are very extensive principles that mainly 
address the basis for an effective corporate 
governance framework, the rights of sharehol­
ders and key ownership functions, the equitable 
treatment of shareholders, transparency and dis­
closure, and the responsibilities and liabilities of 
boards of directors. 

OECD Guidelines for Multinational Enterprises 

The guidelines are voluntary principles and 
standards for responsible business practises in 
many different areas in accordance with laws 
applicable to multinational companies. The guid­
elines represent the only multilaterally recogni­
sed and detailed regulatory framework that 
governments are obliged to promote. They con­
tain recommendations on, inter alia, public dis­
closure of company information, working envi­
ronment and employee rights, environmental 
protection, combating bribery, consumer inte­
rests, the use of science and technology, compe­
tition, as well as tax liability. 

Exclusion of companies 

Companies shall be excluded from the investment 
universe of the Government Pension Fund – Glo­
bal, pursuant to the ethical guidelines for the 
Fund, if they are involved in production or under­
takings that imply an unacceptably high risk that 
the Fund contributes to grossly unethical activi­
ties. The Ministry of Finance has since 2002 
excluded 27 companies from the Government 
Pension Fund – Global pursuant to the criteria 
stipulated in the ethical guidelines, based on rec­
ommendations from the Council on Ethics. The 
mechanism for exclusion of companies is dis­
cussed in more detail in Box 4.4 below. 

Issues relating to investments in Burma 
(Myanmar) 

In the spring of 2007, the Government decided, 
against the background of measures adopted by 
the EU and other countries against Burma, to 
amend the guidelines for the investments of the 
Fund in such a way as to explicitly bar Norges 
Bank from investing the Pension Fund’s capital 
in bonds issued by the state of Burma. This deci­
sion supplements the mechanism for the exclu­
sion of equities and bonds issued by specific 
companies. In November 2007, Norway joined 
expanded international measures affecting, inter 
alia, certain types of investments in Burma. 
These include a prohibition against the funding 
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of, or new acquisitions or expansions of, capital 
interests in listed Burmese state-owned enter­
prises. Furthermore, the measures include a 
prohibition against the funding of, or invest­
ments or participation in, listed Burmese enter­
prises that are engaged in the extraction of tim­
ber, metals, minerals and gemstones. The prohi­
bitions affect in excess of 1,200 enterprises. The 
Government Pension Fund – Global does not 
have, nor shall it have in future, any holdings in 
any of these companies. 

The Council on Ethics and Norges Bank 
have, in view of the deteriorating situation in 
Burma in the autumn of 2007, placed a special 
focus on companies engaged in activities there. 
The Ministry of Finance received a letter from 
the Council on Ethics on 11 October 2007, in 
which the Council explains its assessment of the 
risk that the Fund may contribute to gross or 
systematic violations of human rights through 
investments in companies engaged in activities 
in Burma. The Council on Ethics has announced 
possible recommendations for the exclusion of 
companies that form contracts for the construc­
tion of major infrastructure projects in the coun­
try. There is every reason to believe that such 
construction projects will entail an unacceptable 
risk of future contribution to human rights viola­
tions. In 2007, Norges Bank contacted 10 compa­
nies in the portfolio of the Fund to query their 
activities in the country. These are companies 
that may run a risk of contributing to human 
rights violations or expose themselves to other 
types of risk. Norges Bank is aiming for a dia­
logue with these companies to ensure that it has 
the best available information on the situation. 

The Government intends for the Fund to 
refrain from investing in companies that sell weap­
ons and weapons technology to regimes that are 
included in the list of countries in whose govern­
ment bonds the Government Pension Fund – Glo­
bal is excluded from investing. This means that 
the Fund shall refrain from investing in compa­
nies that sell weapons to the Burmese regime. A 
preliminary review indicates that there are cur­
rently no such companies in the portfolio of the 
Fund. The Council on Ethics for the Fund will 
monitor the companies in the portfolio with a view 
to establishing whether the Fund may in future 
run the risk of holding such investments and, if 
applicable, render a recommendation to the Min­
istry of Finance for the exclusion of the relevant 
companies. 

4.2 Efforts relating to ethical guidelines 

4.2.1	 Norges Bank’s efforts relating to the 
exercise of ownership rights 

Norges Bank has adopted, in line with the ethical 
guidelines for the Government Pension Fund – 
Global, its own guidelines for the exercise of own­
ership rights. These guidelines are based on the 
premise that the companies in which the Fund is 
invested shall conduct themselves in conformity 
with the UN Global Compact and the OECD prin­
ciples for corporate governance and for multi­
national companies, cf. Box 4.1. The guidelines 
imply that a number of requirements are imposed 
in relation to the companies in which the Fund is 
invested, as far as responsible business conduct 
and transparency are concerned. Furthermore, 
the principles imply that there are requirements 
as to the companies’ form and structure of gov­
ernance, as well as to their long-term sustainabil­
ity, inasmuch as the companies need to take into 
account effects of their own activities on the envi­
ronment and on society in general. 

Norges Bank has committed considerable 
resources to establishing robust and targeted cor­
porate governance activities Ten person-years 
were devoted to the exercise of ownership rights 
as per yearend 2007, as compared to six person-
years in 2006. The Bank’s objective for the com­
ing three-year period is to become acknowledged 
as one of the world’s most prominent and profes­
sional active owners. 

Norges Bank has deemed it necessary to pri­
oritise certain selected areas of commitment 
where there is a close correlation between ethics 
and long-term financial returns. These areas of 
commitment are deemed to be of relevance to 
investors in general, and to the Fund’s portfolio in 
particular. The areas of commitment are also well 
suited for dialogue with companies and regula­
tory bodies, which improves the prospects for 
achieving results in individual cases. 

Efforts within selected areas of commitment 

Key areas of commitment in the exercise of own­
ership rights are: 
–	 good corporate management, with a main 

emphasis on owners’ rights to nominate and 
appoint directors, to exercise their voting 
rights, to trade in their equities and to exercise 
influence over anti-takeover mechanisms, and 
to receive transparent and timely information; 
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–	 children’s rights and health, hereunder the bat­
tle against child labour, with a main emphasis 
on the value chains of multi-national compa­
nies; and 

–	 corporate lobbying in relation to long-term 
environmental problems, hereunder climate 
changes. 

Corporate management 
Good corporate management is a key prerequisite 
of all active ownership activities. Norges Bank 
attaches considerable importance to safeguarding 
the rights of shareholders and their scope for 
exercising ownership rights, which are of funda­
mental importance to achieving real influence 
over, and dialogue with, the companies. The own­
ership rights are also a prerequisite for efforts 
relating to social and environmental issues, and 
can therefore not be considered separately from 
efforts relating to ethical issues (broadly defined). 

Cross-border voting can be resource-intensive 
and costly, and in many cases difficult to imple­
ment. The Bank has in 2007 continued a voting 
research project that was initiated in 2006, in 
cooperation with the Tuck School of Business at 
Dartmouth College in the US. The project 
involves surveying players, market practises and 
regulations of relevance to voting in the most 
important markets in which the Fund is invested. 
The purpose of this survey is to identify better 
methods and practises for effective voting interna­
tionally. 

The most important corporate management 
issue in the US last year concerned the ability of 
shareholders to nominate their own candidates 
for directorships. Norges Bank has, together with 
other large European investors, pursued a dia­
logue, through meetings and letter, with the 
Chairman and members of the U.S. Securities and 
Exchange Commission (“SEC”), concerning the 
importance of establishing regulations that 
ensure the shareholders real influence over the 
appointment of directors of US companies. The 
Bank deems progress thus far to be inadequate, 
and will continue to follow up on this issue in 
2008. 

Norges Bank will in most cases take a nega­
tive view of explicit or implicit poison pills intro­
duced by companies. Norges Bank considers a 
minimum requirement to be that arrangements to 
protect against takeovers are approved by the 
shareholders. 

Norges Bank aims to ensure that companies 
provide their shareholders with sufficient infor­

mation to clearly communicate what strategies 
companies are pursuing and what consequences 
these may be expected to have. Companies 
should be required to provide relevant informa­
tion as to how their activities affect social and 
environmental conditions, and the consequences 
thereof for the company. In addition, shareholders 
should be able to communicate directly with 
directors, since they are the shareholders’ com­
pany representatives. In 2007, Norges Bank sup­
ported more than 60 shareholder proposals in 
matters relating to transparent and timely infor­
mation. The Bank will, as a main rule, vote against 
proposals submitted by a company if the informa­
tion provided by the company is obviously insuffi­
cient, thus implying that one does not have suffi­
cient information to properly evaluate the pro­
posal. 

Norges Bank voted against the proposals rec­
ommended by management in 25 pct. of the cases 
relating to remuneration. The Bank did not sup­
port the approval of remuneration plans that were 
not linked to actual performance, that permitted 
the repricing of options, that resulted in a rela­
tively high degree of dilution of the ownership 
stakes of existing owners, and that were allotted 
at a price much lower than the market price, or 
that involved exaggerated pension schemes, as 
well as pension bonuses for Directors and audi­
tors. Norges Bank also voted against a number of 
remuneration plans as the result of inadequate 
information. 

Child labour 
The battle to safeguard the rights and health of 
children is of relevance to the financial return of 
an investor with a long time horizon. This issue is 
also closely related to the international standards 
on which the corporate governance efforts of the 
Fund are based. The battle to safeguard the rights 
and health of children is in itself a moral impera­
tive. In many countries national legislation, and 
compliance therewith, is inadequate when it 
comes to child labour and protection of the rights 
of children, which makes the measures adopted 
by companies in this respect especially important. 
The rights and health of children is an issue that 
has not received much investor attention in the 
past. The reputational and economic risks of fail­
ing to safeguard the rights and health of children 
can, at the same time, be considerable. 

Norges Bank has placed a particular focus on 
developing the skills, knowledge and methods 
required to achieve real influence, as well as on 
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Box 4.2 Focus on the rights of children and on the environment in the active ownership 
efforts of the Government Pension Fund – Global 

One of the objectives of Norges Bank in its 
active ownership effort in relation to the Gov­
ernment Pension Fund – Global has been to 
influence companies to safeguard the rights and 
health of children in their value chains, and to 
ensure that companies in their lobbying of gov­
ernment authorities support effective legislation 
aimed at reducing the risk of serious negative 
economic repercussions of climate change. 

The rights and health of children 

In 2006, Norges Bank invited a number of Nor­
wegian organisations and individuals with exper­
tise in relation to the rights of children and child 
labour to provide feedback on the Bank’s efforts 
within this area. This group includes, inter alia, 
representatives of UNICEF, Save the Children 
and Childwatch. In 2007, the group has provided 
input concerning issues, individual cases and 
prioritisations on the part of Norges Bank in 
relation to the safeguarding of the rights and 
health of children. The group participants have 
also submitted comments on a document titled 
NBIM Investor Expectations on Children’s 
Rights, which the Bank has prepared in order to 
make it clear to companies what expectations it, 
as an investor, has within this area. The docu­
ment is aimed, in particular, at companies that 
operate in areas, or within sectors, where the 
risk of violating the rights of children is high. 

Norges Bank also aims for other professional 
investors to become involved in efforts relating 
to child labour and the rights of children. The 
Bank uses, inter alia, the platform provided by 
the UN Principles for Responsible Investment 
(UN-PRI) to encourage other investors to make 
use of the NBIM Expectations on Children’s 
Rights in their dialogues with companies. In 
2007, the Bank has participated, through the 
same platform, in the so-called Iron and Steel 
Initiative. The Initiative coordinates communica­
tion with companies, whereby companies are 
asked about their knowledge of, and measures 
to combat, slave labour, including possibly child 
labour, within the Latin American coal industry. 
The dialogue with the companies is being con­
tinued in 2008. 

Norges Bank will in its dialogue with multi­
national companies emphasise improvements to 
guidelines, control systems and public reporting 
in relation to child labour. It is also emphasised 
that multinational companies must influence 
their national cooperation partners and local 
authorities. 

Norges Bank seeks to contribute to more 
uniform guidelines and, in the longer run, a 
more coordinated control system for companies 
within the same sector, for example the agricul­
tural sector. This will strengthen the battle 
against child labour, and enhance the prospects 
for market practises that will also apply to the 
national companies within this industry. 

In 2007, Norges Bank focused on selected 
companies in Latin America that operate within 
the mining sector. This sector features some of 
the worst forms of child labour. The Bank visited 
five companies in October 2007, initiating a dia­
logue with key persons within the companies, 
and in several cases also with the Chief Execu­
tive Officer or representatives for the Board of 
Directors. As per yearend, one of the five compa­
nies had decided to join the UN Global Compact, 
and another one is actively contemplating such a 
step. All five companies will be followed up on in 
2008 with, inter alia, requirements as to their 
financial reporting and auditing. 

One multinational company, which is 
amongst the largest in the world within its sec­
tor, and which has not previously reported on 
the risk of child labour, now reports on what 
measures the company has implemented to 
uncover and prevent child labour on the part of 
its suppliers. The company indicates that the dia­
logue with Norges Bank has been important for 
the prioritisation of this issue within the com­
pany. 

The environment 

Maybe the most important contribution compa­
nies can make to the prevention of dramatic 
environmental changes globally is to contribute 
to – or at least refrain from opposing – neces­
sary political measures. Large companies play 
key roles in the formulation of environmental 
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Box 4.2 (cont.) 
policy in a number of countries, through their esses that will, inter alia, lead up to the interna­
lobbying. Norges Bank has, against this back- tional climate change conference in Copenha­
ground, initiated a dialogue with selected com- gen in 2009. 
panies in the portfolio that operate within rele- In 2007, Norges Bank visited the Chairman 
vant sectors, hereunder some of the companies of the Board of a large electricity producer to 
that have the highest greenhouse gas emissions discuss, inter alia, the development of climate-
in the world. The Bank is surveying how these related legislation. The Chairman, who is also 
companies seek, through their contact with gov- the Group Chief Executive Officer and in active 
ernment authorities, to influence future climate contact with legislators, subsequently visited 
legislation. Oslo at his own initiative to continue the discus-

It is of importance to a long-term investor sion with Norges Bank management. The dia­
whether companies work with or against logue is continuing in 2008. This is 1 of 16 ongo­
government authorities when it comes to estab- ing dialogues pertaining to climate-related legis­
lishing binding climate legislation that results in lation. 
significant reductions in greenhouse gas emis- It is probably difficult to measure perform­
sions. Norges Bank will therefore promote, ance within this area of commitment. The effort 
amongst relevant companies in the portfolio, is partly about enhancing awareness, and partly 
with a main emphasis on the energy sectors and about long-term strategy on the part of the vari­
on energy-intensive sectors, the formation of ous companies. When outcomes are realised it 
strategies that support sustainable economic will therefore not always be clear which are 
and ecologic development. direct results of the efforts of Norges Bank. 

In 2007, a number of companies in Norges However, this does not mean that this area is of 
Bank’s portfolio have changed their public atti- less importance than the other areas on which 
tude to climate regulations. Many of them have the Bank maintains a particular focus. In 2008, 
made changes to the way in which they com- the Bank will continue the dialogue discussed 
municate with national authorities, and herein. Potentially decisive debates concerning 
changed the manner in which they facilitate major climate measures will be conducted in 
new technology. Norges Bank considers itself 2008 and into 2009, particularly in the US, but 
to be one of several contributions to this proc- also in a number of other jurisdictions. The com­
ess. It will be of decisive importance to the for- panies with which Norges Bank has initiated a 
mulation of future climate measures what posi- dialogue are amongst the main contributors to 
tions the companies take on the climate propos- these debates. The Bank plans to pursue the dia­
als that will be deliberated in individual logue with the companies both alone and in con-
countries, as well as on the international proc- sultation with other investors. 

communicating the Bank’s expectations and 
requirements to individual companies concerning 
the rights and health of children. An important 
aspect of the effort is analyses of markets and 
companies. Thus far, more than 200 companies in 
the Fund’s portfolio have been analysed, with a 
main emphasis on multinational companies 
engaged in activities in selected countries in Asia, 
Latin America and Africa. 

Norges Bank had as per yearend 2007 estab­
lished or continued contact with about 60 compa­
nies on issues relating to social matters, with a 
focus on child labour and the rights of children. 
The companies that form the target group for the 
Bank’s efforts within this area are companies 

within so-called risk sectors in countries where 
child labour is common. In 2007, Norges Bank 
has embarked on more comprehensive processes 
with companies that are leading within the sectors 
of agriculture and metals, and that are facing sig­
nificant challenges when it comes to avoiding con­
tributions to gross and dangerous child labour 
and violations of the rights of children. The dia­
logue with a total of eight companies within these 
two sectors will continue in 2008. 

The Bank has prepared a document titled 
“NBIM Investor Expectations on Children’s 
Rights”, in order to highlight Norges Banks 
expectations to companies in this area. The docu­
ment is based on the UN Convention on the 
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Rights of the Child, as well as the ILO conventions 
on child labour. The expectations are also in con­
formity with the OECD guidelines for multinatio­
nal enterprises and the UN Global Compact, 
which form part of the foundation for the active 
ownership strategy of the Government Pension 
Fund. 

Norges Bank has thus far identified two needs 
as being particularly important in relation to the 
monitoring of child labour and the rights of chil­
dren: 1) cooperation between companies within 
the same sector and region concerning codes of 
conduct, monitoring and auditing, and 2) quality 
assurance in respect of external monitoring and 
auditing. This requires more follow-up on the part 
of both individual companies and all companies in 
cooperation. 

The environment 
In line with the ethical guidelines for the Govern­
ment Pension Fund, it is natural to consider the 
economic impact of environmental sustainability 
for a long-term global investor, not least in view of 
the threat posed by climate changes. There is an 
increasing degree of scientific consensus to the 
effect that the costs associated with taking effec­
tive measures against global warming will be out­
weighed by the detrimental effect on global eco­
nomic growth from continuing without other 
measures than those currently deployed National 
and international regimes for curtailing green­
house gas emissions, like pricing or quota mecha­
nisms and technology development, are neces­
sary instruments for reducing or removing such 
threat. Norges Bank has chosen, for purposes of 
contributing to this process, to focus on company 
lobbying of government authorities as far as long-
term climate changes are concerned. This 
approach may also be of relevance to other envi­
ronmental issues. 

In 2007, Norges Bank has followed the inter­
national climate change debate, including the dis­
cussion on post-Kyoto regulation, the legislation 
process in the US, the evolvement of the climate 
quota system within the EU, as well as recent 
research. The Bank has in that context held meet­
ings with researchers within the area. 

Last year, Norges Bank analysed more than 
100 companies in the Fund’s portfolio to seek to 
identify the companies that are the most active 
when it comes to contact with government 
authorities on climate issues. The Bank has 
approached 20 companies, and held meetings 
with 15 of these. All these companies are 

engaged in activities within the sectors of oil, 
coal, gas, electricity and transport, and make sig­
nificant contributions to the emission of green­
house gases. In the dialogue with the companies 
emphasises technology development and adapta­
tion to new emission and tax rules, in addition to 
company positioning when it comes to contact 
with government authorities. 

Norges Bank seeks to concentrate resource 
deployment in a manner than results in a reduc­
tion in the overall level of emissions, which 
requires legislation and international agreements. 
There is reason to assume that the necessary 
technological developments will be closely related 
to legislation that contributes to making such 
technologies profitable. 

Norges Bank’s further dialogue with compa­
nies on environmental matters is based on the 
premise that there will be continued international 
developments to bring about comprehensive cli­
mate solutions over the period 2008 – 2010 as 
well. In such a process it is important for Norges 
Bank, as an investor with long-term financial inter­
ests and a global investment portfolio, to present 
companies with financial arguments that support 
sustainable solutions. 

The Ministry is supportive of Norges Bank’s 
ownership strategy, and it believes that the rights 
of children and the protection of the environment 
are amongst the important, fundamental ethical 
norms that the corporate governance practises 
should contribute to safeguarding. The objective 
in both areas is to ensure that the investor supple­
ments and complements, in the best possible 
manner, the efforts that are, in any case, the 
responsibility of national and international author­
ities. According to the view of the Ministry, it is 
important for the companies in which the Fund is 
invested to be appraised of the Fund’s interest in 
ensuring that climate risk is reduced through 
measures that are as effective and universally 
applied as possible, and in ensuring the compa­
nies’ lobbying activities do not conflict with such 
interest. 

Tools for the exercise of ownership rights 

Voting 
Voting rights are a key tool in the exercise of own­
ership rights. Norges Bank exercises the voting 
rights associated with a large portion of the equity 
portfolio, thereby seeking to attend to key con­
cerns within the areas of corporate management, 
social matters and the environment. 
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In 2007, Norges Bank voted on a total of 
38,862 matters, in a total of 4,202 shareholders’ 
meetings, which represented 89 pct. of the meet­
ings held by companies included in the Fund’s 
portfolio. In accordance with the active ownership 
principles, the Bank has supported matters that 
promote the following attitudes: 
–	 that the company has a clearly defined busi­

ness strategy, vested in its board of directors; 
–	 that the company discloses sufficient informa­

tion respecting its economic and financial posi­
tion, and other relevant circumstances; 

–	 that internal management and control systems 
that are tailored to the business have been 
established; 

–	 that the board of directors of the company 
attends to the interests of all shareholders; 

–	 that the board of directors comprises a suffi­
cient number of directors holding relevant and 
sufficient qualifications, the majority of whom 
are independent; 

–	 that the board of directors shall be accountable 
for its decisions; and 

–	 that the company reports transparently about 
attitudes and actions in relation to the observ­
ance of human rights and the company’s 
impact on the environment and local societies. 

Shareholder proposals accounted for 2 pct. of the 
cases in respect of which Norges Bank cast votes 
in 2007. The support for shareholder proposals has 
increased over the last few years. This is particu­
larly the case as far as proposals to hold company 
boards of directors accountable are concerned. 
However, support for shareholder proposals has 
also increased within areas like social and environ­
mental issues. There is, in addition to reporting 
requirements, an increase in the number of share­
holder proposals that require companies to intro­
duce guidelines for social responsibility and sus­
tainability. A shareholder proposal will normally be 
submitted by investors who do not have opportuni­
ties or resources for engaging in a dialogue with 
corporate management, or because they wish to 
highlight specific cases. 

Norges Bank has published its company vot­
ing record for 2007, and will continue to disclose 
its voting record on individual cases on an annual 
basis. More detailed voting information is pub­
lished on the Norges Bank website. The Ministry 
is supportive of this degree of openness concern­
ing voting behaviour, which must be character­
ised as high compared to that of many other large 
funds. 

Dialogue with companies 
Norges Bank has, during the course of 2007, initi­
ated or continued contact with about 95 compa­
nies in the Fund’s portfolio, as part of its active 
ownership effort. Such contact has primarily been 
concerned with issues relating to the Bank’s areas 
of commitment and voting follow-up. A direct dia­
logue has been pursued with about 30 companies 
in the form of meetings with company directors, 
or with representatives appointed by them. In 
those cases where Norges Bank identifies a com­
pany that it wishes to influence, it prepares a plan 
of action that defines, inter alia, the purpose of the 
dialogue, the timetable, the resource commit­
ment, etc. The exercise of ownership rights and 
the influencing of individual companies can often 
be time-consuming processes, which may in cer­
tain cases last for several years. 

Cooperation with other investors 
Norges Bank participates in formal and informal 
networks with other investors for purposes of 
ensuring that its ownership interests carry more 
weight, and to contribute to enhanced apprecia­
tion of the attitudes of Norges Bank on the part of 
co-investors. Investor networks are important are­
nas for exchanging views, disseminating knowl­
edge and formulating representative views for 
presentation to regulatory authorities and 
amongst companies. 

Norges Bank has contributed to the develop­
ment of the UN-initiated “The Principles for 
Responsible Investment”. These are principles 
which are all based on the premise that environ­
mental and social conditions, as well as corporate 
management systems, may influence investment 
returns. The principles were launched in 2006, 
and enjoy broad support amongst investors world­
wide. The Bank has presented and discussed the 
principles in a number of meetings with other 
large investors, and premises its corporate gov­
ernance efforts and interaction with other inves­
tors thereon. 

Norges Bank is a member of the International 
Corporate Governance Network (ICGN), a world­
wide network for investors, and a service provider 
within the areas of corporate governance and cor­
porate management. The network discusses, inter 
alia, key issues within owner involvement and 
corporate management through, inter alia, hold­
ing global and regional meetings and organising 
professional activities under various committees. 
The ICGN efforts is aimed at national and supra­
national authorities and other key market players. 
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In 2007, the Bank was also involved in more 
informal network building amongst large global 
investors. Norges Bank has submitted, together 
with the large Dutch pension funds ABP and 
PGGM and the British fund Hermés, joint state­
ments to the U.S. Securities and Exchange Com­
mission (“SEC”) respecting the scope of investors 
for influencing the appointment and replacement 
of directors of US enterprises. 

The international Extractive Industries Trans­
parency Initiative (“EITI”) aims to combat corrup­
tion and contribute to enhanced transparency in 
countries with major natural resources. Norges 
Bank supports the Investors' Statement on Trans­
parency in the Extractives Sector, which empha­
sises that it is the interest of managers to conduct 
operations within a commercial environment 
characterised by stability, openness and funda­
mental respect for laws and regulations. Norges 
Bank also supports the Carbon Disclosure Project 
(“CDP”). The CDP is a non-profit organisation 
that seeks to gather and publish information on 
corporate emissions of greenhouse gases, as well 
as other information relating to corporate han­
dling of greenhouse gas challenges. The project 
provides investors with quality information con­
cerning the emission and handling of greenhouse 
gases, and Norges Bank’s participation in the 
project is a contribution to the effort to ensure 
more transparency and momentum in the effort 
to reduce greenhouse gas emissions. 

External communication 
Norges Bank participates actively in the public 
and academic debates on active ownership, with a 
main emphasis on good corporate management 
and key social and environmental standards. The 
Bank has held meetings with a number of special 
interest organisations and voluntary organisa­
tions in 2007. Furthermore, the Bank has held 
meetings with a group of specialists on the rights 
of children and child labour, and has also estab­
lished cooperation with UNICEF, the UN Global 
Compact and other FN bodies to ensure good fol­
low-up of, and good networks in relation to, the 
Bank’s ownership initiatives. 

4.2.2	 The efforts relating to the exercise of 
ownership rights on the part of 
Folketrygdfondet 

The Executive Board of Folketrygdfondet has laid 
down guidelines for the exercise of ownership 
rights on the part of the Government Pension 

Fund – Norway. The guidelines are based on the 
Norwegian Code of Practice for Corporate Gov­
ernance and the UN Global Compact, as well as 
the OECD principles for corporate governance 
and for multi-national companies; see Box 4.1 for a 
more detailed discussion. 

The overarching objective of the ownership 
effort of Folketrygdfondet is to safeguard the 
financial interests of the Fund. To ensure that the 
Fund’s portfolio will contribute, to the maximum 
possible extent, to promoting long-term growth, 
Folketrygdfondet has defined ethical principles 
for its investment activities, which form an inte­
grated part of the corporate governance guide­
lines. 

Key corporate governance themes 

Good corporate governance and corporate man­
agement shall promote the rights of owners and 
other stakeholders as against the companies, as 
well as ensure that the management mechanisms 
of the companies work appropriately. Important 
principles underpinning Folketrygdfondet’s cor­
porate governance effort are: 
–	 Ensuring the establishment of clear ethical 

principles and ethical guidelines; 
–	 Ensuring the equal treatment of the sharehold­

ers; 
–	 Safeguarding the rights of shareholders and 

their scope for promoting corporate govern­
ance; 

–	 Ensuring that the appointment of directors is 
well prepared, related to defined competency 
requirements and vested in the shareholders; 
and 

–	 Ensuring the establishment of remuneration 
models that are goal-oriented and prudent, and 
which do not impair shareholder value. 

In following up the ethical principles, Folketrygd­
fondet attaches particular weight to examining 
whether the company does itself, or through enti­
ties controlled by it, produce weapons that violate 
fundamental humanitarian principles in their nor­
mal use. It also examines whether the company 
bases its business on actions or omissions that 
involve the violation of human rights, child labour, 
environmental damage, corruption and other viola­
tions of fundamental ethical norms. During such 
examinations Folketrygdfondet looks at, inter alia,: 
–	 what products are manufactured; 
–	 what production methods are used; 
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–	 where the production takes place and the com­
pany’s customer relations; 

–	 the company’s corporate culture and manage­
ment culture; 

–	 the company’s ownership structure; and 
–	 the company’s ownership interests. 

In December 2007, the Executive Board of Folket­
rygdfondet adopted new ethical principles for the 
management of the Government Pension Fund – 
Norway, which are based on the ethical principles 
that were stipulated in 2004, cf. Box 4.3. 

The assessments made by Folketrygdfondet 
are based on information available in the public 
domain, and on information disclosed by the com­
pany itself. Through its corporate governance 
efforts, Folketrygdfondet aims to increase the 
companies’ awareness of these themes. 

In order to safeguard shareholder value, 
Folketrygdfondet deems it important to follow up 
on the managerial salary policies of the compa­
nies. This involves, inter alia, evaluating whether 
managerial salary schemes are structured in such 
a manner as to actually contribute to more effec-

Box 4.3 Ethical principles underpinning the investment activities of the Government Pension 
Fund – Norway 

1.	 Folketrygdfondet shall not make invest- public and information disclosed by the com­
ments entailing an unacceptable risk that the panies themselves. The evaluations attach 
Government Pension Fund contributes to weight to the attitude of management, and to 
unethical actions or omissions. Such contri- the company’s awareness and control of the 
butions would impair sustainable develop- abovementioned issues. 
ment and long-term value creation, and might 7. As far as investments in Norwegian equities 
thereby reduce the returns achieved by are concerned, Folketrygdfondet makes use 
Folketrygdfondet over time. of positive selection and corporate govern­

2.	 Folketrygdfondet is a selective investor, ance efforts to contribute to adequate quality 
seeking to invest in companies with high of the ethical attitudes and behaviour of the 
quality operations and management. This companies in which it has invested. Folketry­
also includes high quality in terms of compa- gdfondet may divest its holdings in the com­
nies’ ethical attitudes and behaviour. pany if necessary changes are not imple­

3.	 Folketrygdfondet expects the businesses in mented. 
which it invests to comply with applicable 8. Folketrygdfondet monitors all fixed-income 
laws and regulations. investments. Companies that violate the ethi­

4.	 Folketrygdfondet expects the companies to cal principles of Folketrygdfondet are 
observe internationally recognised conven- excluded from the investment universe 
tions, like the UN Global Compact and the unless the violations are remedied. 
OECD Guidelines for Multinational Compa- 9. As far as investments in Nordic equities or 
nies. fixed-income securities issued by Nordic 

5.	 Folketrygdfondet evaluates businesses’ man- companies are concerned, Folketrygdfondet 
agement and practises in relation to human takes into account the decisions made by the 
rights, child labour, corruption and the envi- Ministry of Finance on the basis of the rec­
ronment. These matters are evaluated in view ommendations rendered by the Council on 
of the products manufactured, actual produc- Ethics for the Government Pension Fund – 
tion process, location of production, customer Global. Folketrygdfondet will therefore 
relations, corporate culture/management cul- refrain from investing in companies that the 
ture, company ownership structure and own- Ministry of Finance has decided to exclude 
ership interests. Folketrygdfondet examines, from investment. 
inter alia, whether companies produce, them- 10. Folketrygdfondet shall publish, on an annual 
selves or through entities controlled by them, basis, the outcome of its efforts relating to 
weapons that violate fundamental humanitar- ethically sound investments. The reporting 
ian principles in their normal use. shall be done with due care and discretion, 

6.	 Folketrygdfondet makes evaluations on the and no company-sensitive information shall 
basis of information available to the general be published. 
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tive and performance-oriented corporate manage­
ment. Folketrygdfondet also examines any option 
schemes, and what these imply in terms of value 
transfer from the shareholders to companies’ 
management teams. 

Folketrygdfondet may be represented on the 
boards of representatives, corporate assemblies 
and appointment committees of companies, but is 
not represented on their boards of directors. 
Folketrygdfondet seeks to utilise its voting rights 
in the shareholders’ meetings of the companies, 
and it may appoint proxies in those cases where it 
is unable to participate directly. 

If there arises a situation to suggest that the 
conduct of a company in which Folketrygdfondet 
is invested may be put into question, the issue 
shall be raised with the company. If appropriate, 
Folketrygdfondet will also cooperate with other 
investors to attend to its shareholder interests and 
ensure that its views prevail, with the company 
being influenced to rectify any unacceptable prac­
tises. Folketrygdfondet may also dispose of its 
holdings in the company if the necessary changes 
are not made.1 

The guidelines imply that Folketrygdfondet shall 
evaluate, on an ongoing basis, the companies 
included in the Fund’s portfolio, as well as rele­
vant issues that are to be evaluated on the basis of 
the established active ownership principles. 

Folketrygdfondet will report annually on its 
exercise of ownership rights. The report will 
detail the activities carried out by Folketrygdfon­
det for purposes of attending to its ownership 
interests, and will, inter alia, address the follow­
ing: 
–	 Special matters deliberated in the sharehold­

ers’ meetings; 
–	 Relevant matters raised by Folketrygdfondet 

with the companies; and 
–	 The number and type of offices held by 

employees of Folketrygdfondet. 

Information gathering and company dialogue 

In order to ensure the most objective and precise 
assessment attainable as to the ethical attitudes 
and actions of the companies, Folketrygdfondet 
has adopted a methodology based on a combina­
tion of open sources like annual reports, informa­
tion in the media and on the Internet, and infor­

1	 Folketrygdfondet has decided that the ethical principles 
shall apply to both the Fund’s equity investments and to its 
fixed-income investments, although the latter do not carry 
ownership rights. 

mation gathered directly from the companies 
through a survey of all the Norwegian companies 
in which the Fund holds ownership interests. 

The first phase of the assessments reviews 
companies’ own reporting in the form of annual 
reports, sustainability reports, Internet searches, 
etc. Folketrygdfondet tailors, on the basis of such 
information, its standardised questionnaire to 
each company, before the questionnaire is sent to 
the company for completion. This questionnaire 
addresses matters pertaining to the company’s 
general principles and guidelines on ethical 
issues, its distribution of responsibility, its com­
munication and organisation of its ethics effort, as 
well as senior management’s attitudes concerning 
the environment, human rights, corruption and 
unethical conduct. Good corporate management 
is deemed to be premised on interplay between 
attitudes, principles and guidelines, within a 
framework defined by a clear distribution of 
responsibility and control systems. Consequently, 
Folketrygdfondet attaches particular weight to 
these three main aspects when contacting the 
companies. 

In the autumn of 2006, Folketrygdfondet dis­
tributed a questionnaire to 41 Norwegian compa­
nies in which the Fund holds ownership interests. 
Folketrygdfondet received responses from 32 of 
the companies. The findings are discussed in 
Folketrygdfondet’s Ownership Report for 2007. 

The survey and the assessments of Folketry­
gdfondet as to the ethical aspects of corporate 
management and practise give a generally favour-
able impression of the attention levels, standards 
and practises on the part of the companies that 
responded to the questionnaire. A significant part 
of the variation in companies’ replies to the vari­
ous questions can be attributed to the nature and 
size of such companies and the challenges facing 
them. For example, companies within the energy 
sector with extensive global activities have more 
well-developed standards and practises when it 
comes to corruption, human rights and child 
labour than do service-providing companies 
within the technology sector. 

Folketrygdfondet will follow up on compa­
nies’ further efforts and developments relating 
to the integration and handling of environmental 
and social matters, and will initiate additional dis­
cussions should the need arise. Folketrygdfon­
det will now continue to seek a dialogue with the 
companies that failed to respond to the question­
naire in 2006. It wishes to thereby keep compa­
nies’ efforts in relation to ethical issues in focus, 
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thus contributing to enhanced awareness within 
that area. 

4.2.3 Exclusion of companies through 

Companies may be excluded from the Fund pur­
suant to the ethical guidelines for the Govern­
ment Pension Fund – Global through: 
–	 negative screening to identify companies pro­

ducing weapons that violate fundamental 
humanitarian principles in their normal use; 
and 

–	 ad hoc exclusion of companies if an investment 
entails an unacceptable risk of contributing to 
actions or omissions that must be deemed 
grossly unethical. 

The Council on Ethics for the Government Pen­
sion Fund – Global renders recommendations on 
screening and exclusion, but the decision as to 
whether a company shall be excluded lies with 
the Ministry of Finance. The Ministry of Finance 
bases its decision on, inter alia, the Council’s 
assessment, but will normally also attach weight 
to Norges Bank’s views as to whether the Bank 
may, through its corporate governance effort, 
reduce the risk of grossly unethical conduct. 

The Council on Ethics deliberates matters of 
its own accord or at the behest of the Ministry of 
Finance. When the Ministry of Finance requests 
the assessment of a specific case, the Council will 
always render a recommendation for or against 
the exclusion of the company. Cases assessed at 
the Council’s own accord will as a main rule only 
result in a recommendation to the Ministry of 
Finance if the Council finds that there are 
grounds for recommending that the company be 
excluded from the Fund. 

The Council on Ethics has five members and 
maintains its own six-person secretariat. The sec­
retariat conducts surveillance of companies and 
prepares matters for the Council. 

Negative screening 

The Revised National Budget for 2004 lists what 
types of weapons the Fund shall not contribute to 
the production of. These include weapons that are 
prohibited pursuant to international law, as well as 
cluster munitions and nuclear arms. The Council 
on Ethics has formed agreements with two infor­
mation providers that monitor, on an ongoing 
basis, whether companies in the Fund’s portfolio 

produce such weapons. In addition, the Council 
carries out its own searches in open sources and 
in databases like Jane’s Information Group (one of 
the world’s largest information sources on 
defence materials). When the Council deems it 
likely that a company produces weapons that 
would merit filtration, the company is approached 
and asked to comment on the Council’s assess­
ment. If the company confirms the information 
invoked by the Council, the Council will render an 
exclusion recommendation. Companies that to 
not reply when approached are recommended for 
exclusion if the documentation in the possession 
of the Council shows that there is a high probabil­
ity that the company produces weapons that vio­
late the filtration criteria. 

This procedure offers a reasonable degree of 
assurance that companies producing weapons 
that violate the filtration criteria will be excluded 
from the Fund. Nevertheless, it cannot be guaran­
teed that all companies will at all times be cor­
rectly filtered through the Council’s monitoring 
system. 

Ad hoc exclusion 

Whilst filtration relates to the products of the com­
panies, exclusion relates to the production meth­
ods and conduct of the companies. There exists 
no single overview of companies’ complicity in 
human rights violations, environmental damage, 
corruption or other infringements of ethical 
norms. Nor do companies themselves disclose 
such information. The Council therefore conducts 
its own investigations to identify companies that 
may be in violation of norms. 

The Council also has an agreement with an 
information provider for the monitoring of all 
companies in the Fund’s portfolio for purposes of 
uncovering possible violations of norms. The 
information provider conducts daily searches of a 
number of information sources, and provides the 
Council with a monthly summary of cases that 
may be of relevance under the Fund’s ethical 
guidelines. Matters are also brought to the atten­
tion of the Council through requests from national 
and international voluntary organisations, or 
through research reports, media coverage or its 
own Internet searches. Nevertheless, it is likely 
not possible to expect to be able to identify all 
companies at all times that are complicit in seri­
ous violations of norms worldwide. 

In its selection of cases, the Council on Ethics 
will, inter alia, attach weight to how serious the 
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violations of norms are, whether a company is 
accused of several counts of unethical conduct, 
whether it is likely that such conduct will con­
tinue, and the scope for documenting the con­
duct of which the company is accused. The inten­
tion is to identify companies where there is an 
unacceptable risk that violations of the ethical 
guidelines are taking place and are expected to 
continue. 

Many cases deliberated by the Council on Eth­
ics will be closed already after preliminary investi­
gations. Companies that are subjected to a full 
evaluation the first time round may nevertheless 
be subjected to renewed evaluation later, if one 
becomes aware of additional circumstances at a 
later date. The Council prioritises those cases that 
are the most likely to result in an exclusion rec­
ommendation. 

There is often a need for supplementary infor­
mation to shed light on cases beyond what is avail­
able from public access sources. In this work, the 
Council on Ethics makes use of consultancy 
firms, research institutions and voluntary organi­
sations, and these are often based in the country 
where the company in question is accused of the 
violations of norms. This may involve fieldwork 
and assessments of companies’ documentation. 
The Council attaches considerable weight to 
ensuring quality and confidentiality in this work. 

A company that the Council on Ethics consid­
ers for exclusion will, in accordance with the 
guidelines, be requested to comment on the 
grounds on which the exclusion recommenda­
tion is based. The companies may also be invited 
to reply to specific questions. The Council on 
Ethics emphasises detailed description of the 
grounds underpinning the exclusion recommen­
dation, and the provision of thorough documen­
tation. Any allegations made are supported by 
specific source references, often from several 
sources. When approached, companies will also 
be informed of the ethical guidelines, and of the 
fact that the company in question is considered 
for exclusion pursuant thereto. The companies 
are invited to reply within a specific deadline. 
The secretariat of the Council has is several 
cases attended meetings with companies that 
have wished to provide additional information. 
The exclusion criteria and companies that are 
excluded on the basis thereof are discussed in 
more detail in Box 4.4. 

Process and time use 

The process involved in recommending a com­
pany for exclusion consumes considerable time 
and resources. The continuous monitoring car­
ried out by the Council on Ethics encompasses all 
companies in which the Fund is invested. In 2007, 
a preliminary review was conducted in respect of 
about 80 companies. Only a limited number of 
these cases will result in a recommendation to 
exclude a company. It will normally be many 
months from a case is first opened until the Coun­
cil submits a final recommendation to the Minis­
try of Finance. The Ministry will thereafter carry 
out its own independent assessment as to whether 
the company should be excluded. If the Ministry 
decides to exclude a company, such decision, and 
the attendant recommendation from the Council 
on Ethics, will only be made public after Norges 
Bank has sold its securities in the company. The 
assessment carried out by the Ministry implies, 
together with the disposal period, that it will usu­
ally be several months from a recommendation 
has been made until the exclusion of a company is 
made public. 

The Council on Ethics will routinely examine 
whether the grounds for excluding a company 
remain in place, and may on the basis of new 
information recommend to the Ministry of 
Finance that an exclusion decision be lifted. 

4.2.4	 Evaluation of the ethical guidelines for 
the Government Pension Fund – Global 

Objective and process 

The Government announced, in Report No. 24 
(2006-2007) to the Storting, that it would under­
take an evaluation of the ethical guidelines for the 
Government Pension Fund – Global. This process 
has now been commenced, and will continue until 
the end of 2008. The findings from the evaluation 
will be presented to the Storting in the report on 
the management of the Government Pension 
Fund in the spring of 2009. 

The main objective of the evaluation is to 
ensure that the ethical guidelines work as inten­
ded, and maintain broad-based political support, 
as well as to gather any feedback that may contri­
bute to strengthening the ethical profile of the 
Fund. It shall also be examined whether there is a 
need for further harmonisation of the ethical guid­
elines for the Government Pension Fund – Global 
and the Government Pension Fund – Norway. 
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Box 4.4 Exclusion of companies through filtration and ad-hoc exclusion 

Filtration 

Companies shall be excluded from the Govern­
ment Pension Fund – Global if they are deemed, 
pursuant to the ethical guidelines for the Gov­
ernment Pension Fund – Global, to produce 
“weapons that through normal use may violate 
fundamental humanitarian principles”. 

The Revised National Budget for 2004 pro­
vides a list of weapons that are currently classi­
fied as belonging to this category of weapons: 
chemical weapons, biological weapons, anti-per­
sonnel mines, undetectable fragmentation weap­
ons, incendiary weapons, blinding laser weap­
ons, cluster munitions and nuclear arms. The 
Fund shall not invest in companies that develop 
and produce key components for this type of 
weapons. The Ministry of Finance has excluded 
20 companies from the Fund under this crite­
rion. 

Ad-hoc exclusion 

Furthermore, companies shall be excluded from 
the Fund if their acts or omissions contribute to 
the Fund becoming complicit in: 

“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 sit­
uations of war or conflict; 

Severe environmental damage; 
Gross corruption; or 
Other particularly serious violations of fun­

damental ethical norms.” 

Seven companies have been excluded due to a 
risk of complicity in serious or systematic 
human rights violations or complicity in severe 
environmental damage, respectively. 

Table 4.1 Companies that are excluded from the benchmark portfolio of the Government Pension Fund 

– Global on the basis of negative filtration 

Product Date Company 

Anti-personnel land mines 26 April 2002 Singapore Technologies Engineering 
Cluster munitions 31 August 2005 Alliant Techsystems Inc, General Dynamics cor­

poration, L3 Communications Holdings Inc., 
Lockheed Martin Corp., Poongsan Corp., Rayt­
heon Co., Thales SA 

30 November 2006 Poongsan Corporation 
31 December 2007 Hanwha Corporation 

Nuclear arms 31 December 2005 BAE Systems Plc, Boeing Co., EADS Co¹, EADS 
Finance BV, Finmeccanica Sp. A., Honeywell 
International Corp., Northrop Grumman Corp., 
Safran SA., United Technologies Corp 

31 December 2007 Gen Corp. Inc. 
Serco Group Plc. 

¹ 	 The company EADS was first excluded on 31 August 2005 because the company was involved 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 exclusion on this basis on 10 May 2006. 

Source: Ministry of Finance 
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Box 4.4 (cont.) 

Table 4.2 Companies that are excluded from the benchmark portfolio of the Government Pension Fund 

– Global on the basis of ad-hoc exclusion 

Activity that entails complicity in: Date Company 

” serious or systematic human 31 May 2006 Wal-Mart Stores Inc. and Wal-Mart de Mexico 
rights violations …” SA de CV 
” severe environmental damage” 31 May 2006   Freeport McMoRan Copper & Gold Inc. 

31 March 2007 DRD Gold Ltd. 
31 October 2007	 Vedanta Resources Plc. 

Sterlite Industries Ltd. 
Madras Aluminium Company 

Source: Ministry of Finance 

On 16-17 January, the Ministry of Finance 
held an international conference in Oslo on the 
integration of ethical concerns in asset manage­
ment, which marked the commencement of the 
evaluation process. The conference provided use­
ful feedback on a number of themes that will be 
addressed as part of the ensuing process. A public 
hearing will be held in connection with the evalua­
tion. The Ministry will conduct a public hearing, 
involving a wide group of stakeholders in the 
spring of 2008. One intends to invite these stake­
holders to an information meeting in connection 
with the distribution of this paper. 

The evaluation will include an external assess­
ment of the efforts of Norges Bank and the Coun­
cil on Ethics, in line with their mandates as laid 
down in clauses 3 and 4 of the ethical guidelines. 
The Ministry of Finance is also commissioning an 
updating of a former assessment of the economic 
consequences of so-called positive selection, i.e. 
the integration of other considerations than 
purely financial aspects into the actual investment 
decision. Positive selection is not an unambiguous 
term, but normally indicates that the manager 
searches for investment objects on the basis of 
ethical criteria. This may be effected through, for 
example, selecting a specific share of the most 
ethical companies within an industry, or by over­
weighting investments in industries that are per­
ceived as being particularly ethical. 

The external assessments will form part of the 
basis for the consultation paper, and feedback in 
respect thereof will be invited from the stakehold­
ers. 

Particular issues that will be addressed within the 
context of the evaluation 

A relatively broad range of themes will be 
addresses during the evaluation process, based 
on accumulated experience and feedback 
received by the Ministry. The Ministry will, inter 
alia, be evaluating what products should result in 
negative screening from the portfolio. Of particu­
lar importance in that context is to maintain 
broad-based political agreement as to the relevant 
criteria, in order to ensure that these reflect, to 
the maximum possible extent, the will of the own­
ers of the Fund; the Norwegian people. 

The Ministry will also be taking a closer look 
at the active ownership effort, and examine how 
this can best be strengthened and rendered visi­
ble. The scope for interaction between the owner­
ship and exclusion of companies is also a theme 
that will be addressed in more detail. The Minis­
try is assuming that the threat of exclusion may in 
itself increase the prospects for influencing com­
panies through active engagement. 

Positive selection of companies prior to an 
investment was not recommended as a tool for the 
Fund when the Graver Committee submitted its 
proposal for the current ethical guidelines. There 
are several reasons for this, hereunder that the 
number of companies the Fund would be able to 
invest in might be significantly reduced, and that 
the ability of the Fund to spread risk might be 
impaired. Furthermore, it might result in a need 
for increasing the ownership stakes in each com­
pany, whilst the scope for purchasing and selling 
freely would at the same time be curtailed. The 
Committee deemed the exercise of ownership 



131 2007–2008 Report No. 16 to the Storting 

On the management of the Government Pension Fund in 2007 

rights to be a better tool than positive selection for 
achieving positive changes within various areas. 
The Ministry of Finance will embark on a 
renewed assessment of this issue within the con­
text of the evaluation of the ethical guidelines, 
based on the external analysis mentioned above. 
Financial and ethical implications of setting aside 
a small proportion of the Fund as a separate fund 
using positive selection as a tool in relation to 
environmental investments will be examined spe­
cifically. 

Upholding principles 

The Government attaches considerable weight to 
upholding important elements and principles of 
the current system, which has worked well. It is 
important to maintain a high degree of openness 
in the management of the Fund and the imple­
mentation of the ethical guidelines. Furthermore, 
it is important for the mechanism for the exclu­
sion of companies to be premised on a desire to 
avoid own contributions to grossly unethical con­
duct. Weight will, generally speaking, be attached 
to ensuring that the documentation on which all 
decisions are made is of a high quality. The corpo­
rate governance effort has to be focused on a few 
selected areas in order to ensure effectiveness 
and scope for cooperation with other investors. 

The Fund is a tool for savings for future gener­
ations. No investments with a clear support or 
subsidy element will be channelled through the 
Fund. Such support would have to be appropri­
ated in the Fiscal Budget, and weighted against 
other causes through the budget process. 

The ethical guidelines and the implementation 
thereof receive the attention both of other manag­
ers and of companies, both nationally and interna­
tionally. This means that the effects thereof are 
broader in scope than the efforts pursued 

through the Government Pension Fund, which 
again implies an important responsibility for 
ensuring transparency, thoroughness and credi­
bility. 

The investments of the Fund shall be as well 
diversified as possible in order to contribute to the 
investments carrying a moderate level of risk, in 
line with the stipulations of the Storting. This 
implies that the Fund will, as a main rule, invest in 
virtually all listed companies of a certain size 
worldwide, numbering more than 7,000 compa­
nies in total. Consequently, there will always be a 
risk that the Government Pension Fund – Global 
is invested in companies that may, for various rea­
sons, merit criticism. There is a high degree of 
openness about all aspects of the Fund’s activities, 
hereunder full disclosure of all investments held 
by the Fund. A desired implication of this is that 
feedback will be received from voluntary organi­
sations, media and others concerning potentially 
blameworthy circumstances on the part of indi­
vidual companies. Such feedback is useful as, 
inter alia, part of the informational basis for the 
corporate governance efforts of Norges Bank and 
for the activities of the Council on Ethics. At the 
same time, it will not be possible or desirable to 
accommodate all requests for intervention. An 
important strength of the ethical guidelines lies 
with their implementation in a predictable and 
credible manner over time. This means that 
Norges Bank and the Council on Ethics need suf­
ficient time to complete processes and evaluations 
in relevant cases, hereunder that the companies 
have to be given an opportunity to present their 
version of the matter, or to adopt the necessary 
measures. Only through such thorough proc­
esses will the ethical guidelines be able to carry 
weight with, and impact on, other investors, and 
thus take on relevance beyond the direct effect on 
the Fund’s own investments. 
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5 The management framework


5.1 Introduction 

The management of the Government Pension 
Fund – Global is governed by Act of 21 December 
2005 No. 123, Regulations of 22 December 2005 
No. 1725, guidelines with supplementary provi­
sions, and a management agreement between the 
Ministry of Finance and Norges Bank. The main 
elements of the framework are as follows: an 
investment universe, a benchmark portfolio (cf. 
the discussion in Chapter 3) and a risk budget for 
active management, ethical guidelines (cf. the dis­
cussion in Chapter 4) and requirements pertain­
ing to risk management, valuation and perform­
ance measurement. 

Norges Bank shall, pursuant to Section 7 of 
the Regulations, ensure the existence of satisfac­
tory risk management systems and control proce­
dures in the management of the Fund. The frame­
work requires the management, measurement 
and control of risk to be in accordance with best 
practise and internationally recognised methods. 
Over the period 2006-2007, the Ministry drew on 
external resources to survey “best market prac­
tise” and “internationally recognised standards” 
for different types of risk within asset manage­
ment. This survey forms part of the Ministry’s 
effort on the operationalisation of the changes to 
the management framework that were discussed 
in the National Budget for 2006, cf. Section 5.3. 
Furthermore, there has been carried out an exter­
nal evaluation of risk management within Norges 
Bank’s investment management, cf. Sections 5.4 – 
5.6. 

Folketrygdfondet manages the Government 
Pension Fund – Norway on behalf of the Ministry 
of Finance. Folketrygdfondet was established as a 
separate company by special statute on 1 January 
2008, cf. the Storting’s deliberation of Proposition 
No. 49 (2006-2007) to the Odelsting; On the Act 
relating to Folketrygdfondet. During the autumn 
of 2007, the Ministry was working on the imple­
mentation of the changes to the framework for 
Folketrygdfondet, as laid down by the new Act 
relating to Folketrygdfondet. The implementation 
of these changes is described in more detail in 

Section 1.5. In Section 5.8 can be found a more 
detailed account of the implications of the new 
framework in terms of new requirements pertain­
ing to, inter alia, risk management, internal con­
trol and reporting, and the handling hereof in con­
nection with the Ministry’s follow-up of the opera­
tional management effort. 

5.2	 Risk-based supervision of Norges 
Bank’s management of the 
Government Pension Fund – Global 

The capital of the Government Pension Fund is 
growing rapidly. At the same time, the investment 
strategy of the Fund is undergoing continuous 
development. This is taking place alongside major 
changes to the supervision of risk management in 
financial institutions as a result of new rules both 
in Europe (EU Directive) and globally (Basel II).1 

The Ministry deems it important to ensure, as 
part of the follow-up of the operational manage­
ment effort, that the framework for the manage­
ment of the Government Pension Fund is adapted 
to these developments on an ongoing basis. 

The risk/ return-profile (ex ante) of the Pen­
sion Fund is largely determined by the Ministry’s 
investment guidelines, cf. the more detailed dis­
cussion in Chapter 2. Norges Bank’s active man­
agement has also contributed significantly to the 
overall return on the Fund, but the risk assumed 
in active management has only to a limited degree 
increased the market risk of the Fund beyond the 
level implied by the benchmark portfolio. This is 
illustrated in Figure 5.1. The limited contribution 
to overall risk has to do, inter alia, with the man­
agement effort being structured in such a manner 
that there is low correlation between the return 
on the active positions and the return on the 
benchmark portfolio. The Ministry has defined a 
risk budget for Norges Bank’s active management 

1	 This development is described, inter alia, in Chapter 12, 
“Risk-based supervision – development of new tools”, in the 
anniversary publication “Experiences and Challenges – 20 
Years as an Integrated Supervisory Authority” of Kredittilsy­
net (the Financial Supervisory Authority of Norway). 
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Figure 5.1 Illustration of total market risk assumed by the Government Pension Fund – Global, divided into 

strategic asset allocation and active management budget 

Source: Ministry of Finance. 

in the form of an upper limit on the tracking error 
at fund level. No specific limits have been stipu­
lated at lower levels like, for example, individual 
asset classes. The optimal allocation of the risk 
budget between the individual strategies and 
mandates is therefore a key value driver in 
Norges Bank’s active management. 

The Ministry of Finance resolved to expand 
the investment universe of the Government Pen­
sion Fund – Global with effect from 1 January 
2006, cf. the discussion in the National Budget 
for 2006. Based on advice from Norges Bank, as 
set out in its letter of 11 March 2005, the invest­
ment universe was expanded by way of, inter 
alia, the abolition of the minimum rating criteria 
for bonds and the interval for the duration of the 
fixed-income portfolio. Furthermore, general 
authority was granted to make use of financial 
instruments that are inherently associated with 
permitted assets, hereunder fund units and com­
modity derivatives. Subsequently, the universe 
for investing in emerging markets has also been 
expanded. 

The expansions to the investment universe 
offer Norges Bank more degrees of freedom in its 
active management. The additional degrees of 
freedom have therefore been supplemented by 

the guidelines stipulating more stringent require­
ments in relation to risk management, valuation, 
performance measurement and reporting. The 
Ministry’s requirements as to the control of mar­
ket, counterparty and operational risk, as laid 
down in the guidelines, are based on overarching 
principles to the effect that Norges Bank should 
adhere to “best market practise” and “internation­
ally recognised standards”. The guidelines do not 
permit utilisation of the expanded investment uni­
verse unless it can be documented that the Bank 
is, at a minimum, adhering to internationally rec­
ognised standards and methods: 

“Valuation, performance measurement and the 
management, measurement and control of risk 
shall adhere to internationally recognised 
standards and methods. The Fund shall not 
invest in markets, asset classes or instruments 
unless compliance with these requirements 
can be documented.” 

The Ministry has previously announced, in con­
nection with the expansions to the investment uni­
verse, that it would introduce risk-based supervi­
sion of Norges Bank’s asset management. In the 
National Budget for 2006 it is stated, inter alia, 
that: 
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“Norges Bank operates a specialised asset man­
agement regime. By imposing reporting 
requirements, the ministry will be better placed 
to identify areas where, with the help of external 
expertise, it can evaluate Norges Bank’s compli­
ance with instructions set out in the regulatory 
framework. The ministry plans regular due dili­
gences of the fund, and particularly the bank’s 
risk management, in collaboration with consult­
ants possessing suitable expertise.” 

The first risk-based due diligence project on the 
basis of the new requirements in the framework 
relating to Norges Bank’s active management was 
initiated in the autumn of 2006. Following prior 
competitive tendering, the Ministry of Finance 
chose an international team from Ernst &Young 
LLP (London/Zurich/New York) to review the 
risk management and control procedures of 
Norges Bank. The project comprised the follow­
ing milestones: 
1.	 Propose a reference framework for best mar­

ket practice and internationally accepted stand­
ards within relevant areas such as, inter alia, 
operational risk and the modelling of market, 
credit and counterparty risk. 

2.	 Design a questionnaire to be used by Norges 
Bank for self assessment of the risk manage­
ment and control procedures within its asset 
management operation. 

3.	 Perform a third-party evaluation of Norges 
Bank’s systems for handling risk in its asset 
management operation, based on Norges 
Bank’s self assessment and further follow-up 
work. 

4.	 Prepare a final report, with recommendations 
and a list of areas that the Ministry should pri­
oritise in its further follow-up of the asset man­
agement. 

It follows from Chapter 1 that the fund mecha­
nism and the fiscal rule for the phase-in of govern­
ment petroleum revenues into Norwegian econ­
omy are motivated by important stabilisation and 
monetary policy concerns, cf. Box 1.1. Further­
more, the Government emphasises a broad-based 
political consensus as to the investment strategy 
for the large sums managed by the Fund. These 
considerations imply that the Government Pen­
sion Fund – Global differs somewhat from other 
large international funds when it comes to the 
inflow of capital and the organisation of the man­
agement thereof. 

The differences between the Government 
Pension Fund – Global and other funds mean that 
it can be difficult to define a relevant reference 
group for the Fund. The Ministry deems it appro­
priate, due to the considerable degrees of free­
dom in relation to active management and Norges 
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Figure 5.2 A system for risk management along three lines of defence 

Source: Ernst & Young and the Ministry of Finance. 
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Bank’s extensive use of international asset manag­
ers, to adopt best practise amongst large interna­
tional asset managers and investment banks as a 
basis for the operationalisation of risk manage­
ment and control requirements in the framework. 
Ernst & Young was therefore requested to define 
the frame of reference for the project on the basis 
thereof. 

The Ministry of Finance received the final 
report from this project in July 2007. The report is 
available at the Ministry of Finance’s website. 

5.3	 The reference framework for best 
market practise and internationally 
recognised standards adopted by 
the Ernst & Young report 

In its report, Ernst & Young describes how risk 
management is organised on the part of leading 
financial institutions, what are the main areas

Figure 5.3 Illustration of normal division of duties 
involved, as well as the principles for best practise

between the involved organisational units when 
within each of the main areas. This description is

determining risk limits and implementing 
summarised below.

attendant follow-up and monitoring measures 

Source: Ernst & Young and the Ministry of Finance. 
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Source: Ernst & Young and the Ministry of Finance. 

Risk management organisation 

It is common, according to Ernst & Young, for 
financial institutions that are subject to mandatory 
supervision to organise the distribution of roles 
and responsibilities within their risk management 
systems on the basis of a “3 Lines of Defence 
model”, cf. the illustration in Figure 5.2: 

1st line of defence: This refers to the control 
activities carried out by business line manage­
ment. 

2nd line of defence: This refers to the control 
activities carried out by the central Risk Manage­
ment Function. 

3rd line of defence: This refers to independent 
assurance activities carried out by a Risk Assur­
ance function (normally Internal Audit) 

Normally, responsibility for the organisation of 
these three lines of defence will lie with a “govern­
ing body”. This may, depending on the organisa­
tional form, be the Board of Directors, group man­
agement, steering committees or other governing 
bodies within an asset management institution. 
This will, in respect of an individual institution, be 
assessed on the basis of which unit meets the fol­
lowing criteria: 
–	 Has a formally delegated responsibility for the 

management of the Fund. 
–	 Is able to provide independent oversight over 

the day-to-day running of the Fund. 
–	 Is responsible for the development, implemen­

tation and communication of comprehensive, 

board-approved policies outlining all key prin­
ciples surrounding of the risk framework. 

–	 Is responsible for the implementation and 
effectiveness of the 3 lines of defence model. 

–	 Ensures that suitably detailed Risk Appetites 
(or tolerances) are set which accurately 
reflects the organisation’s appetite for risk in 
all material areas. The requirements of key 
stakeholders will be considered in the setting 
of these Risk Appetites (tolerances). 

–	 The body which ensures that set Risk Appetite 
(tolerances) are not breached through ensur­
ing the existence of an adequate monitoring 
and reporting framework. 

Figure 5.3 illustrates normal delegation of respon­
sibility from higher to lower levels of the organisa­
tion, and the attendant measures for monitoring 
and reporting in the opposite direction. Whoever 
delegates a task to lower levels of the organisation 
will retain performance responsibility, and must 
therefore ensure sufficient follow-up and monitor­
ing of the underlying units. 

Figures 5.4 and 5.5 provide an overview of typ­
ical key functions embedded in the 2nd and 3rd 
line of defence, respectively. 

Main areas of risk management 

It would seem appropriate, on the basis of Ernst & 
Young’s experience within the financial sector, to 
define an asset manager’s risk management sys­
tem into six main areas, cf. Figure 5.6: 
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Figure 5.6 Main areas of a risk management system 

Source: Ernst & Young and the Ministry of Finance. 

1.	 Overall Governance: In its application to risk 
management, ‘governance’ refers to the frame­
work and protocols devised by the Governing 
Body and senior management to ensure that 
the risks of the organisation are identified and 
that there are appropriate processes, proce­
dures, systems and controls within the organi­
sation to identify, assess, measure, monitor, 
manage and report on those risks. 

2.	 Risk Identification: The process by which 
structured and consistent consideration is 
given to what risks may arise within the organ­
isation (‘what can go wrong?’). 

3.	 Risk Assessment and Measurement: The mod­
els, structures and methods by which identi­
fied risks are ranked as to their relative signifi­
cance to the organisation. 

4.	 Risk Monitoring and Management: Risk Moni­
toring is the process by which the ongoing sta­
tus of risks and of the controls put in place to 
minimise these risks, is checked and validated. 
Risk Management refers to the process by 
which decisions are made to either accept or 
control risks once they have been assessed and 
measured. 

5.	 Supporting Technology: Technology which 
standardises or otherwise aids the processes 
of risk identification, assessment, measure­
ment, monitoring or management. 

6.	 Risk Reporting and Management Information: 
The processes by which information on the 
risk profile of the organisation (eg status of 
risks and controls), are consolidated and 
reported to the organisation as well as to the 
Governing Body. 

Principles of best market practise 

Ernst & Young has summarised best market prac­
tise by defining a set of risk management prin­
ciples that should be adhered to. Box 5.1 features 
some selected examples of such principles. Refe­
rence is made to the report from Ernst & Young 
for a more detailed description thereof. 

5.4	 Ernst & Young’s comments relating 
to risk management within Norges 
Bank’s asset management 
operation 

Ernst & Young points out that Norges Bank has 
been charged with a highly complex task. The 
Bank has been mandated to develop a profes­
sional management organisation for a fund that is 
growing very rapidly, whose investment universe 
is being gradually expanded, and which deploys 
ever more sophisticated strategies to achieve 
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Box 5.1 Selected principles of best market practise 

Governance 

Principle: A Governing Body should be com­
posed of individuals with appropriate skills and 
expertise to oversee the effectiveness of the risk 
framework, set risk appetite limits, and establish 
and maintain suitable monitoring procedures for 
any breaches or exceptions to the risk appetite 
limits. 
Principle: The risk appetite limits should include 
practically measurable expressions of risk for all 
major risk classes. 

Operational risk 

Principle: The framework should include a docu­
mented methodology to identify operational 
risk. Risk assessments should be made both 
“bottom up” and “top down”. 
Principle: Losses should be captured, assessed, 
and analysed so that a 'lessons learned' feed­
back loop is established, and the loss data can 
provide assurance on the accuracy of the risk 
and control assessments. 

Market risk 

Principle: Standard assessment and measure­
ment processes which consider the key drivers 
of market risk should be in place within the 
organisation. Assessment methodologies are 
normally expected to include models such as 
VaR, marginal VaR and Tracking Error where 
appropriate. In addition, other risk factors such 
as “event risk” which lead to large movements of 
market risk factors over a small time interval, 

“liquidity risk” and “prepayment risk” should be 
considered where appropriate. 
Principle: The assessment process should also 
include the performance of appropriate stress 
testing and sensitivity analysis (e.g. changes in 
market value of a position/ entire portfolio by 
movements of market risk factors, changes in 
market value of the portfolio by simultaneously 
movements of several market risk factors). 

Credit risk 

Principle: Elements of credit risk should be 
clearly defined and identified at a transactional, 
counterparty and portfolio level. 
Principle: In order to administer efficiently its 
portfolio, the organisation should have informa­
tion systems and analytical techniques that ena­
ble its management to effectively measure all 
dimensions of Counterparty and Concentration 
Risks. 

Performance and valuation 

Principle: Clear definition should exist around 
suitability and appropriateness of price sources 
(including consideration of these for new instru­
ments) and well defined and approved proce­
dures should exist to identify unexpected price 
movements. 
Principle: Sourcing and validation of security 
prices should be undertaken by an operational 
function with reporting lines that are entirely 
independent from the Front Office. 

excess returns. The report notes that Norges 
Bank has delivered consistently good financial 
performance within the limit on tracking error 
stipulated by the Ministry. One of the main pur­
poses of the Ministry’s comparison of Norges 
Bank’s risk management operation with best mar­
ket practise amongst financial institutions interna­
tionally is to identify areas offering a potential for 
improvement. It follows from this that the recom­
mendations in the report focus, in particular, on 
the Bank’s potential for improvement. 

Below can be found a summary of the recom­
mendations within the following five areas: I) gov­

ernance, II) operational risk, III) market risk, IV) 
credit risk, as well as V) performance and valua­
tion. 

I) Governance 

The management model for the Government Pen­
sion Fund – Global is based on a clear division of 
duties between the Ministry of Finance and 
Norges Bank. Applying the frame of reference for 
risk management, as described in Section 5.3, 
therefore posed a particular challenge inasmuch 
as identifying the governing body for the Fund 
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was concerned. Ernst & Young concluded with 
the following description: 

“Five different Governing Bodies are relevant 
to NBIM's risk management and governance 
framework: 
–	 Parliament (“the Storting”), which 

approves the major strategic decisions and 
guidelines that define most of the expected 
return and the Market and Credit Risks of 
the Fund. Parliament has delegated the 
management of the Fund to the Ministry. 

–	 The Ministry, which defines the most 
important aspects of the Fund's manage­
ment including the setting of benchmarks, 
maximum deviation expected from the 
benchmark and other specific guidelines 
for the management of the Fund (including 
investment universe criteria). The manage­
ment of the Fund is delegated by the Minis­
try to the Executive Board of Norges Bank. 

–	 The Supervisory Council, reporting 
directly to the Storting, which supervises 
Norges Bank's activities and ensures that 
the rules governing the operations of the 
Bank are observed. The Council comprises 
fifteen members, all elected by the Stort­
ing. Its responsibilities include formal 
approval of the Bank's financial statements, 
adoption of the Bank's budget and arrange­
ments for the hiring of and the instructions 

to the Central Bank's auditor, Norges Bank 
Audit. 

–	 The Executive Board of Norges Bank. The 
Governor (who is also Chairman of the 
Board) has delegated the management of 
the Fund to NBIM, the fund management 
unit of Norges Bank. NBIM also manages 
the bulk of Norges Bank's currency 
reserves and the Petroleum Insurance 
Fund. The Executive Board issues direc­
tives on subject matters that are common to 
the entire Norges Bank organisation, 
including internal control principles and IT 
security. Some of the risk control require­
ments NBIM is subject to are therefore a 
part of the Bank's common framework. The 
Board determines the strategic plans and 
goals of NBIM, proposes the annual budg­
ets and action plans to the Supervisory 
Council and monitors NBIM's results and 
key organisational developments against 
plans and budgets. 

–	 The NBIM Executive Management team 
(NBIM Management), who has the dele­
gated responsibility for many of the 
detailed guidelines underlying GPFG's 
operations, including Operational Risk.” 

13 recommendations are made in relation to gov­
ernance. These are set out in Table 5.1. 

Table 5.1 Ernst & Young’s recommendations in relation to governance 

Area/Recommendations 

Roles and Responsibilities 
Responsibilities of each of the Governing Bodies with respect to Market, Credit and Operational Risks 
should be described and documented at a more granular level.

Risk monitoring and reporting requirements for each Governing Body should be described more speci­

fically. These should be aligned to the defined risk management responsibilities. 

The reporting should be sufficient (in content and frequency) to allow each Governing Body to routinely 

demonstrate that it is operating within a formal framework that provides adequate oversight and monito­

ring of its respective risk management role and responsibilities.

The rapid growth of assets under management and the growing complexity of the investment portfolio 

make the adequate supervision and governance of the Fund an increasing challenge. Ernst & Young there­

fore believes that it is key for the Governing bodies to have access to adequate and independent invest­

ment management technical expertise. The strengthening of Norges Bank's Audit function should provide 

a useful access to this expertise. Ernst &Young would also recommend the establishment of an internatio­

nal panel of experts, available to the Ministry and/or the Supervisory Council to provide independent lead­

ing practice advice and challenge on supervisory and risk management matters related to NBIM.
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Table 5.1 Ernst & Young’s recommendations in relation to governance 

Area/Recommendations 

Risk Policy 
Ernst & Young recommends a more detailed definition of escalation procedures for each risk class set­
ting out, amongst others, the criteria under which and how significant matters of exception should be 
reported directly to the relevant Governing Body. 
The escalation protocols and thresholds for reporting and monitoring Operational Risks should be 
expressly defined and approved by the relevant Governing Bodies. 'Matters of significance' should be 
formally defined by Norges Bank's Executive Board and NBIM Senior Management, and communicated 
throughout the business lines. 
Ernst & Young recommends regular independent reviews of the escalation process across risk classes 
in order to ensure its effectiveness and efficiency. 

Risk appetite (tolerance) limits 
Risk appetite for each risk class, (Operational, Market and Credit) should be formally defined and 
approved by the Governing Body with primary responsibility for that relevant risk class. 
Ernst & Young recommends that clear and specific Operational Risk appetite statements are developed 
as part of the roll-out of the new Operational Risk framework 
Ernst & Young recommends that Market Risk and Credit Risk appetites are more tightly defined, inclu­
ding for instance limits on stress positions. This is particularly relevant in the context of a potentially 
extended use of the entire authorised investment universe, which allows investment in riskier OTC pro­
ducts and a strategy with more emphasis on active management and absolute return. 

Assurance and reporting 
Ernst & Young welcomes the fact that NBIM has undertaken to strengthen its “Second Line of Defence” 
through the recruitment of a dedicated Chief Financial Officer (“CFO”) and a dedicated Chief Risk Offi­
cer (“CRO”). Ernst & Young strongly endorses this initiative, as Ernst & Young believes it is key to the 
development of a robust support infrastructure for NBIM going forward. 
Ernst & Young believes that the RPA function should be given a higher profile and a broader mandate 
around the independent monitoring and reporting of risk positions, to include more detailed and com­
prehensive reporting requirements. More management horsepower provided by the new CFO and/or 
CRO combined with a broader mandate, should allow NBIM to hire and retain a critical mass of suitably 
skilled risk analysts able to provide constructive and independent challenge to the business. 
Ernst & Young welcomes the changes to the audit structure, which should provide the audit function 
with access to appropriate investment management subject matter expertise and, therefore, an increa­
sed ability to identify risk issues and challenge the business. In addition, Ernst & Young recommends 
that the scope and depth of the review by the Audit function of the internal control framework be enhan­
ced in line with internationally recognised SAS 70 standards and protocols. 

Source: Ernst & Young and the Ministry of Finance 

II) Operational risk 

Norges Bank was in the process of preparing an 
entirely new operational risk framework at the 
time of the Ernst & Young review. The Ministry 
did not deem it appropriate to devote resources to 
evaluating the existing system, since said system 
was phased out during the course of 2007. 

15 recommendations are made in relation to 
the new operational risk framework, which the 
Bank implemented in 2007. Reference is made to 

the report from Ernst & Young for a more 
detailed account. 

III) Market risk 

Ernst & Young emphasises that NBIM’s risk 
reporting on the organisation’s intranet is in line 
with best market practise in terms of both online 
functionality and content. However, it is noted 
that, in Norges Bank, functions that should typi­
cally be allocated to a completely independent 
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risk management unit (see the description of the 
2nd line of defence in Chart 5.4) are not only per­
formed by the RPA unit (i.e. the independent unit 
for Risk, Performance and Accounting), but also 
by units for support and analysis functions under 
the control of Chief Operating Officers within 
each of the business areas. Ernst & Young is 
questioning whether the latter risk management 
operations take place sufficiently independent 
from the business areas. The background to this 
is that each Chief Operating Officer has double 
lines of reporting: most reporting is made to the 
head of the business area in question, whilst 
reporting in respect of the risk management func­

tions takes place directly to the head of NBIM. 
Furthermore, it was pointed out that the 

resources available to the independent risk man­
agement unit, RPA, were not optimal at the time of 
the Ernst & Young review, since several employ­
ees in this unit had recently resigned. Although 
Ernst & Young appreciates that NBIM had, as an 
interim measure, to use manpower hired from an 
external consultancy firm, it is emphasised that a 
key strategic control function like RPA should not 
be outsourced to an external provider. 

10 recommendations are made in relation to 
market risk. These are set out in Table 5.2. 

Table 5.2 Ernst & Young’s recommendations in relation to market risk 

Area/Recommendations 

Governance 
Given the relative small size of the Alpha portfolio today, the Tracking Error limit set by the Ministry as 
the main risk limit seems to provide an appropriate guideline. Should the size of the Alpha portfolio 
expand in the future, Ernst & Young recommends that the set of risk limits be enhanced to include more 
granular requirements to allow for more transparency on the risks incurred. These requirements could 
include limits on VaR and exposure with regards to geography, rating classes, yield curve components, 
relevant instrument types and systematic relevant risk factors such as credit spreads and FX rates, as 
well as stress limits. 
Whatever limits are defined, the integrity of the reporting against these limits should be subject to the 
control of a truly independent quality assurance function capable of validating the timeliness, accuracy 
and completeness of the information reported. Ernst & Young therefore recommends that the RPA func­
tion is strengthened with the appropriate mandate, number of resources and technical skill-set, in order 
to challenge effectively both the modelling approach and the valuation data used by the Portfolio Mana­
gers. NBIM Management should also ensure that the RPA function is fully independent from the Front 
Office in its access to valuation data or modelling expertise. 
Ernst & Young believes that NBIM Management is aware of these limitations and has undertaken to re­
build the RPA function. The recruiting of new risk analysts is accompanied by a number of organisatio­
nal changes, including the recruiting of a new CFO (already on board) and that of a fully dedicated CRO. 

Risk identification 
Ernst & Young recommends that the New Product/Activity Approval (“NPA”) process be formally 
“owned” by the CFO/CRO functions going forward. 
In view of the potential for use of the entire allowed investment universe, which allows investment in ris­
kier OTC products to support a strategy with more emphasis on active management and absolute 
return, the NPA should include the definition of specific sets of limits (including stress limits) tailored to 
this new environment. 

Risk assessment and measurement 
Ernst & Young recommends the implementation of a more formal and systematic stress testing fram­
ework based on pre-defined scenarios. Ernst & Young recommends that the Risk Management function 
and the Front Office develop a set of relevant stress scenarios compatible with existing scenario analysis 
system capabilities, to assess the impact of stressful conditions on the Fund's risk profile. The stress 
analysis should be used among others in the context of the Fund's risk appetite definition, for example 
by introducing separate exposure and VaR limits under stress. 
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Table 5.2 Ernst & Young’s recommendations in relation to market risk 

Area/Recommendations 

Ernst & Young appreciates that liquidity risk is a secondary concern to GPFG. Indeed, the long term 
nature of the fund, the steady inflow of cash and the mandate given to NBIM imply that Liquidity Risk 
resulting from sudden changes in strategy or 'forced sale' scenarios is relatively low. Ernst & Young the­
refore agrees that the need for reporting Liquidity Risk for NBIM is less important than for more traditi­
onal types of investment managers. 
However, Ernst & Young believes that reporting VaR numbers without any indication on the liquidity 
exposure of the fund is incomplete and can be misleading. VaR numbers do not contain any information 
on the risk of loss related to a sale of assets in illiquid markets but are designed to imply potential loss in 
terms of market value from a sale at the end of the risk horizon. Ernst & Young believes that due to its 
relative size in the market, the Fund is likely to incur positions large enough to cause significant price 
shifts in such scenarios if liquidated within the time horizon chosen for the VaR calculation. As a conse­
quence, a VaR report can easily be misinterpreted as a “maximum loss” (with the usual conditions on 
time horizon and confidence level) whereas realised losses in case of liquidation could be significantly 
higher. 
Ernst & Young therefore recommends that Liquidity Risk information is included into the reports to the 
relevant Governing Bodies, including the Ministry, differentiating the liquidity risk related to the bench­
mark portfolio and that related to active management. Ernst & Young would also recommend that a note 
is added to the VaR number for the attention of the less-educated reader, to highlight the limitations of 
and assumptions behind this number. 

Risk monitoring and management 
Based on the size of the Fund today, its rapid growth and expansion into new products and locations, as 
well as the challenges presented by a rapidly increasing headcount, Ernst & Young recommends the 
establishment of clearer, more detailed definitions of Market Risk accountabilities. Ernst & Young notes 
that the recently updated job descriptions and mandates for the CIOs and the COOs, as well as the new 
job description for the Head of RPA, are moving in the right direction. Ernst & Young believes however 
that further improvements can be made in documenting the cascade of risk management accountabili­
ties. 
The forecasted expansion of the Fund highlights the importance of a robust, independent and appropri­
ately skilled RPA function to ensure the integrity of the Market Risk monitoring process and continuous 
quality in the management of the Fund. As previously stated, we therefore recommend that the RPA 
function is re-built and strengthened as soon as possible, with the appropriate mandate, number of 
resources and technical skill-set. 

Supporting technology 
None 

Risk reporting and Management Information 
Ernst & Young recommends that the formal requirements for RPA risk reports are enhanced to ensure 
that they reflect the level of reporting required to provide NBIM's ED with an independent perspective 
on the Fund's current risk profile and outlook. 
Should the expanded use of the full allowed investment universe include assets for which indices are 
either not available or do not provide a meaningful benchmark, we recommend enhancing the set of risk 
parameters reported to the Ministry. This could be done by including information on Expected Shortfall 
or VaR information for all portfolios. This would provide the investor with a more meaningful analysis of 
the absolute, risk adjusted performance. Dependent on the complexity of such (exotic) products, repor­
ting should also include information on utilisation of specific risk and stress limits. 

Source: Ernst & Young and the Ministry of Finance 
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IV) Credit risk 

It is pointed out, as a general observation, that the 
current guidelines for credit risk management are 
adequate, given the mandate and the limited utili­
sation of the degrees of freedom authorised for 
the management operation. However, it is pointed 
out that the NBIM risk monitoring system only 
registers changes in credit spreads, and ignores 
potential default of borrowers. The system is 
therefore particularly well suited for monitoring 
short-term positions in liquid bonds. Using a 

more fully-fledged credit portfolio system is rec­
ommended for purposes of more comprehensive 
investment strategies within corporate bonds and 
appurtenant derivatives. 

NBIM’s planned introduction of a new system 
for counterparty risk is cited as a considerable 
improvement relative to the present situation 
within this area. 

10 recommendations are made in relation to 
credit risk. These are set out in Table 5.3. 

Table 5.3 Ernst & Young’s recommendations in relation to credit risk 

Area/Recommendations 

Governance 
Ernst & Young recommends a more comprehensive definition of the Credit Risk terminology within the 
Executive Director’s Guidelines.

Should NBIM increase its use of the allowed investment universe to include greater absolute return

strategies resulting in substantial Issuer Credit Risk in addition to current CCR exposure, the set of defi­

nitions should be enhanced to allow for identification, measurement and management of Credit Risk:


a.	 The minimum set should contain definitions for counterparty default probability (PD), 
expected recovery in event of a default (or, equivalently, expected loss given default) as well as 
exposure at default. 

b. Furthermore we recommend the adoption of an absolute risk measure such as expected 
shortfall or Credit VaR for portfolio Credit Risk. It should be noted that the investment 
universe for which a meaningful benchmark exists is only a subset of the full authorised 
investment universe. For those investments with no benchmark, alternative risk measures 
should be used. 

c.	 Ernst & Young recommends that the overall set of risk definitions include constraints on 
stressed numbers. RPA should develop a set of relevant stress scenarios so as to be able to 
include stress testing results in periodic reports. 

Risk identification 
None 

Risk assessment and measurement 
Ernst & Young recommends a more systematic use of credit portfolio models and specific Credit VaR 
measures for investments that are illiquid or held over a long period of time. 
Should the use of the allowed investment universe increase to include the use of non-linear instruments 
such as derivatives, credit derivatives as well as credit risky securities, we recommend that the current 
mark-to-market plus add on approach to exposure measurement be replaced by a robust quantitative 
PFE model, in line with leading industry practice. Ernst & Young therefore endorses the efforts under­
taken by GPFG to that effect. 
In recognition of the fact that Credit VaR numbers derived from models have in the past proven inade­
quate in times of crisis, stress testing is becoming a standard industry practice tool for Credit Risk mana­
gement. Currently, FIBA is utilising stress scenarios and credit stress loss limits for portfolio manage­
ment. Ernst & Young recommends that a formal set of pre-defined and approved stress scenarios are 
applied across both EBL and FIBA. 
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Table 5.3 Ernst & Young’s recommendations in relation to credit risk 

Area/Recommendations 

Risk monitoring and management 
Ernst & Young endorses the implementation of a more secure and sophisticated technology platform 
leveraging on RiskMetrics' functionalities, within the nearest possible future. 

Supporting technology 
Ernst & Young recommends the enhancement of the credit monitoring functionalities currently availa­
ble and endorse NBIM's continuous efforts to leverage fully on its technology platform. 
Risk reporting and management information 
Should NBIM's use of the allowed investment universe increase, the sophistication of the management 
information around Credit Risk should be enhanced to include: 

1. Information on obligor ratings migration and changes in PD or recovery information. 
2. Individual and aggregate PFE segmented along counterparties, products, regions and 

industries. 
3. Portfolio concentration information in terms of ratings and portfolio  	risk measures such as 

Credit VaR and Expected Shortfall. 

Source: Ernst & Young and the Ministry of Finance 

V) Performance and valuation 

Ernst & Young’s recommendations within this 
area are set out in Table 5.4. 

Table 5.4 Ernst & Young’s recommendations in relation to performance and valuation 

Recommendations 

Ernst & Young recommends a more granular description and documentation of the procedures and pro­
tocols to value securities and investments for which no market price is available from an external source. 
The new protocols should include clear guidance and examples of valuation methodologies for non­
linear instruments, in order to ensure a consistent application of the guidelines across the EBL and 
FIBA business lines. This should provide more transparency in the valuation process and ensure that a 
systematic, independent validation of all prices and valuations feeding the management reporting sys­
tem. 
In conjunction with the recommendation above, Ernst & Young refers to previous comments on the role, 
resourcing and profile of the RPA function. Ernst & Young believes that this function should be strengt­
hened so that it has the capabilities to challenge effectively the model designs and assumptions used to 
value products which do not have a publicly available price. As mentioned earlier, Ernst & Young belie­
ves that NBIM is aware of the current limitations of the RPA function and has initiated a series of pro­
jects to address them. 
NBIM Management might want to consider more systematic intra-month valuations for selected mate­
rial exposures. 

Source: Ernst & Young and the Ministry of Finance 

5.5 Norges Bank’s comments in respect 
of the Ernst & Young report 

The Executive Board and the Supervisory Coun­
cil of Norges Bank have, in two letters dated 13 
December 2007 and 19 December 2007, respec­

tively, rendered comments in respect on the con­
tents of the Ernst & Young report. The letters are 
enclosed as Appendices to this Report. 

Norges Bank agrees that the frame of refer­
ence adopted by Ernst & Young (see Section 5.3) 
provides a good basis for an operationalisation of 
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the framework for the Government Pension Fund 
– Global, but takes the view that it is necessary to 
adapt the principles to the special circumstances 
applicable to the Fund. The Executive Board of 
the Bank writes as follows: 

“The report from Ernst & Young refers to gov­
ernance principles and frameworks for monitor­
ing and reporting risk in financial institutions. 
Norges Bank believes that these principles form 
a good point of departure for what best practice 
in the field should be. However, the principles 
need to be tailored to the unique management 
model for Norges Bank and the management of 
the Fund which results from the Norges Bank 
Act, the Government Pension Fund Act and the 
associated Regulations and Guidelines. This 
needs to be taken into account if these princi­
ples are to be used for further operationalisation 
of the framework for the Fund.” 

The Bank’s comments in respect of Ernst & 
Young’s specific observations are presented 
below. 

I) Governance 

The Executive Board of Norges Bank writes that: 

“Norges Bank will consider whether there is a 
need for more detailed determination of 
responsibilities, documentation and reporting 
in terms of the Bank’s governing bodies.” 

The Supervisory Council writes that it agrees 
with the views of the Executive Board in this 
respect. 

The Bank agrees that it is important for the 
governing bodies of the Bank to have access to 
adequate and independent know-how within inter­
national asset management. In its letter, the Exec­
utive Board refers to its appointment, in 2006, of 
an Advisory Board on Investment Management, 
comprising four internationally recognised advis­
ers with extensive experience from large invest­
ment management institutions. The Supervisory 
Council refers to the commencement, in 2005, of 
an evaluation of the Bank’s audit arrangements, 
aimed at, inter alia, meeting the challenges faced 
within asset management. The adopted changes 
were described in the Supervisory Council’s 
statement of 28 February 2008, which is repro­
duced in the Bank’s annual report for 2007: 

“Changes in the Bank’s audit arrangements 
Norges Bank has undergone substantial 

changes in recent years and is facing consider­

able challenges, not least as a result of its tasks 
relating to the management of the Government 
Pension Fund – Global. These tasks entail con­
siderable challenges for the Bank’s governing 
bodies relating to control and supervision of 
these activities. 

To meet these challenges, substantial 
changes in the Bank’s audit arrangements 
were made in 2007 based on decisions made by 
the Supervisory Council and the Executive 
Board in 2006. A new internal audit unit that 
reports to the Audit Committee of the Execu­
tive Board has been established. The role of 
the Central Bank Audit as the Bank’s statutory 
external auditor has been emphasised. 

The Supervisory Council has further 
appointed Deloitte AS as a central bank audit 
cooperation partner for the audit of the invest­
ment management operation. The instructions 
to the Central Bank's auditor and the Supervi­
sory Council’s terms of reference have been 
updated accordingly. 

The implemented changes have, in the 
opinion of the Supervisory Council, contrib­
uted to strengthening the control and supervi­
sion arrangements of both the Supervisory 
Council and the Executive Board, not least in 
relation to investment management. The 
changes also involve an adaptation to interna­
tionally recognised principles of corporate gov­
ernance and control.” 

Furthermore, the Supervisory Council states that 
the confirmations currently rendered by Central 
Bank Audit to the Ministry of Finance do not 
cover the scope proposed by Ernst & Young: 

“One of the recommendations in the Ernst & 
Young report is to develop and adapt Central 
Bank Audit’s independent statement concern­
ing the Bank’s internal control so that it com­
plies with auditing standard “SAS 70”. This will 
be a considerable extension of Central Bank 
Audit's and the collaborative partner's remit 
(…). In general, the Supervisory Council is 
positive to this and supports the Executive 
Board’s view of evaluating the possibility of a 
development in this direction.” 

Norges Bank supports Ernst & Young’s recom­
mendation that a document describing risk limits, 
escalation procedures, control measures and 
reporting to the governing bodies of the Bank 
should be prepared. 
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II) Operational risk 

The Bank subscribes to Ernst & Young’s recom­
mendations, and confirms that the project for the 
introduction of a new operational risk manage­
ment framework was finalised as planned. 

III) Market risk 

Norges Bank agrees that the principles outlined 
by Ernst & Young for the control of market risk 
can be used for the more detailed operationalisa­
tion of the framework defined for the Fund. The 
Bank makes the following observation in relation 
to Ernst & Young’s proposal that the Ministry of 
Finance’s risk budget for active management 
should be fenced in more thoroughly than is the 
case under the current system with a maximum 
expected tracking error supplemented by quanti­
tative restrictions at asset class level: 

“Any expansion of the scope of investment 
restrictions by the Ministry of Finance should 
not take place without thorough assessment of 
the degree to which this might entail unneces­
sary and/or inconsistent restrictions for the 
Fund which would be difficult to operationalise 
and could have a negative impact on the Fund’s 
return.” 

The Bank believes that the use of tracking error 
as the most important risk measure must be inter­
preted as an expression of a long-term risk level 
and not as an expression of the most realistic 
short-term maximum loss. 

The Bank further states that: 

“RPA was substantially reinforced in 2007 and 
is now fully manned with 16 employees. Staff­
ing levels were low in the first half of 2007, but 
acceptable reporting and controls were still 
maintained, thanks in part to resources con­
tracted in.” 

Systems support has also been improved. In addi­
tion, it is expected that an ongoing project for 
independent pricing will contribute to improved 
data integrity for measurement and reporting pur­
poses. 

IV) Credit risk 

Norges Bank agrees that the principles outlined 
by Ernst & Young for the control of credit risk can 
be used as a basis for the more detailed operation­
alisation of the framework defined for the Fund. 

The Bank supports the recommendation for addi­
tional detailing of the credit risk measurement 
parameters in guidelines laid down by the head of 
NBIM. The letter from the Executive Board states 
that: 

“Norges Bank agrees that credit risk should be 
measured and assessed with supplementary 
risk measures. This applies particularly to 
more complex non-linear exposures, and 
expansion of the Fund’s investment universe to 
include less liquid assets will also require more 
extensive measurement and monitoring of 
credit risk. NBIM has launched a project to 
introduce more sophisticated measurement 
methods for credit risk, and will assess the 
appropriateness of establishing pre-defined 
stress tests for the Fund’s credit exposure. We 
would also refer to NBIM’s planned new sys­
tem for monitoring counterparty risk men­
tioned above.(…) Implementation is expected 
to take place in 2008.” 

V) Performance and valuation 

Norges Bank supports Ernst & Young’s recom­
mendation for detailed documentation of the pro­
cedures for the valuation of instruments in 
respect of which no external sources exist. The 
Bank writes that these considerations will be 
catered for through the project Independent Pric­
ing, which shall also ensure that all positions are 
priced or verified independently from those mak­
ing investment decisions. The Bank writes that: 

“NBIM has sufficient resources and expertise 
to monitor pricing of the more complex instru­
ments. To date, responsibility for this pricing 
has rested mainly with NBIM’s first line of 
defence under the COOs. Following recent 
recruitment to RPA, this group also now has 
sufficient expertise to perform the necessary 
valuations and challenge the model tool and 
assumptions underlying the pricing of unlisted 
(OTC) instruments.” 

5.6 The Ministry’s assessments 

It follows from the Ernst & Young report and the 
comments of Norges Bank in respect thereof, that 
the Bank has over the period 2006-2008 imple­
mented, or is in the process of implementing, a 
number of projects to evolve the Bank’s risk man­
agement: 
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–	 the establishment of the Audit Committee for 
the Executive Board; 

–	 the establishment of a separate internal audit 
department; 

–	 strengthening of external auditing through 
cooperation with Deloitte AS; 

–	 creation of the executive positions of Chief 
Financial Officer and Chief Risk Officer; 

–	 significant reinforcement of the independent 
risk management function, RPA; and 

–	 new framework for operational risk and 
projects for the implementation of new systems 
for counterparty risk and for the pricing and 
verification of all positions independently of 
those who make investment decisions. 

The Bank agrees, for all intents and purposes, 
with all the recommendations from Ernst & 
Young. The Ministry has noted that the Bank 
does not subscribe to Ernst & Young’s comment 
as to whether risk management has been suffi­
ciently independent in relation to the business 
areas for equity and fixed-income management. 
However, NBIM has been reorganised with effect 
from 1 March 2008, and a new unit for Control 
and Compliance has been established with a 
direct reporting line to the head of NBIM. The 
Ministry bases its assessment on the fact that the 
requirement for risk management independence 
under any circumstance will be met through the 
new structure. 

Norges Bank agrees that the principles out­
lined by Ernst & Young for the control of credit 
risk can be used as a basis for the more detailed 
operationalisation of the framework defined for 
the Fund. The Bank supports the recommenda­
tion for additional detailing of the credit risk 
measurement parameters in guidelines laid down 
by the head of NBIM. The Bank has initiated a 
project to make use of more sophisticated meas­
urement methods for credit risk, and will consider 
the appropriateness of establishing predefined 
stress tests for the Fund’s credit exposure, cf. the 
discussion in Section 5.5. 

The Ministry deems it appropriate, against 
this background, to also review the regulation of 
credit risk in the framework for the Government 
Pension Fund – Global, as part of the more 
detailed operationalisation of the framework. For 
investments in corporate bonds characterised by 
high liquidity and moderate credit risk it will be 
deemed sufficient to consider credit risk as part 
of the market risk, and to measure it by way of 
systems premised on credit spreads. For other 

investments it will be appropriate to require sys­
tems that model credit risk more comprehen­
sively in line with the recommendations of Ernst 
& Young. At present, such investments are gov­
erned by the general qualitative risk management 
requirements stipulated in the framework. 

Norges Bank agrees that Ernst & Young’s 
frame of reference forms a good basis for the fur­
ther operationalisation of the provisions included 
in the framework, but believes that the principles 
have to be adapted to the special governance 
model for Norges Bank and the management of 
the Fund as laid down by the Central Bank Act 
and the Act relating to the Government Pension 
Fund, with appurtenant regulations and supple­
mentary provisions. Ernst & Young paid little 
heed to the fact that the Fund is managed by a 
ministry of finance and a central bank. This has to 
do with the Ministry emphasising, when formulat­
ing the assignment, that Ernst & Young should 
regard Norges Bank as a regular asset manager 
governed by an ordinary regulatory framework 
for asset management activities that are subject to 
mandatory supervision as practised by the Finan­
cial Services Authority (FSA) in the UK. The pur­
pose was to highlight the areas in which Norges 
Bank’s asset management operation deviates 
from the requirements that are normally imposed 
on private asset managers. To the extent that 
Ernst & Young’s principles for risk management 
on the part of private financial firms are not com­
patible with the current legislation governing the 
Fund and the central bank, the Ministry will care­
fully examine whether adaptations should be 
made to the risk management principles or to the 
legislation. 

5.7	 Public hearing of proposed 
amendments of the accounting and 
auditing clauses in the Central Bank 
Act 

The Ministry of Finance is of the view that the 
strong growth in the assets of the Fund, the 
increased complexity of the management of the 
Government Pension Fund – Global and the con­
cern for good management control over central 
bank duties make it necessary to continue evolving 
the management and control structure of the Bank. 

The establishment of a new internal audit unit 
and the cooperation with Deloitte AS within exter­
nal audit of the bank’s investment management 
operation have contributed to strengthening the 
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control and supervision arrangements. These 
actions have been implemented within the frame­
work of today’s Central Bank Act. The Ministry of 
Finance deems it appropriate to consider changes 
in the accounting and auditing clauses of the Cen­
tral Bank Act in order to further strengthening 
the control and supervision arrangements. The 
Ministry will therefore be circulating the follow­
ing proposed amendments to the Central Bank 
Act for comments: 
–	 Replace the arrangement for a designated cen­

tral bank audit department by an arrangement 
whereby the Supervisory Council appoints an 
external auditor for Norges Bank. 

–	 Establish legal authority for regulations on 
what accounting principles Norges Bank 
should observe. 

–	 Lay down rules on the scope of the audit and 
the contents of the auditors’ report or establish 
legal authority for regulations thereon (at 
present, the Supervisory Council stipulates an 
audit code for the Bank). 

One should in this context consider whether the 
auditors should, in addition to performing a finan­
cial audit of the accounts, be given a so-called cer­
tification assignment within certain areas, for 
example in relation to the assessment of systems 
for internal control. One aims to submit draft 
amendments to the Central Bank Act in the 
autumn. 

5.8	 Details concerning the new 
management framework for the 
Government Pension Fund – 
Norway 

The framework for Folketrygdfondet’s manage­
ment of the Government Pension Fund – Norway 
was amended during the course of 2007 as a 
result of the reorganisation of Folketrygdfondet 
as a company by special statute. The Ministry also 
reviewed, in the context of such reorganisation, 
the rest of the framework for Folketrygdfondet. 
This has resulted in a new management frame­
work for the Government Pension Fund – Nor­
way, governed by the Act of 29 June 2007 No. 44 
relating to Folketrygdfondet, the Regulations of 7 
November 2007 No. 1228 relating to the Manage­
ment of the Government Pension Fund – Norway, 
guidelines stipulating supplementary provisions, 
as well as a management agreement between the 
Ministry of Finance and Folketrygdfondet. 

Risk management and control procedures 

The Board of Directors of Folketrygdfondet shall, 
in line with Section 7 of the Regulations, ensure 
that the management of the Government Pension 
Fund – Norway is subject to satisfactory risk man­
agement and control procedures. The supplemen­
tary guidelines to the Regulations specifically 
require the management, measurement and con­
trol of risk to be in conformity with best interna­
tional practise and internationally recognised 
methods. This has to do with the fact that the Gov­
ernment aims for the Government Pension Fund 
to be the best managed fund in the world, which 
makes it necessary to aim for best international 
asset management practise in efforts relating to 
the Fund, cf. Chapter 1. Consequently, the pur­
pose of these requirements is to bring the frame­
work more closely in line with best practise for 
this type of activities. Stricter qualitative risk man­
agement requirements, etc., need to be consid­
ered in the context of the additional degrees of 
freedom granted to Folketrygdfondet, through 
the new framework, when it comes to the Govern­
ment Pension Fund – Norway, hereunder in rela­
tion to the use of financial instruments. At the 
same time, recent national and international 
events in the financial markets are a strong 
reminder of the importance of maintaining ade­
quate systems for the management and control of 
risk. It has been documented by a number of stud­
ies that considerable losses incurred by financial 
institutions can often be attributed to inadequate 
risk management and internal control.2 

The Ministry has examined, in its effort to 
operationalise the changes to the management 
framework for the Government Pension Fund – 
Norway, what forms of risk, etc., are of relevance 
to the asset management operation, and has at the 
same time surveyed what requirements it would 
be appropriate to impose in relation to the han­
dling of various risks based on best international 
practise and internationally recognised methods. 
The Ministry has identified the following main 

2	 Cf. the »Framework for internal control systems in banking 
organisations» study published by the Basle Committee on 
Banking Supervision in September 1998, which documents 
that a number of cases in which banks have incurred consi­
derable losses can be attributed to inadequate internal con­
trol systems. Furthermore, Hull (2006) presents, in the book 
“Options, Futures and other Derivates”, several examples of 
financial institutions that have over the last two decades 
incurred considerable losses as the result of speculation in 
the derivatives markets, and which clearly illustrate the need 
for imposing strict requirements on risk management and 
control systems. 
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risk groups in the management of the Govern­
ment Pension Fund – Norway: market risk, credit 
risk, counterparty risk, exchange rate risk and 
operational risk. It is a requirement in respect of 
all the risk groups that the measurement, man­
agement and control of various risks be in con­
formity with best international practise and inter­
nationally recognised methods. Furthermore, 
Folketrygdfondet is required to define principles 
for pricing and performance measurement in rela­
tion to various financial instruments. There are 
also strict requirements relating to internal con­
trol on the part of the company, hereunder 
requirements as to the distribution of duties 
between the Board of Directors and senior man­
agement and other controlling functions, as well 
as a requirement for the establishment of a struc­
ture within Folketrygdfondet that ensures the 
necessary independence between controlling 
functions and the front office. 

The management agreement entered into 
between the Ministry of Finance and Folketrygd­
fondet imposes detailed requirements as to the 
contents of the regular reporting to the Ministry 
on the Fund’s performance, in line with the 
requirements laid down in supplementary guide­
lines as to the measurement, management and 
control of risk. Regular meetings are planned with 
Folketrygdfondet as part of the Ministry’s effort 
relating to operational management follow-up, 
during which the reporting of return and risk will 
be addressed specifically. 

The new framework involves considerably 
stricter requirements than before, hereunder in 
relation to the measurement, management and 
control of risk, as well as reporting, which neces­
sitate a significant investment in new control sys­
tems on the part of Folketrygdfondet, hereunder 
risk measurement systems. The Ministry is of the 
view that such an investment is required to 
ensure that Folketrygdfondet has adequate risk 
management and control systems, in conformity 
with the requirements stipulated in the new 
framework. This will, at the same time, involve a 
considerable increase in expenditure on the part 
of Folketrygdfondet in 2008 in connection with 
the implementation of new control systems. It is 

expected, in line with the agreement formed 
between the Ministry of Finance and Folketrygd­
fondet concerning the management of the Gov­
ernment Pension Fund – Norway in 2008, that the 
operating expenses of Folketrygdfondet will 
increase, from 2007 to 2008, by about NOK 40 mil­
lion (i.e. from close to NOK 52 million (excl. 
depreciation) to almost NOK 92 million). A major 
part of the increase in expenses will be of a non­
recurring nature, but it must nevertheless be 
expected that the level of expenses will in future 
be higher than has previously been the case, due 
to, inter alia, higher expenses incurred in the 
operation of control systems. 

The Ministry would like to note that Folketry­
gdfondet will, with new systems for risk manage­
ment, control and reporting, receive significantly 
better managerial information in relation to the 
asset management operation. This will make the 
company better equipped to perform such man­
agement operation. The Ministry is planning to 
closely monitor cost developments on the part of 
Folketrygdfondet, and the implementation of new 
control systems will be followed up separately 
through quarterly meetings in 2008. 

Accounting rules 

The Act of 21 December 2005 No. 123 does not 
directly regulate accounting standards for the 
Government Pension Fund – Norway. The Minis­
try will assess the needs for further regulations of 
this issue. Such assessment will be related to pos­
sible changes in the regulation of accounting 
standards for the Government PensionFund – 
Globel, cf. above. 

The Ministry of Finance 

r e c o m m e n d s :  

Recommendation of 4 April 2008 from the 
Ministry of Finance on the Management of the 
Government Pension Fund in 2007 is submitted to 
the Storting. 
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Appendix 1 

Recommendations concerning the investment strategy for the 
Government Pension Fund – Global – emerging markets 

Letter from Norges Bank to the Ministry of Finance of 5 February 2008 

1 Background  

In its letter dated 16 November 2007, the Ministry 
of Finance asked for input from Norges Bank for a 
fresh assessment of emerging equity markets in 
the benchmark portfolio for the Government Pen­
sion Fund – Global. The Ministry did not ask for 
an assessment of emerging fixed income markets, 
but we assume that this may become relevant 
later in 2008. Norges Bank was asked to focus on 
assessments of settlement and clearing systems 
and on issues related to corporate governance at 
companies registered in the relevant emerging 
equity markets. 

Emerging equity markets have been analysed 
in several letters from Norges Bank to the 
Ministry of Finance. The list of countries included 
in the equity benchmark portfolio now includes 
27 countries, of which five are currently classified 
as emerging equity markets. The Ministry previ­
ously issued a list of countries over and above 

those in the benchmark portfolio in which the 
Fund could be invested. With effect from the sum­
mer of 2007, these guidelines were amended such 
that the Ministry now expects Norges Bank 
Investment Management (NBIM) to have estab­
lished internal guidelines for the approval of new 
countries in the investment universe. To date, 11 
countries outside the current benchmark portfo­
lio have been approved. 

The Ministry of Finance requires Norges 
Bank to prepare an overview of relevant issues 
related to valuation, performance measurement, 
and the management and control of risk for inves­
tments in each individual market and currency1 

before we invest in new countries. These assess­
ments are to comply with the requirements set 
out in the Regulation and Guidelines, and they 
must also be documented. Enclosure 1 presents 

1	 See Report to the Storting No. 24 (2006-07) On the Manage­
ment of the Government Pension Fund in 2006, pp. 64-65. 

Market is investable 

Is market included in the Fund’s 
official index (FTSE All Cap)? 

Yes 

Market is included in 
benchmark portfolio 

No 

Market is not 
investable 

NoHas market been approved 
through Norges Bank’s process for 

the approval of new markets? 

Yes 

Figure 1.1 
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the factors assessed by NBIM before a country 
can be approved for inclusion in the investment 
universe. 

2	 Criteria for countries in the equity 
benchmark 

Norges Bank has assessed the criteria for choo­
sing countries documented in previous letters to 
the Ministry of Finance, and essentially recom­
mends that these be retained by basing the ben­
chmark portfolio on the FTSE Global All Cap 
Index. NBIM’s approval process for new coun­
tries for equity investments must also be comple­
ted. This will ensure independent assessment of 
the individual country over and above the evalua­
tion performed by FTSE. This also means that a 
situation could arise where a country included by 
FTSE does not pass NBIM’s approval process, 
and so we will not invest in it. Norges Bank will 
then absorb this risk within the limit for tracking 
error. The diagram below illustrates this recom­
mendation: 

The countries which, based on this recom­
mendation, are to be included in the current ben­
chmark portfolio amount to just over 5 per cent of 
the current benchmark portfolio for equities. Nor­
ges Bank is of the opinion that such a procedure 
will be appropriate to ensure adequate evaluation 
before the Fund is invested in a new market. 

Unlike in previous recommendations, Norges 
Bank does not recommend retaining the criterion 
that a new country must make a meaningful con­
tribution to risk and returns. Investments in com­
panies registered in emerging economies have 
traditionally been associated with greater volati­
lity than in developed markets. This is an additio­
nal risk for which investors are normally rewar­
ded with a higher expected return. However, Nor­
ges Bank believes that, if account is taken of 
correlation in volatility, and of the fact that emer­
ging markets make up a relatively small part of 
the proposed benchmark universe, it cannot be 
argued definitively that they will make a “mea­
ningful contribution to risk». At the same time, it 
is not unlikely that this situation will change over 
time, as emerging economies are experiencing 
stronger growth than developed economies. It 
therefore seems inappropriate to exclude emer­
ging countries from the equity benchmark portfo­
lio on the grounds that they would currently con­
tribute only marginally to the benchmark portfo­
lio’s risk and return characteristics. Through its 

continuous assessment of the world’s equity mar­
kets, NBIM will be free to decide which markets it 
actually invests in, and with which weights it 
invests within the limit for active risk.2 In all cir­
cumstances, it is desirable to have as broad a ben­
chmark index as possible. 

In the following, we will discuss matters rela­
ted to the recommendation that the equity bench­
mark be based primarily on the FTSE index. 
NBIM will also impose the additional condition 
that a country must be approved through NBIM’s 
country approval process. Issues related to corpo­
rate governance and to settlement and clearing 
systems are given particular attention. We believe 
that the methodology behind the FTSE Global All 
Cap Index could provide an appropriate objective 
framework for the inclusion of emerging equity 
markets in the Fund’s benchmark portfolio. Sec­
tion 3 reports on the implications of this criterion. 

NBIM conducts a thorough approval process 
before a new country is permitted. At present, 
only three of the markets in question have not 
already been approved for the Fund’s investment 
universe. However, NBIM has begun the approval 
process for these markets too. Section 4 presents 
NBIM’s approval process for new countries in the 
equity investment universe. 

A transition to basing the Fund’s benchmark 
index on the FTSE Global All Cap’s current coun­
try list would mean expanding it to include 
another 19 emerging markets. Norges Bank has 
obtained information from external sources and 
performed analyses which support this recom­
mendation. This material is summarised in Sec­
tion 5 together with assessments of corporate 
governance issues and the impact of new markets 
on the Fund’s risk and return characteristics. Sec­
tion 6 summarises the matters discussed in the 
letter. 

3	 FTSE Global All Cap as a benchmark 
for the Fund’s equity investments 

The official benchmark index for the equity por­
tion of the Government Pension Fund – Global is 
composed of the FTSE Global All Cap regional 
indices. FTSE has been used as index supplier 
since the Fund first began investing in equities in 
1998. FTSE is an independent index supplier. 
Investors worldwide have invested very conside­
rable sums in equity markets with FTSE indices 

2 Maximum expected tracking error of 1.5 per cent. 
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as their benchmark. As a result, FTSE’s methodo­
logy attracts considerable attention in financial 
markets. This being the case, FTSE works conti­
nuously on evaluating which countries are to be 
included in its equity indices. 

FTSE operates with three categories of coun­
try in its indices: Developed, Advanced Emerging 
and Secondary Emerging. An annual review pro­
cess ensures that these categories always reflect 
real market conditions in the individual coun­
tries.3 Countries which do not fall into any of 
these three categories are deemed uninvestable 
in the light of the criteria for the individual mar­
ketplace. For the record, it should be noted that 
other index suppliers do also have indices cove­
ring this category of market (frontier markets). 
These are typically small and illiquid with poor 
market functionality even by the standards of 
emerging markets. 

FTSE attaches importance to gross national 
income per capita and market capitalisation in its 
assessment of the individual countries to be inclu­
ded in the index. In addition, FTSE attaches 
importance to four key areas, which are divided in 
turn into various criteria. These four main areas 
are 4: 
– Market and regulatory environment 
– Custody and settlement 
– Dealing landscape 
– Derivatives market 

The factors prioritised by FTSE in its classifica­
tion of markets will generally also be covered by 
the process established by NBIM for the approval 
of new countries for the Fund. NBIM’s process 
will naturally include more criteria of an operatio­
nal nature to ensure manageable processing of all 
investments in its systems for risk and perfor­
mance measurement. NBIM’s approval process is 
presented in Section 4 below. 

FTSE conducts an annual review of country 
classifications and announces any changes more 
than six months in advance. FTSE announced the 
results of its most recent annual review of country 
classifications on 20 September 2007.5 Once the 
changes decided on have been implemented, the 
FTSE Global All Cap Index will include 47 coun­
tries6 with the following classification: 
– 24 countries classified as Developed 

3	 See Enclosure 2 for the criteria which must be met in each 
particular category. 

4 Enclosure 2 presents the actual evaluation matrices showing 
both the criteria used and the results for the individual coun­
try. 

Table 1.1 Countries in the FTSE Global All Cap Index 

(excluding Norway) 

Advanced Secondary 
Developed Emerging Emerging 

Australia Brazil Argentina 
Belgium/ 
Luxembourg Mexico Chile 
Canada Poland** Colombia 
Denmark South Africa Egypt 
Finland South Korea Philippines 
France Taiwan India 
Greece Hungary** Indonesia 
Hong Kong China 
Ireland Malaysia 
Israel* Morocco 
Italy Pakistan 
Japan Peru 
Netherlands Russia 
New Zealand Thailand 

Czech 
Portugal Republic 
Singapore Turkey 
Spain 
UK 
Switzerland 
Sweden 
Germany 
US 
Austria 

* Upgraded to Developed from June 2008 
** Upgraded to Advanced Emerging from June 2008 

– 7 countries classified as Advanced Emerging 
– 16 countries classified as Secondary Emerging 

The 19 countries not currently included in the 
Government Pension Fund – Global’s benchmark 
portfolio are shown in bold type in the table 
above. Of these 19 countries, there are three 
(Colombia, Morocco and Pakistan) which, as at 

5	 FTSE also publishes a watch list. At present, Chinese A-sha­
res are on this list for possible reclassification as Secondary 
Emerging. Both South Korea and Taiwan are on watch for 
possible upgrade to Developed status. When it comes to pos­
sible downgrades, Greece is on watch for possible reclassifi­
cation as Advanced Emerging, while Pakistan is on watch for 
exclusion from the FTSE Global All Cap Index. 

6	 Luxembourg has been merged with Belgium in line with 
FTSE practice. 



153 2007–2008	 Report No. 16 to the Storting 

On the management of the Government Pension Fund in 2007 

January 2008, have not been through NBIM’s pro­
cess for the approval of new countries for the 
investment universe. 

Chinese H-shares (Hong Kong) are included 
in the current benchmark index for the Fund. Chi­
nese B-shares are also permitted in the Fund’s 
investment universe. The market for Chinese B-
shares is included in the FTSE Global All Cap 
Index, but Chinese A-shares are not. In 2006, Nor­
ges Bank was awarded the status of Qualified For­
eign Institutional Investor (QFII) by the Chinese 
authorities, which is a condition for being able to 
invest in Chinese A-shares. Such investments also 
require the award of an investment quota from the 
State Administration of Foreign Exchange 
(SAFE). It is not yet clear when Norges Bank will 
be awarded such a quota. 

Norges Bank recommends that the bench­
mark portfolio for the Fund’s equity investments 
should, in the first instance, include all of the 
countries included in the FTSE Global All Cap 
Index (other than Norway) for as long as this is 
the Fund’s official benchmark index. This will 
ensure a process of continuous evaluation of how 
the individual markets are developing in terms of 
investability for a fund such as the Government 
Pension Fund – Global. By using FTSE’s indices, 
the benchmark portfolio already follows FTSE’s 
methodology when it comes to the inclusion of 
individual companies and the classification of 
these companies (by sector and size, for exam­
ple), and it seems natural to use this approach for 
permitted markets as well. 

4 NBIM’s process for the approval of 
new countries in the equity 
investment universe 

Norges Bank is proposing that inclusion of a 
country in the FTSE Global All Cap Index is 
necessary and sufficient for that country to be 
included in the Government Pension Fund – Glo­
bal’s benchmark portfolio. However, NBIM will 
also perform an independent evaluation of a coun­
try’s suitability in terms of having markets which 
are open to foreign investors, legislation which 
protects investors’ rights, and settlement systems 
which meet various minimum requirements. 
Furthermore, NBIM’s process for the approval of 
new countries in the equity investment universe 
must ensure the readiness of all internal systems 
and procedures. 

As mentioned above, NBIM has approved all 
bar three (Colombia, Morocco and Pakistan)7 of 
the countries which are currently included in the 
FTSE Global All Cap Index but not in the Fund’s 
proposed benchmark portfolio. This means that 
they have been evaluated using NBIM’s process 
for the approval of new countries. A new country 
is approved by the Executive Director of NBIM 
once the individual areas for review have been 
approved by the relevant departmental managers. 
The areas reviewed in this process can be divided 
into the following main categories: 
1.	 Summary and main conclusions 
2.	 Market regulation, documentation require­

ments and trade flows 
3.	 Data availability 
4.	 Requirements for investment guidelines 
5.	 Transaction execution, costs and taxes 
6.	 Settlement and custody 
7.	 Performance measurement and accounting 
8.	 Administration of investments 
9.	 Risk management and reporting 
10. Implementation plan 
11. Evaluation and approval 

As part of this approval process, NBIM obtains 
information about the market in question from a 
number of external sources. This includes a 
description of local market regulation and assess­
ments of the quality of settlement and custody 
systems. An approval document is prepared for 
each individual market. The approval process nor­
mally takes one to two months. 

5	 Assessment of other factors 

Macroeconomic and political conditions 

Previous letters from Norges Bank about new 
countries in the benchmark portfolio have also 
discussed matters related to macroeconomic and 
political stability. However, there has been no defi­
nition of what requirements the individual markets 
must meet in order to be included in the Fund’s 
benchmark portfolio. Norges Bank assumes that 
the Ministry of Finance itself will assess the level of 
importance to be attached to these factors when 
defining the equity benchmark for the Government 
Pension Fund – Global. We refer to the information 
on potential sources and indicators in this area pre­

7	 However, the approval process for these countries is cur­
rently under way. 
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2007–2008 

Table 1.2 

Market FTSE classification JPM classification Citibank classification 

Argentina Secondary Emerging 1.6 3 
Chile Secondary Emerging 1.4 1 
Colombia Secondary Emerging 2.1 2 
Egypt Secondary Emerging 2.0 2 
Philippines Secondary Emerging 2.0 2 
India Secondary Emerging 1.8 2 
Indonesia Secondary Emerging 1.5 3 
Israel Developed 2.0 2 
China Secondary Emerging 1.6 2 
Malaysia Secondary Emerging 2.0 2 
Morocco Secondary Emerging 1.6 2 
Pakistan Secondary Emerging 2.5 3 
Peru Secondary Emerging 1.8 2 
Poland Advanced Emerging 1.6 1 
Russia Secondary Emerging 2.9 2 
Thailand Secondary Emerging 1.6 2 
Czech Republic Secondary Emerging 1.8 2 
Turkey Secondary Emerging 1.5 3 
Hungary Advanced Emerging 1.4 1 

sented in previous correspondence. Otherwise, we 
would stress that an evaluation of macroeconomic 
and political conditions will typically be an integral 
part of any investment decision. 

Size and liquidity 

Previous letters have discussed matters related to 
new countries in the benchmark portfolio having 
to be of a certain size. This has been justified by 
operational factors and the fact that small markets 
will contribute only marginally to diversifying the 
Fund. After more than a decade of global equity 
management, Norges Bank believes that it is not 
necessary to restrict the number of countries in 
the benchmark portfolio on these grounds. Nor­
ges Bank also believes that small markets should 
not be excluded on the basis of limited diversifica­
tion characteristics. It seems more appropriate to 
base the benchmark portfolio on the markets 
included at any given time in the FTSE Global All 
Cap Index. 

The liquidity of each individual market is 
assessed continuously by NBIM and is an integral 
part of its investment philosophy for generating 
the maximum possible return on its investments. 
Of the new markets not already approved for the 

Fund’s investment universe through the process 
for the approval of new countries, there are four 
which, based on FTSE’s criteria, are not as liquid 
as the others: Argentina, Colombia, Peru and 
Morocco. With the current investment strategy, 
these countries will make up less than 0.2 per cent 
of the Fund’s overall benchmark portfolio. 
Furthermore, their market capitalisation is con­
centrated between a relatively small number of 
companies. NBIM will therefore be able to take 
the time it takes to establish the desired weight in 
these companies without this impacting apprecia­
bly on the level of tracking error. 

Settlement systems 

For a global investor, it is very important to assess 
the quality of settlement systems and the safegu­
ards provided by financial markets legislation in 
each country. The markets must also meet certain 
requirements to be included in the investment 
universe. Generally speaking, settlement risk is 
higher in emerging markets than in developed 
markets. Furthermore, the legal framework in 
emerging markets is typically less adequate. This 
is quite clear from the assessment performed by 
FTSE (see Enclosure 2). 
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Norges Bank has obtained up-to-date updated 
assessments from the evaluation systems of its 
two global custodians: JPMorgan Chase (JPM)8 

and Citibank9. These institutions’ operations give 
them an in-depth insight into the settlement sys­
tems in each individual country. When these insti­
tutions assess the risk associated with settlement 
and clearing systems in a particular country, they 
often start from established best practice stan­
dards based on SEC (Rule 17f-7) or BIS require­
ments. The table below shows how each of the 19 
new markets are rated by JPM and Citibank: 

Both JPM and Citibank give markets a score 
from 1 to 3, where 1 is best. Based on JPM’s crite­
ria, only three markets score less than 2: Colom­
bia, Pakistan and Russia. Citibank finds that 
Argentina, Indonesia, Pakistan and Turkey are 
the countries in the FTSE Global All Cap universe 
with the weakest settlement systems. These three 
countries perform much better in JPM’s classifi­
cation, which takes account of a somewhat broa­
der set of criteria. It should be stressed that this 
type of evaluation is relatively subjective and lia­
ble to change. The underlying trend is towards 
better and more secure settlement systems in the 
individual markets, because this promotes larger 
capital inflows and so a better basis for economic 
growth. Norges Bank therefore believes that the 
sum of the continuous evaluation and monitoring 
achieved through the proposed criteria for coun­
tries in the benchmark portfolio, and the objecti­
ves and other control measures on the part of the 
portfolio manager, is sufficient for there not to be 
a need to establish a minimum requirement for 
the settlement system in each individual market. 

8	 This score is an average of JPM’s assessment of eight fac­
tors: trade matching, settlement type, securities type, deposi­
tory, failure provisions, settlement cycle, regulatory over­
sight, and securities legal framework, where 1 is best and 3 
is worst. 

9	 This score is based on the SEC’s requirements for an eligi­
ble securities depository (Rule 17f-7). Definitions: 
1=Depositories have well-established and tested functions, 
often with tangible central bank/government support. 
Potential issues in evaluation factors are few, if any, and do 
not present cause for concern. 
2=Depositories have acceptable measures in place for the 
factors evaluated, but may present one or more shortco­
mings that highlight a need for improvement in relation to 
the evaluation criteria. In some cases, a specific risk is balan­
ced by better than average evaluations of other relevant fac­
tors. 
3=Depositories exhibit above-average risk conditions in one 
or more evaluation factors. Investors are left relatively 
unprotected. The likelihood of depository performance 
issues is uncomfortably high; mechanisms to contain their 
effects may be inadequate. 

Requirements for financial markets legislation 

Besides the assessments performed by FTSE, 
Norges Bank has carried out an independent 
assessment of financial markets legislation in all 
of the markets in question. A summary of key fea­
tures in areas such as market structure, market 
regulation, tax system and supervisory arrange­
ments in each country can be found in Enclosure 
3. Norges Bank has not, in this context, perfor­
med a separate evaluation of potential aspects of 
reputational risk due to investment in particular 
countries. Information about such matters will be 
available from sources such as Transparency 
International if the Ministry of Finance wishes to 
prioritise this in its assessment. 

In short, all markets have established a body 
of legislation which regulates key aspects of the 
financial market, as well as supervisory arrange­
ments which ensure monitoring of markets and 
market players in a way which is considered ade­
quate for NBIM to invest in these markets. This 
material therefore largely confirms the assess­
ments performed by FTSE – and this further sup­
ports the recommendation to include these mar­
kets in the benchmark portfolio. 

In line with the established procedure, NBIM 
will perform a separate process for the approval of 
each individual country in connection with invest­
ment being permitted in new markets. This pro­
cess will also cover the countries already included 
in the benchmark portfolio. Besides the informa­
tion which has been produced (see Enclosure 3), 
this process will involve thorough assessment of 
all factors mentioned in Section 4 of this letter. 

Corporate governance issues 

The Ministry of Finance has also asked Norges 
Bank to report specifically on corporate gover­
nance issues. 

NBIM exercises ownership rights for the 
Government Pension Fund – Global and Norges 
Bank’s foreign exchange reserves. As the basis 
for this work, we analyse companies’ governance 
structure, protection of shareholder rights, obser­
vance of human rights, environmental issues and 
other matters related to their activities which 
impact on the sustainability of both the companies 
and the portfolio. 

We would point out that a country assessment 
already takes into account a number of gover­
nance criteria, such as the existence of a well-
functioning market, settlement systems, political 
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and macroeconomic stability, and legal safegu­
ards when investing in the market. In addition, 
corporate governance issues in emerging mar­
kets will more naturally form part of the individual 
portfolio manager’s risk assessments at company 
and sector level than of an assessment of whether 
or not to invest in the market at all. 

Norges Bank believes that corporate gover­
nance criteria should not be a deciding factor in 
whether or not markets are included in the invest­
ment universe or the benchmark portfolio. We are 
of the opinion that good corporate governance 
can best be promoted through presence and enga­
gement, and that this will mainly concern com­
pany-specific matters. Nor, in practice, has corpo­
rate governance been a criterion to date in the 
exclusion of markets from the investment uni­
verse or the benchmark portfolio. 

If corporate governance is to be a factor, the 
challenge will be deciding which criteria are to be 
assessed, and what standards a country’s rules 
must meet for them to be deemed adequate. If we 
are in a position to establish such standards, it has 
to be assumed that several countries which have 
already been approved, both within and outside 
the current benchmark portfolio, may be less 
functional than the potential new countries. In 
addition, individual companies’ articles of associa­
tion may ensure standards of corporate gover­
nance which exceed the requirements of the 
country’s legislation, in which case a country-
based assessment will be of little relevance. It 
would be unfortunate to have to exclude a poten­
tial investment in a company with articles of asso­
ciation which afford adequate protection of share­
holder rights simply because the company is 
registered in a country with an inadequate regula­
tory framework. 

There is the same challenge when it comes to 
matters of human rights and the environment. A 
limit would need to be established for what is defi­
ned as inadequate environmental regulation. 
Human rights are a well-known quantity, but there 

Table 1.3 Annualised returns 

would still be a need to define the degree to which 
a country must respect them. If such questions 
and standards are to be assessed, this could come 
into conflict with the situation in countries already 
included in the investment universe and the ben­
chmark portfolio. In addition, such issues will 
often be linked to sectors and companies rather 
than countries in general. A country-based assess­
ment will therefore be inappropriate. It can also 
be added that, in today’s global market, breaches 
of human rights, environmental regulations and 
anti-corruption rules will often take place in coun­
tries other than the one in which a company is 
registered. Again, a country-based approval pro­
cess could prevent investment in companies with 
adequate governance. 

The challenge associated with the exercise of 
ownership rights has been emphasised in previ­
ous correspondence on the inclusion of emerging 
markets in the Government Pension Fund – Glo­
bal. NBIM already has access to the necessary 
information on all of the companies in the FTSE 
index. Even though the number of companies in 
the benchmark will grow by around 850, this is a 
relatively modest increase compared to the 
increase of around 4,500 companies resulting 
from the expansion of the equity benchmark to 
include the small-cap segment. Norges Bank 
believes that the proposed expansion as such is 
manageable within its current active ownership 
set-up. It therefore seems inappropriate to look 
more closely at corporate governance issues at 
country level at this stage. 

Risk and returns 

Emerging markets account for a relatively small 
part of the overall market capitalisation of global 
equity markets, and the impact on a fund such as 
the Government Pension Fund – Global will there­
fore be limited. This section analyses the risk and 
return characteristics of the equity benchmark 
portfolio resulting from the inclusion of emerging 

Geometrical return Arithmetical return 

Emerging Developed Emerging Developed 
Entire period markets markets markets markets 

9.0% 9.7% 8.6% 9.2% 
January 1994 to December 1998 -9.3% 16.1% -9.7% 14.9% 
January 1999 to December 2003 16.8% 3.1% 13.0% 2.6% 
January 2004 to December 2007 25.9% 10.5% 31.0% 13.3% 
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Table 1.4 Annualised volatilities based on daily 

returns 

Emerging Developed 
Entire period markets markets 

17.1% 13.0% 
January 1994 to 
December 1998 17.9% 11.1% 
January 1999 to 
December 2003 16.6% 16.2% 
January 2004 to 
December 2007 16.6% 10.2% 

markets. This analysis uses historical return 
series for the FTSE All World Developed, FTSE 
All World Advanced Emerging and FTSE All 
World Secondary Emerging Indices10. The data 
run from 1994 to December 2007, and the US dol­
lar has been used as base currency. Continuous 
rebalancing to the specified weights in the diffe­
rent markets is assumed. The weights used are 
based on market capitalisation in December 2007, 
adjusted for strategic weights. There is a 10 per 
cent weighting of emerging markets (5 per cent 
FTSE All World Advanced Emerging and 5 per 
cent FTSE All World Secondary Emerging) and a 
90 per cent weighting of developed markets. 

As can be seen from the table below, emerging 
markets were consistently more volatile than 
developed markets. Over the period as a whole, 
the risk in emerging markets, as expressed by the 
annual standard deviation, was 32 per cent higher 
than in developed markets. If we look at the diffe­
rent sub-periods, volatility in emerging markets 
was significantly higher in two and marginally 
higher in one. 

Over the period 1994-2007 as a whole, the 
return on emerging markets was slightly lower 
than on developed markets. Closer analysis reve­
als that Advanced Emerging markets generated a 
slightly higher return than developed markets, 
and Secondary Emerging markets a slightly lower 
return. 

If we look at the different sub-periods, emer­
ging markets produced a significantly lower 
return in the first period, but significantly higher 
returns in the other two. 

10 Medium- and large-cap companies are included, while small-
cap companies are excluded. Small-cap companies acco­
unted for about 12 per cent of the FTSE Global All Cap Index 
in December 2007. This is not believed to affect the conclu­
sion from this analysis significantly, as the distribution bet­
ween the different sizes of company is relatively similar in all 
three country categories. 
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Figure 1.2 Rolling historical correlation 

The correlation between the two types of mar­
ket varied during the period. Over the period as a 
whole, the correlation was 0.51. This is a low 
level, resulting in a good diversification effect at 
portfolio level. Although the volatility in emerging 
markets was significantly higher than in develo­
ped markets during the period, the risk in the 
benchmark index would not have increased had 
emerging markets been included. This applies 
both to the period as a whole and to the first two 
sub-periods. In the final sub-period (January 2004 
to December 2007), the volatility of the bench­
mark index would have increased had emerging 
markets been included. The chart below suggests 
that the correlation between developed and emer­
ging markets is increasing. 

The table below shows the estimated annual 
volatility for a benchmark index which also inclu­
des emerging markets. 

All forward-looking statements are subject to 
considerable uncertainty, but there are probably 
grounds to attach more importance to the latest 
data as a guide to future developments. Increased 
globalisation, growing similarities in industrial 
structure between emerging and developed mar­
kets, and the development of adequate settlement 
systems and legal frameworks could lead to a 

Table 1.5 Correlation between return on emerging 

and developed markets based on daily price obser­

vations 

Entire period 0.51 

January 1994 to December 1998 0.37 
January 1999 to December 2003 0.52 
January 2004 to December 2007 0.78 



     

158 Report No. 16 to the Storting 2007–2008 
On the management of the Government Pension Fund in 2007 

Table 1.6 Annualised volatilities based on daily returns 

Entire period Emerging markets Developed markets ”New portfolio” 

17.1% 13.0% 12.8% 
January 1994 to December 1998 17.9% 11.1% 11.0% 
January 1999 to December 2003 16.6% 16.2% 15.9% 
January 2004 to December 2007 16.6% 10.2% 10.3% 

higher level of correlation. However, there will 
still be diversification effects from emerging mar­
kets which can be exploited to achieve a favoura­
ble risk-adjusted return. Based on historical data, 
a portfolio of both developed and emerging mar­
kets will be less volatile than a portfolio consisting 
solely of developed markets. Both the weighting 
of emerging markets and the diversification effect 
mean that their inclusion will have only marginal 
effects on the portfolio’s risk profile. 

6	 Recommendation 

Norges Bank recommends that the benchmark 
portfolio for equities in the Government Pension 
Fund – Global be expanded to include all of the 
countries classified at any given time as Develo­
ped, Advanced Emerging or Secondary Emerging 
in the FTSE Global All Cap Index. The Bank is of 
the opinion that the assessments performed by 
FTSE when classifying markets is robust and suf­
ficient for these countries to be included in the 
benchmark portfolio for the Fund. Drawing on 
the index supplier’s established annual review 
processes will simplify and improve the monito­
ring and maintenance of approved countries. The 
criteria used by FTSE are transparent and are 
considered by Norges Bank to be sufficient for 
classifying markets’ suitability for international 
investors. Changes in the indices are announced 
in good time in order to minimise market impact. 

At the same time, Norges Bank recommends 
that the current requirements for an adequate 
approval process for all new countries before 
investment is made in a new market be retained. 
Besides an additional independent assessment of 
many important criteria already covered by FTSE, 

this process ensures that NBIM has procedures, 
processes and systems which can handle these 
equity investments satisfactorily. Norges Bank 
has paid particular attention to settlement and cle­
aring systems and to issues related to market 
regulation and financial markets legislation in its 
assessment of the criteria for the inclusion of 
emerging markets in the Government Pension 
Fund – Global’s equity benchmark portfolio. 

The inclusion of emerging markets in the ben­
chmark portfolio will not affect the Fund’s risk 
and return characteristics to any significant 
degree. This is due to their relatively low weight 
in the benchmark portfolio and some diversifica­
tion gains. However, there is reason to believe 
that, in time, emerging markets will account for a 
more significant share of the equity market uni­
verse, and it may therefore be appropriate for the 
Fund to have exposure to these markets at as 
early a stage as possible. As part of its everyday 
management activities, NBIM will make a number 
of judgements in order to replicate the bench­
mark index. These judgements concern, among 
other things, transaction costs, settlement risk, 
legal risk, macroeconomic conditions, and the 
degree to which deviations from the benchmark 
portfolio will help to exploit the limit for active 
risk. 

Yours faithfully 
Svein Gjedrem  Yngve Slyngstad 

Enclosures 
1.	 NBIM’s process for the approval of new coun­

tries 
2.	 FTSE’s country evaluation matrices 
3.	 Summary of market regulation in each of the 

19 new countries 
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Appendix 2 

Recommendations concerning the investment strategy for the 
Government Pension Fund – Global – ownership limit 

Letter from Norges Bank to the Ministry of Finance of 1 February 2008 

1 Introduction  

We refer to the Ministry’s letter dated 19 Novem­
ber 2007 asking Norges Bank to make a reassess­
ment of the issue of raising the limit on the per­
mitted ownership interest in individual compa­
nies, cf previous letter from Norges Bank dated 11 
March 2005. 

Norges Bank considers it important that the 
limit on permitted ownership shall be raised, and 
recommends that it is set at 15 per cent of a com­
pany’s voting shares. The need for such an 
increase is warranted particularly by the fact that 
assets under management in the Government 
Pension Fund – Global have increased substanti­
ally, and the fact that the guidelines for the compo­
sition of the benchmark portfolio have been revi­
sed to include a 60 per cent allocation to equities 
and also now include small-cap companies. It 
should be stressed that this does not entail a pro­
posal to change the principle of Norges Bank 
remaining a financial (rather than strategic) inves­
tor. Norges Bank does not intend to raise the equi­
valent limit of 5 per cent which applies to the 
investment portfolio in its foreign exchange reser­
ves. 

Reference is also made to Norges Bank’s 
recommendation in a separate letter that the regu­
latory framework for the Government Pension 
Fund – Global be amended to permit investments 
in pre-IPO companies. 

2 History  

Section 6 of the Regulation on the Management of 
the Government Pension Fund – Global contains 
a provision setting an upper limit on the owners­
hip of shares issued by a single company: 

“The investments may not be placed such that 
the Fund attains a holding of more than five per 

cent of the shares of a single company that con­
fer voting rights. 

 […] The overall goal of exercise of owners­
hip is to safeguard the Fund’s financial inte­
rests.” 

Originally, the ownership limit for the Fund was 
set at 1 per cent of both voting shares and the 
company’s share capital. It was then raised to 3 
per cent in 2000. When Norges Bank wrote to the 
Ministry of Finance on 11 March 2005 recommen­
ding an increase in the limit from 3 to 10 per cent, 
the following points were stressed: 
–	 Norges Bank (as the registered owner of sha­

res in the Government Pension Fund – Global) 
is to remain a financial investor rather than a 
strategic investor. 

–	 The ownership limit cannot be justified by the 
need to diversify investments. Diversification 
is assured through the choice of benchmark 
index and the limit for tracking error. 

–	 The limit of 3 per cent was increasingly beco­
ming an obstacle for both internal and external 
management in terms of taking the desired 
risk through individual positions. 

–	 A small increase in the limit would not be 
enough to resolve these challenges in the lon­
ger term. 

The Ministry of Finance considered this proposal 
in the National Budget for 2006 and revised the 
Regulation to raise the limit from 3 to 5 per cent. It 
was noted at the same time that continued growth 
in the Fund and changes in its strategy could 
affect the decision on maximum ownership inte­
rest, and that any subsequent reassessment could 
build on experience of the limit at 5 per cent. 

In March 2006, Norges Bank proposed a 
change in the wording of Section 6 of the Regula­
tion so that the ownership limit would apply only 
to voting shares and not also to share capital. It 
was stressed that this proposal would not change 
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the principle that the Bank is to be a financial 
investor, and that this restriction was not needed 
as a means of assuring the diversification of the 
portfolio. It was also noted that the change would 
make it clearer which instruments (beyond sha­
res with voting rights) would be taken into acco­
unt when calculating ownership interests. The 
point of departure was that all instruments which 
can be used to attain an ownership position which 
allows the exercise of voting rights are to be inclu­
ded in these calculations. The Ministry of Finance 
responded to this proposal in the Revised Natio­
nal Budget for 2006, and the Regulation was 
amended to its current reading with effect from 1 
June 2006. 

The Government’s Report to the Storting No. 
24 (2006-2007) On the Management of the Govern­
ment Pension Fund in 2006 considered the expan­
sion of the Fund’s benchmark portfolio to include 
shares in small-cap companies. This change has 
now been approved and is being phased in. The 
Ministry notes in its assessment: “If small-cap 
companies are to be included in the benchmark 
portfolio, the managers will probably wish to 
increase their holdings in order to keep the size of 
the active positions. The 5 pct. limit on ownership 
stakes may make this more difficult. ” 

3 Relevant developments 

The value of the Government Pension Fund – Glo­
bal is undergoing strong and continuous growth. 
When Norges Bank submitted its proposal to 
increase the maximum permitted ownership inte­
rest in 2005, the Fund’s equity portfolio had a value 
of NOK 427 billion. In the National Budget for 
2008, the Ministry of Finance is recommending an 
inflow of new capital into the Fund of NOK 265 bil­
lion in 2008. The Guidelines for the Management of 
the Government Pension Fund – Global have been 
amended to increase the allocation to equities in 
the benchmark portfolio to 60 per cent, and this 
change is currently being phased in. The Fund’s 
equity portfolio will soon be four times larger than 
when Norges Bank originally proposed raising the 
ownership limit to 10 per cent. 

Another important development is that the 
benchmark portfolio now includes small-cap com­
panies. This means that the number of companies 
in the benchmark portfolio has grown from 
around 2,400 to 6,900. This in itself necessitates 
larger ownership interests, because investments 
here will be more concentrated. 

4 The need to raise the upper limit on 
ownership 

On balance, Norges Bank believes that there is a 
strong need to increase the limit on permitted 
ownership for equity investments in the Govern­
ment Pension Fund – Global, and that this would 
most appropriately be set at 15 per cent. 

One important element of Norges Bank’s invest­
ment strategy for achieving excess returns has been 
to make a large number of independent and uncor­
related investment decisions. As part of this stra­
tegy, a large number of internal and external mana­
gers are used, where each manager is awarded an 
investment universe restricted geographically and/ 
or to one or more sectors. To prevent breaches of 
the Regulation, the individual managers have to be 
awarded quotas, which must also contain a certain 
safety margin. Taken together, this entails conside­
rable operational challenges and a reduction in the 
risk which can be allocated to each sub-portfolio. 

When purchasing external management servi­
ces, Norges Bank has to impose restrictions on 
holdings in individual companies which are not 
commonplace in the market. To be able to comply 
with these restrictions, external managers must 
often allocate a smaller share of Norges Bank’s 
portfolio to individual companies than they do for 
other clients. External managers are therefore 
forced to treat Norges Bank differently to other 
clients, which also makes the return difficult to 
compare in retrospect with that achieved for other 
clients. In addition, the portfolio currently has a 
smaller allocation to external mandates and lower 
overall risk exposure than it would with a higher 
limit on permitted ownership. 

From time to time, Norges Bank may also 
wish to participate in relatively large capital 
expansions at individual companies wishing to 
recapitalise. With a low ownership limit, Norges 
Bank can put up only a limited amount at an early 
stage of such a recapitalisation process. 

As stated in previous letters from Norges Bank, 
there is no need for a restriction on ownership as a 
means of assuring diversification in the Fund. The 
equity benchmark currently consists of around 
6,900 equities now that small-cap companies are 
also included. The number of equities in the Fund is 
in excess of 7,400. From a diversification perspec­
tive, the level of ownership in the individual com­
pany is of little importance; the degree of diversifi­
cation is determined by the choice of benchmark 
portfolio and the limit for tracking error (active 
risk) relative to this benchmark portfolio. 
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The largest funds in Europe with which it is 
natural to compare the Fund do not have any 
restrictions on ownership levels. Dutch funds ABP 
and PGGM and Britain’s Hermes have not set any 
upper limits on holdings in individual companies. 

Through the external management of the 
Fund, Norges Bank is in contact with a large glo­
bal network of portfolio managers. It is standard 
practice in the market for financial investors to 
use 15 or 20 per cent as an internally imposed 
limit on ownership. 

Norges Bank does not see a need to make any 
changes in the principles for the calculation of 
ownership interests. In line with the Bank’s letter 
dated 9 March 2006 and the Ministry’s delibera­
tions in Section 3.4.2.4 of the Revised National Bud­
get for 2006, the limit applies to both holdings of 
shares with voting rights and holdings of other 
instruments (including ADRs, GDRs and derivati­
ves) which can be used to attain an ownership posi­
tion which allows the exercise of voting rights. 

5 The role as financial investor 

As can be seen from previous statements and 
assessments concerning the maximum permitted 
level of ownership in the Government Pension 
Fund – Global, the key consideration behind this 
limit has been to ensure that the Fund remains a 
financial investor and does not exercise strategic 
ownership. As mentioned in our letter of 11 March 
2005, the Bank is of the opinion that it is not the 
percentage limit on ownership which is crucial to 
the difference between a strategic investor and a 
financial investor, but the investor’s objectives for 
his investments and how, through his actions, he 
uses the influence he has as a larger shareholder. 

There has recently been an international 
debate about the role of sovereign wealth funds – 
see, for example, the proposal from US Secretary 
of the Treasury Henry Paulson in October 2007 
concerning the need to establish a code of best 
practice for funds of this kind. In the debate about 
sovereign wealth funds, questions have been 
asked particularly about the lack of transparency 
about these funds’ investment strategy and exer­
cise of ownership rights, and what it means to 
have these funds come in as owners. It has been 
claimed, for example, that a lack of transparency 
gives some sovereign wealth funds a correspon­
ding lack of predictability. The level of ownership 

in individual companies has not in itself been 
highlighted as problematic. Opinions of the 
Government Pension Fund – Global seem to be 
largely positive1. Importance is attached to owner 
and manager providing a greater degree of 
insight into investment strategy and ownership 
than is usual among sovereign wealth funds. 

As manager of the Government Pension Fund 
– Global, Norges Bank is to act as a financial 
investor. It is recommended that the final sen­
tence of the second paragraph of Section 6 of the 
Regulation be retained, and no changes are propo­
sed in the Ethical Guidelines which govern the 
Bank’s exercise of ownership rights for the 
Government Pension Fund – Global. As a finan­
cial investor still, Norges Bank would not permit 
the Bank’s employees or representatives to be 
elected onto companies’ governing bodies. 

Norges Bank also manages the investment 
portfolio in its foreign exchange reserves, which 
had a value of NOK 214 billion at the end of 2007. 
The Bank’s corporate governance principles apply 
to both funds. If the limit on ownership in the 
Government Pension Fund – Global is raised to 15 
per cent, Norges Bank’s combined ownership 
could be as high as 20 per cent. Given the signifi­
cantly smaller size of the investment portfolio and 
the similar investment strategy, combined 
ownership on this scale is unlikely. Norges Bank 
does not intend to raise the limit on ownership 
which applies to the investment portfolio in its for­
eign exchange reserves. 

6 Proposed change 

It is proposed that the first sentence of Section 6 
of the Regulation on the Management of the 
Government Pension Fund – Global be amended 
to read as follows: 

“The investments may not be placed such that 
the Fund attains a holding of more than fifteen 
per cent of the shares of a single company that 
confer voting rights.” 

Yours faithfully

Svein Gjedrem  Yngve Slyngstad


1 A footnote to Appendix III to the US Treasury’s semi-annual 
Report to Congress on International Economic and Exchange 
Rate Policies in June 2007 states: “Norway’s Government 
Pension Fund – Global is broadly recognized as exemplify­
ing best practices in transparency.” 
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Appendix 3 

Recommendations concerning the investment strategy for the 
Government Pension Fund – Global – concerning pre-IPO 

companies 

Letter from Norges Bank to the Ministry of Finance of 1 February 2008 

1 Introduction  and in companies which have been delisted but 
are preparing for relisting. 

We refer to Norges Bank’s letter to the Ministry In its letter of 20 October 2006, Norges Bank 
of Finance dated 20 October 2006, where one of argued in favour of the inclusion of private equity 
the proposed changes was the expansion of the in general, with an upper limit of 5 per cent of the 
investment universe for the Government Pension Fund’s total equity investments. As a short-term 
Fund – Global to permit investment in equities solution, Norges Bank proposed that the invest-
expected to be listed on a regulated and recogni­ ment universe should include equities expected to 
sed marketplace within 24 months. The Ministry be listed in the next 12-24 months. Norges Bank’s 
of Finance dealt with most of the Bank’s proposed Executive Board approved such a change for the 
changes in Report to the Storting No. 24 (2006­ investment portfolio in its foreign exchange reser­
2007), but the question of investment in private ves in the autumn of 2006. We believe that this 
equity was not covered. change should also be made for the Government 

In this letter, Norges Bank again proposes that Pension Fund – Global, but slightly less restricti­
the investment universe for the Government Pen­ vely. Norges Bank believes that the provision 
sion Fund – Global be expanded so that invest- should also include cases with a longer time hori­
ment can be made in equities expected to be lis­ zon than 24 months. It is therefore proposed that 
ted on a regulated and recognised marketplace. the provision for the Government Pension Fund – 

Global should more generally include companies 
which have decided to have their shares listed. 

2 Expansion of the investment Norges Bank recommends that the invest-
universe to include pre-IPO ment universe for the Government Pension Fund 
companies – Global be expanded such that it is permitted to 

hold shares in companies which have applied for, 
One important element of Norges Bank’s invest­ or have concrete plans to apply for, listing on a 
ment strategy for achieving excess returns has regulated and recognised marketplace. Rather 
been to make a large number of independent and than setting a time limit for when listing is expec­
uncorrelated investment decisions. This strategy ted to take place, it is proposed that the expansion 
is to be retained. In the development of the regula- should cover shares issued by companies which 
tory framework for the Government Pension have decided to have their shares listed. On this 
Fund – Global importance should be attached point, our proposal corresponds to the wording 
importance to permitting additional and indepen­ (see below) which the Ministry has established 
dent opportunities to generate excess returns. for the Government Pension Fund – Norway. 
The current rules limit equity investments to As with all other investments in the Govern-
equity instruments listed on a regulated and ment Pension Fund – Global, Norges Bank will 
recognised marketplace. For a large and long- have a duty to ensure that the Bank has adequate 
term portfolio such as the Government Pension risk systems and control procedures which cap-
Fund – Global, it is also potentially profitable to ture equities not yet listed. This will also include a 
invest in companies at an early stage of their requirement for satisfactory valuation of such 
development, including the period prior to listing, investments. 
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3 Proposed change 

It is proposed that a new sixth paragraph be inclu­
ded in Section 4 of the Regulation on the Manage­
ment of the Government Pension Fund – Global: 

“The portfolio may, in accordance with the 
same currency and regional distribution, be 
invested in equity instruments that are not lis­
ted on a regulated and recognised marketplace 
if the company has applied for, or has concrete 

plans to apply for, admission to such a market­
place.” 

The current sixth paragraph then becomes the 
new seventh paragraph. 

Yours faithfully

Svein Gjedrem  Yngve Slyngstad
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Appendix 4 

Recommendations concerning the investment strategy for the 
Government Pension Fund – Global – emerging markets 

Letter of 28 February 2008 from the Ministry of Finance’s Advisory Council on Investment Strategy 

1 Background  

In a letter of 26 November 2007 from the Ministry 
of Finance, the Advisory Council on Investment 
Strategy (the Strategy Council) has been asked to 
render advice on what additional emerging mar­
kets, if any, to include in the Fund’s equity bench­
mark. 

The mandate of the Strategy Council emphasi­
zes the following four general principles gover­
ning the Fund’s investments: 
–	 The objective of the management of the Fund 

is to achieve the maximum possible expected 
return, subject to moderate risk. 

–	 The Fund shall be a financial investor, and not 
a tool for strategic ownership in individual com­
panies. 

–	 The Fund shall be well diversified. 
–	 A long-term investment horizon shall be adop­

ted. 

These principles are the main premises underpin­
ning the recommendations made by the Strategy 
Council in the present letter. 

It is not part of the Council’s mandate to give 
advice on ethical questions, which is a matter for 
the Council on Ethics. 

2	 Investments in emerging equity 
markets 

The term “emerging equity market” refers to a 
stock market that is in transition, increasing in 
size, activity or level of sophistication. A market is 
usually classified as emerging if it is located in a 
low- or middle-income economy or if its investable 
market capitalization is low relative to gross natio­
nal income. 

Typical characteristics of emerging equity 
markets are investment restrictions such as for­
eign ownership limits, capital controls, extensive 

government involvement with listed companies 
and other regulations affecting foreign invest­
ment. In addition, issues such as operational effi­
ciency, quality of market regulation, supervision 
and enforcement, corporate governance practi­
ces, minority shareholder rights, transparency 
and level of accounting standards are also impor­
tant for potential foreign investors to consider. So-
called country risk factors, such as political, econ­
omic and financial risks, are often evaluated sepa­
rately from market risks by foreign investors. 

In the Regulations relating to the Government 
Pension Fund – Global, an important distinction is 
made between eligible markets (the investment 
universe) and markets that are included in the 
Fund’s benchmark. The benchmark may be inter­
preted as an indication of where the Fund shall be 
invested unless Norges Bank wishes to draw on 
the risk allowance it has been allocated for devia­
tions from the benchmark. Eligible markets 
include those markets in which the Fund may be 
invested. 

In the current benchmark comprising 27 
equity markets, all markets have to be open to for­
eigners, have satisfactory legislation regarding 
investors’ rights, and satisfy minimum require­
ments regarding settlement systems, size, liqui­
dity, and political and macroeconomic stability. 
The markets should also contribute to increasing 
the expected risk-adjusted portfolio return. The 
latter requirement favours markets with large 
market capitalisations. The current benchmark 
includes the following five emerging equity mar­
kets: Brazil, Mexico, Taiwan, South Korea and 
South Africa. 

Since 2004, the set of eligible markets has 
been larger than the set of markets included in 
the Fund’s benchmark. In 2007, the earlier list of 
eligible markets was abolished. Since then, new 
markets have been approved according to inter­
nal guidelines on the part of Norges Bank, based 
on overarching stipulations from the Ministry of 
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Finance concerning valuation, return measure­
ment and the management and control of risk. As 
of January 2008, Norges Bank has approved 
investments in 11 equity markets that are not 
included in the Fund’s benchmark. 

3	 Index methodology 

New emerging markets may be included in the 
Fund’s benchmark by adopting a broader version 
of the FTSE All Cap index. Since 2003, FTSE has 
developed a framework for including new markets 
in the FTSE benchmark. The Strategy Council is 
of the view that FTSE’s current methodology, 
described in Appendix 1, offers many advantages 
when compared to the earlier screening proces­
ses adopted for the Fund in 2000 and 2003. The 
advantages may be summarised as follows: 
–	 FTSE has a set of rules for including or exclu­

ding new markets in or from its benchmark. 
Markets that are not included in the FTSE ben­
chmark are either too small, have very low 
liquidity or fail to qualify due to assessments 
pertaining to more qualitative risk factors. The 
following criteria must be met before a country 
can be included in the FTSE benchmark: 
–	 Permission for direct equity investment by 

non-nationals 
–	 Availability of accurate and timely data 
–	 Absence of any significant exchange con­

trols which would prevent the timely repa­
triation of capital or dividends 

–	 The demonstration of significant internatio­
nal investor interest in the local equity mar­
ket 

–	 Existence of adequate liquidity in the mar­
ket. 

–	 If the Fund adopts the FTSE framework, upgra­
des and downgrades of markets will have an 
immediate effect on the Fund’s benchmark. 
This is preferable to a system where the 
Ministry has to initiate a new review in order to 
change the market composition of the bench­
mark. 

–	 The FTSE methodology takes into considera­
tion the costs incurred by adding or removing 
countries to or from the benchmark. Changes 
occur infrequently and are announced at least 
six months in advance. 

It is the Council’s view that FTSE’s rules for selec­
ting markets for the global benchmark offer a tho­
rough and transparent methodology. It also invol­

ves minimum requirements in areas that have 
been of concern in the reviews of the Fund’s ben­
chmark in 2000 and 2003. Against this back­
ground, the Council has narrowed its search for 
an alternative benchmark to alternative combina­
tions of the markets covered by the global FTSE 
All Cap index. 

4	 Alternative benchmarks 

The FTSE All Cap index encompasses markets in 
48 countries, including Norway. The set of consti­
tuent companies in each country is fully free-float 
adjusted, based on periodic reviews, and in accor­
dance with FTSE’s index rules, to reflect the 
actual availability of stock for public investment in 
the market. The weight of each company in the 
index is adjusted to reflect the market capitalisa­
tion investable for foreign investors, and the index 
methodology reduces the number of companies 
in the FTSE index. As shown in Appendix 3, the 
number of companies included in the FTSE ben­
chmark is significantly less than the total number 
of companies listed in each emerging market. 

FTSE has classified countries into three 
groups: Developed Countries, Advanced Emer­
ging Countries and Secondary Emerging Coun­
tries. When comparing the Fund’s current bench­
mark to the FTSE classifications shown in Table 
1, we find that the current benchmark includes all 
the FTSE developed foreign markets (as of Janu­
ary 2008). The five emerging markets in the 
Fund’s benchmark are the five largest of the most 
mature emerging markets in the FTSE bench­
mark. Therefore, any further expansions of the 
benchmark involve investment in secondary 
emerging markets. 

Table 1. Countries covered by FTSE All Cap. 
Markets outside the scope of the Fund’s current 
benchmark are shown in bold. The Norwegian 
market is not included here, as the Government 
Pension Fund – Global is not permitted to invest 
in Norwegian assets. FTSE changes with effect 
from June 2008 are indicated in parenthesis. In 
addition, FTSE has announced that China 'A' Sha­
res, South Korea and Taiwan are on the watch list 
for possible upgrades. Greece and Pakistan are on 
the watch list for possible downgrades/exclu­
sions. 

The Council has evaluated two alternatives to 
the current benchmark: 

Alt. 1: FTSE All Cap (including Developed, 
Advanced Emerging and Secondary Emerging 
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Table 4.1 

Developed Advanced Emerging Secondary Emerging 

Belgium Brazil Argentina 
Finland Mexico Chile 
France South Africa China 
Greece South Korea Colombia 
Ireland Taiwan Czech Republic 
Italy Israel (classified as developed Egypt 
Netherlands from June 2008) India 
Portugal Indonesia 
Spain Malaysia 
Germany Morocco 
Austria Pakistan 
UK Peru 
Denmark Philippines 
Switzerland Russia 
Sweden Thailand 
USA Turkey 
Canada Hungary (classified as advanced 
Australia emerging from June 2008) 
Hong Kong Poland (classified as advanced 
Japan emerging from June 2008) 
New Zealand 
Singapore 

Countries). As of June 2008, this would add one 
developed (Israel), two advanced emerging 
(Poland and Hungary) and sixteen secondary 
emerging markets (China, India, Russia, Argen­
tina, Chile, Colombia, Czech Republic, Egypt, 
Indonesia, Malaysia, Morocco, Pakistan, Peru, 
Philippines, Thailand and Turkey). 

Alt. 2: FTSE All Cap Developed, FTSE All Cap 
Advanced Emerging Countries and only the three 
largest markets classified as FTSE Secondary 
Emerging Countries. As of June 2008, this would 
add one developed (Israel), two advanced emer­
ging (Poland and Hungary) and three secondary 
emerging markets (China, India and Russia). 

Alternative 1 involves an emerging market 
portion of about 10 pct. of the equity benchmark 
(based on the fixed regional weights in the Fund’s 
benchmark). With a somewhat more restrictive 
selection limited to the largest secondary emer­
ging markets, as in alternative 2, the portion of 
emerging markets in the benchmark would still 

be about 8 pct. Country weights for alternatives 1 
and 2 have been calculated in a separate table in 
Appendix 4. This table confirms that investments 
in India, China and Russia will form the largest 
components of the new investments under both 
alternatives. The main argument for selecting 
alternative 2 would be the limited diversification 
gains from adding the smallest countries. 

5	 Implications for expected return and 
risk 

The inclusion of additional emerging markets in 
the Fund’s benchmark must be expected to have 
only marginal effects on the Fund’s total return 
and risk. This is due to the small size of these 
markets, relative to the Fund’s total benchmark, 
and .a less than perfect correlation between emer­
ging equity markets and the remainder of the 
portfolio. 
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Past return data for the various FTSE aggrega­
tes are only available from December 2002. It is 
not meaningful to choose between alternative 
benchmarks based on an analysis of such short 
time series. The experience since 2002 still sup­
port the view that the effect over time on the 
Fund’s total risk will be limited. While the risk 
associated with FTSE Developed over this period 
(measured by the annual standard deviation of 
return in US dollars) was 9.1 pct., the correspon­
ding numbers for FTSE Advanced and Secondary 
Emerging were 17.1 and 17.4 pct., respectively. 
The historical risk associated with the FTSE All 
Cap, including all emerging markets, was still 
only marginally higher than 9.1 pct, at 9.4 pct. 

The five years since 2002 turned out to be a 
very favourable period for investors in emerging 
markets. The average annual nominal rate of 
return in FTSE emerging markets (advanced plus 
secondary) was 36 pct over that period, compared 
to 19 pct. in developed markets. Some argue for a 
higher return in emerging markets, as these 
countries are expected to achieve higher econo­
mic growth than developed countries over time. 
This effect has not been documented empirically, 
however. Dimson, Marsh and Staunton1 point out 
that GDP growth has not been, based on past 
returns, a good indicator of equity investment 
opportunities. Hence, even if one could predict in 
advance what countries would have the highest 
GDP growth, there is still no evidence that these 
markets would do best. 

The Council is of the view that the best case 
for strategic exposure to emerging markets has to 
do with low correlations with assets in developed 
markets and their implications for overall portfo­
lio risk.The Fund’s investment strategy is founded 
on the principles that it shall be well diversified 
and the investment horizon long-term. Therefore, 
the Fund should diversify by acquiring a repre­
sentative selection from the world’s stock and 
bond markets. This strategy is expected to 
achieve the maximum possible return at a mode­
rate level of risk in the long run. Increasing the 
emerging market exposure by choosing the broa­
dest available FTSE benchmark would be consis­
tent with the principles referred to above,even if it 
is difficult to quantify the expected improvement 
in terms of risk and return. 

Emerging markets currently constitute about 
10 pct. of the FTSE All Cap benchmark. If the 

1 Dimson, Marsh and Staunton, 2005. Economic growth and 
global investment returns. Global Investment Returns Year­
book 2005. 

emerging market portion grows as a result of the 
relative success of these markets, it will be an 
advantage for the Government Pension Fund to 
have an early presence in these markets. At the 
same time, any increase in the risk associated 
with the Fund’s portfolio of stocks and bonds 
from implementing a broader benchmark than 
the present one is likely to be small. 

The Strategy Council has also reviewed coun­
try risk, as measured by the International Coun­
try Risk Guide (ICRG), supplied by Political Risk 
Services. The index covers political, financial and 
economic risk, and is a composite index where 
political risk carries a twice as high weight as 
each of the two other risk factors. The index 
values are presented in Appendix 2. According to 
this indicator, there is a low level of country risk 
attaching to investments in Poland and Hungary. 
Investments in China, India and Russia appear to 
involve a moderate level of political risk, but low 
composite risk. There is a wide dispersion of 
index values for each of the remaining twelve 
countries classified as Secondary Emerging mar­
kets by FTSE. In aggregate, these markets are 
probably exposed to moderate political risk, and 
low composite risk, according to this indicator. 

It is the Council’s view that the country risk 
implied by using the FTSE benchmark should not 
prevent a long-term, well-diversified investor, 
such as the Government Pension Fund, from gai­
ning from broader exposure to emerging equity 
markets. If anything, the review of the ICRG 
points in favour of choosing the broadest available 
benchmark of investable markets. 

6 Other funds’ equity benchmarks 

Most large institutional investors have parts of 
their equity portfolios invested in emerging mar­
kets. CEM Benchmarking2 has defined a peer 
group for the Government Pension Fund – Global, 
comprising the 19 largest pension funds in the 
world. 13 of the peers had a specific policy alloca­
tion to emerging equities. At the end of 2006, the 
average allocation for these 13 funds was 53 per­
cent to listed equities. The average allocation of 
listed equities to emerging markets were 5.5 pct. 
Large institutional investors hold investments in 
emerging markets in other asset classes like 
bonds, real estate and private equity as well, alt­

2 The Ministry of Finance has for several years commissioned 
CEM Benchmarking Inc. to compare the management of the 
GPFG to that of other funds. 
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hough to a far lesser extent than in listed equities. 
Some of the world's largest pension funds 

have recently increased their exposure to emer­
ging markets. According to the investment plan 
2007-2009 for the largest Dutch pension fund, 
ABP, its strategic asset allocation to emerging 
markets is 16 percent of total listed equity. ABP 
has adopted the MSCI Emerging Markets index, 
comprising 25 emerging markets as of June 2007. 

The largest US pension fund, CalPERS, has 
two different index providers for its global equity 
benchmark. For US equities it uses Wilshire 5000, 
and for international (global ex. US) the bench­
mark provider is FTSE. It includes all countries 
encompassed by the FTSE benchmark (develo­
ped, advanced emerging and secondary emer­
ging). CalPERS recently approved a new weigh­
ting structure for the listed Global Equity portfo­
lio, in which market capitalization weights are 
used to establish all segments and country 
targets. Emerging markets will account for appro­
ximately 12 percent of its equity portfolio. 

CalPERS invests in emerging markets 
through the use of external managers. Before 
investing, managers will be required to assess 
country and company prospects based on a prede­
fined set of principles. The emerging market 
managers shall report back annually to CalPERS 
on their application of the principles. 

The examples from ABP and CalPERS support 
the Council’s view that the selection of emerging 
markets for inclusion in the Fund’s benchmark 
may be based on FTSE’s selection of emerging 
markets. The examples also illustrate that these 
large funds have a larger allocation to emerging 
market equities than does the Government Pen­
sion Fund - Global. 

7	 Advice from Norges Bank 

The question of whether to include additional 
emerging markets in the benchmark portfolio of 
the Government Pension Fund – Global has also 
been examined by Norges Bank. In the Bank’s let­
ter of 5 February 2008 to the Ministry of Finance, 
it is recommended that the Ministry of Finance 
uses the FTSE Global All Cap as a benchmark, 
including developed, advanced emerging and 
secondary emerging markets. Norges Bank wri­
tes (Council’s translation): 

“Norges Bank recommends a broadening of 
the equity benchmark of the Government Pen­
sion Fund – Global, to include countries classi­

fied as either Developed, Advanced Emerging 
or Secondary Emerging within the FTSE Glo­
bal All Cap. 

… 
At the same time, Norges Bank assumes 

that the current requirements for a sufficient 
process for approval of new countries, prior to 
investing in a new market, are continued.” 

The Council is of the view that Norges Bank’s 
recommendation is in line with alternative 1 as 
outlined in Section 4 of this letter. The Council has 
taken note of Norges Bank’s view, as expressed in 
the letter of 1 February 2008, that the Ministry of 
Finance should not exclude the smallest countries 
included in the FTSE index from the Fund’s ben­
chmark on the basis of limited diversification 
benefits or operational concerns. 

8	 Conclusion 

The Strategy Council recommends that the 
Fund’s benchmark portfolio for equities is expan­
ded to include countries classified as either 
developed, advanced emerging or secondary 
emerging in the FTSE All Cap index. This means 
that the number of emerging markets will be 
adjusted in line with changes in FTSE’s country 
classification over time. Investments should, as 
recommended by Norges Bank, be subject to the 
approval of each market based on an internal 
approval process for new markets. 

The Council has based its recommendation on 
the following: 
–	 FTSE’s rules for selecting markets for the global 

benchmark offer a thorough, transparent and 
up-to-date methodology for maintaining a bench­
mark comprising both developed and emerging 
markets. At the same time, this change in metho­
dology offers continuity, since FTSE’s methodo­
logy involves minimum requirements in areas 
that have been of concern in the reviews of the 
Fund’s benchmark in 2000 and 2003. 

–	 A fundamental principle underpinning the 
investment strategy of the Government Pen­
sion Fund – Global is to spread risk by acqui­
ring a representative selection from the world’s 
stock and bond markets, in order to thereby 
achieve the maximum possible return at a 
moderate level of risk in the long run. Increas­
ing the emerging market exposure to include 
all markets in the FTSE All Cap benchmark is 
consistent with the fundamental principles 
behind the investment strategy. 
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–	 The effect on the total risk and return associa­
ted with the equity portfolio is expected to be 
small. 

–	 If the emerging market portion grows as a 
result of the relative success of these markets, 
it will be an advantage for the Government Pen­
sion Fund to have an early presence in these 
markets. 

–	 The Council has taken note of the fact that 
some very large international funds have cho­
sen a broader equity benchmark than has the 
Government Pension Fund – Global. These 
other funds have chosen a benchmark that is 

well matched with the notion of including all 
emerging markets encompassed by the FTSE 
All Cap index. 

Oslo, 28 February, 2008 

Erling Steigum(Chairman)

Bodil Nyboe Andersen

Elroy Dimson

Ida Helliesen

Thore Johnsen

Eva Liljeblom
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Appendix 1 

Excerpt from “Ground rules for the management of 
the FTSE Global Equity Index Series”, version 2.0, 
January 2007. 

1 Criteria for inclusion 

1.1 The following criteria must be met before a 
country can be included in the FTSE All-World Index 
Series or FTSE Global Small Cap Index Series: 

–	 Permission for direct equity investment by 
non-nationals 

–	 Availability of accurate and timely data 
–	 Non-existence of any significant exchange con­

trols which would prevent the timely repatria­
tion of capital or dividends 

–	 The demonstration of significant international 
investor interest in the local equity market 

–	 Existence of adequate liquidity in the market 

A country’s classification as Developed, Advanced 
Emerging or Secondary Emerging is dependent 
on the following: 

2 Adding new countries 

2.1 New countries, which in the view of the FTSE 
Policy Group and FTSE Regional Committees comply 
with these Ground Rules, may be added at any time 
after a prior announcement. 

Table 4.2 

2.2 New regional indices may be added at any time 
after a prior announcement. 
2.3 Countries and markets currently eligible for the 
FTSE Global Equity Index Series are shown in an 
appendix to the index rules. 

2.4 The country and regional indices currently 
calculated for the FTSE Global Equity Index Series are 
set out in an appendix to the index rules. 

3 Criteria for changing country classifications 

3.1 The FTSE Regional Committees will review the 
classification of countries between Developed, 
Advanced Emerging and Secondary Emerging on a 
regular basis. 
3.2 Countries can move between Developed, 
Advanced Emerging and Secondary Emerging 
depending on the criteria in Ground Rule 2.1.2. The 
FTSE Policy Group will publish a watch list of 
countries being monitored for promotion or 
demotion and will normally give at least three 
months notice before changing the classification of 
any country. 

4 Deletion or suspension 

4.1 If one or more of the eligibility criteria as defined 
under Ground Rule 2.1.1 are not met by a constituent 
country, the deletion or suspension of all related 
index calculations may be implemented after 
consideration by the appropriate FTSE Regional 
Committee and approval by the FTSE Policy Group. 

Primary Factors	 Secondary Factors 

Data quality: availability & timeliness Efficient settlement systems 
Free flow of foreign exchange Liquidity – minimum stock market turnover 
GDP (per capita) Market maturity 
Market breadth: number of eligible constituents Membership of economic group or common 

currency block 
Market depth: number of industrial sectors Total stock market capitalisation 
Reliable price information 
Stock market capitalisation vs. GDP 
Unrestricted/low restrictions on foreign investment 
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Appendix 2 

Index of country risk from the International Country Risk Guide (ICRG). As of July 2007. 

Table 4.3 

ICRG country risk Political Economic Financial Composite 

25 developed countries 83.8 VL 42.5 VL 39.4 L 82.9 VL 
(Minimum) (61.5 M) (36.0 L) (31.0 M) (72.8 L) 

5 emerging markets in current benchmark 72.1 L 40.2 VL 41.8 VL 77.1 L 
(Minimum) (65.5 M) (38.0 L) (39.0 L) (71.3 L) 

Poland + Hungary 76.3 L 36.3 L 36.3 L 74.4 L 
(Poland) (75.0 L) (39.5 L) (38.5 L) (76.5 L) 
(Hungary) (77.5 L) (33.0 M) (34.0 M) (72.3 L) 

China + India + Russia 65.8 M 40.2 VL 45.2 VL 75.6 L 
(China) (69.5 M) (41.5 VL) (47.5 VL) (79.3 L) 
(India) (62.5 M) (35.0 L) (43.0 VL) (70.3 L) 
(Russia) (65.5 M) (44.0 VL) (45.0 VL) (77.3 L) 

Remaining secondary emerging markets 65.2 M 38.4 L 39.5 L 71.5 L 
(Argentina) (70.5 L) (41.0 VL) (37.5 L) (74.5 L) 
(Chile) (80.5 VL) (44.5 VL) (40.5 VL) (82.8 VL) 
(Colombia) (56.0 H) (38.5 L) (36.0 L) (65.3 M) 
(Czech Republic) (80.0 VL) (38.0 L) (39.5 L) (78.8 L) 
(Egypt) (61.0 M) (34.5 M) (41.5 VL) (68.5 M) 
(Indonesia) (61.0 M) (38.0 L) (40.0 VL) (69.5 M) 
(Malaysia) (77.0 L) (42.0 VL) (43.0 VL) (81.0 VL) 
(Morocco) (71.0 L) (33.5 M) (41.5 VL) (73.0 L) 
(Pakistan) (45.5 VH) (33.5 M) (38.5 L) (58.5 H) 
(Peru) (64.5 M) (42.0 VL) (42.0 VL) (74.3 L) 
(Philippines) (62.0 M) (39.5 L) (38.0 L) (69.8 M) 
(Thailand) (56.0 H) (39.5 L) (42.0 VL) (68.8 M) 
(Turkey) (62.0 M) (35.0 L) (33.0 M) (65.0 M) 

“VL” = very low risk, “L” = low risk, “M” = moderate risk, “H” = high risk. ØThe Political Risk index is based on a range of up to 
100 points, Financial Risk up to 50 points, and Economic Risk up to 50 points. The total points from the three indices are divided 
by two to produce the weights for inclusion in the composite country risk score. The composite scores, ranging from zero to 100, 
are then broken into categories from Very Low Risk (80 to 100 points) to Very High Risk (zero to 49.5 points). 

Political risk ratings are based on the follo­
wing components: Government stability, socio­
economic conditions, investment profile, internal 
conflict, external conflict, corruption, military in 
politics, religion in politics, law and order, ethnic 
tensions, democratic accountability, bureaucracy 
quality. 

Economic risk ratings are based on the follo­
wing components: GDP per head, real GDP 
growth, annual infl. rate, budget balance as % of 

GDP and current account as a % of GDP. 
Financial risk ratings are based on the follo­

wing components: Foreign debt as a % of GDP, for­
eign debt service as a % of exports of goods and 
services, current account as a % of exports of 
goods and services, net international liquidity as 
months of import cover and exchange rate stabi­
lity (last 12 months). 

Composite ratings are the sum of the three 
index values, multiplied by 0.5. 
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Appendix 3 

Total number of listed companies and number of companies included in the FTSE All Cap index. 

Table 4.4 

No. of companies Total  FTSE index Classification 

South Korea 1 694 247 advanced 
Brazil 392 99 advanced 
Taiwan 1 222 373 advanced 
South Africa 401 97 advanced 
Mexico 131 41 advanced 
Israel 612 65 advanced 
China 1 440 162 secondary 
India 4 796 212 secondary 
Russia 309 24 secondary 
Malaysia 1 027 80 secondary 
Poland 267 33 secondary 
Indonesia 344 39 secondary 
Turkey 314 51 secondary 
Chile 244 31 secondary 
Thailand 518 68 secondary 
Hungary 41 6 secondary 
Egypt 603 25 secondary 
Czech Republic 29 7 secondary 
Argentina 103 15 secondary 
Colombia 114 11 secondary 
Philippines 238 14 secondary 
Peru 193 4 secondary 
Morocco 65 9 secondary 
Pakistan 652 21 secondary 

Source: Ministry of Finance 
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Appendix 4 

Country weights under the current and alternative benchmarks, applying the Fund’s regional weights. 

Table 4.5 

Country weights (%) Current Alternative 1 Alternative 2 
Japan 7.10 5.96 6.19 
Australia 2.69 2.26 2.35 
Hong Kong 1.63 1.37 1.42 
Singapore 0.50 0.42 0.44 
New Zealand 0.06 0.05 0.05 
South Korea 1.76 1.48 1.54 
Taiwan 1.27 1.06 1.10 
China 0.95 0.99 
India 0.91 0.94 
Malaysia 0.25 
Indonesia 0.14 
Thailand 0.11 
Philippines 0.03 
Pakistan 0.02 
USA 30.30 30.07 30.30 
Canada 2.57 2.55 2.57 
Brazil 1.03 1.02 1.03 
South Africa 0.64 0.64 0.64 
Mexico 0.46 0.45 0.46 
Chile 0.10 
Egypt 0.05 
Argentina 0.04 
Colombia 0.04 
Peru 0.02 
Morocco 0.02 
Hungary 0.13 0.13 
Czech Republic 0.11 
Turkey 0.27 
Poland 0.29 0.29 
Russia 1.36 1.37 
Israel 0.31 0.31 
Italy 3.01 2.86 2.88 
Netherlands 2.28 2.17 2.18 
Sweden 1.95 1.85 1.87 
Finland 1.26 1.20 1.21 
Belgium 0.82 0.78 0.78 
Denmark 0.76 0.72 0.73 
Greece 0.64 0.61 0.61 
Ireland 0.53 0.51 0.51 
Austria 0.46 0.44 0.44 
Portugal 0.31 0.29 0.30 
Switzerland 4.58 4.35 4.38 
Spain 3.27 3.11 3.14 
France 7.89 7.50 7.56 
Germany 6.09 5.79 5.83 
UK 16.15 15.35 15.47 
Sum 100.00 100.00 100.00 
Source: Ministry of Finance 
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Appendix 5 

Advice on investment strategy for the Government Pension 
Fund - Global regarding expansion of the Fund's benchmark 

portfolio to include more emerging stock markets 

Letter of 7 February 2008 from the Council on Ethics to the Ministry of Finance 

We refer to an enquiry from the Ministry of 
Finance as to what implications the expansion of 
the benchmark portfolio to more emerging mar­
kets may have on the application of the Ethical 
Guidelines, including such issues as openness 
and transparency, as well as the possibility of 
monitoring the portfolio and verifying informa­
tion. 

The expansion may encompass all emerging 
markets included in FTSE's indices for Advanced 
Emerging Markets and Secondary Emerging 
Markets, implying that 17 countries and approxi­
mately 800 companies are added to the bench­
mark portfolio. As an alternative, the expansion 
may comprise all companies included in the FTSE 
Advanced Emerging Markets Index, as well as the 
three major markets in the FTSE Secondary 
Emerging Markets Index, which means that the 
number of countries increases by 5 and the num­
ber of companies by some 450. The Guidelines 
shall be applicable to these companies in the same 
way as to the current portfolio. During 2007, the 
Ministry of Finance has expanded the benchmark 
portfolio to include companies classified as small-
cap by FTSE, so that the number of companies in 
the Fund has risen from nearly 2,500 to around 
7,000. 

A further broadening of the benchmark port­
folio requires the Council on Ethics to both moni­
tor and assess more companies. Choosing the 
first expansion alternative - 17 new countries and 
800 new companies - will make more demands on 
the Council on Ethics than the second, which only 
involves 5 new countries and 450 new companies. 
We have received confirmation that one of our 
information suppliers will be able to monitor the 
new benchmark portfolio, both with a view to 

identifying companies that produce weapons sub­
ject to negative screening from the Fund and with 
a view to identifying companies that may engage 
in other activities contrary to the Ethical Guideli­
nes. 

The experience from the last benchmark port­
folio expansion shows that the general amount of 
information from the information supplier does 
not necessarily increase proportionately with the 
number of companies included in the portfolio. 
The access to information regarding small-cap 
companies and companies in emerging markets 
may be more limited than the access to informa­
tion regarding large-cap companies in developed 
markets. This may be remedied through the 
Council on Ethics' more extensive use of consul­
tants with regional affiliation and also more exter­
nal examiners in the investigation of specific 
cases. This may be somewhat more expensive 
than the traditional monitoring effort. The Coun­
cil on Ethics is not in a position to assess whether 
the access to information concerning the new 
companies under such measures will be as good 
as that pertaining to the companies previously 
included in the portfolio. 

The use of this type of services, as well as a 
general upswing in cases requiring further inves­
tigations, will entail increased costs on the part of 
the Council on Ethics. It seems reasonable to take 
as a point of departure that the budgetary need 
will increase by some NOK 1.5 mill. per year. 

Yours sincerely, 
Eli Lund 
Head of the Secretariat 
Council on Ethics 
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Appendix 6 

Final report on Ernst & Young’s review of investment 
management at Norges Bank 

Letter of 19 December 2007 from Norges Bank to the Ministry of Finance 

1 Introduction  

We refer to the Ministry of Finance’s letter of 18 
September 2007 enclosing the final report from 
Ernst & Young’s review of investment manage­
ment at Norges Bank. In the letter, the Ministry 
asks for the Bank’s comments on the report and 
also for a more specific review of risk manage­
ment in its investment management, particularly 
in the light of the additional requirements for the 
management of market, counterparty and opera­
tional risk which entered into force on 1 January 
2006 and are to conform to internationally recog­
nised standards and methods. 

Our letter is structured as follows. First, we 
discuss the background to Norges Bank’s letter of 
11 March 2005 where we proposed changes in the 
operational management framework, which the 
Ministry largely endorsed through the changes 
made to the framework with effect from 1 January 
2006. Next, we look at the Bank’s risk manage­
ment and the steps we have taken in recent years 
to improve risk management, with particular 
emphasis on the management of operational risk. 
Finally, we have some concrete comments on 
Ernst & Young’s recommendations. 

We would stress that Norges Bank has always 
attached importance to having adequate risk sys­
tems and control procedures in its investment 
management. After the letter was sent to the Min­
istry in March 2005, we embarked on a process of 
strengthening the control of risk. In Norges 
Bank’s opinion, the additional requirements in the 
Guidelines have been met in the period since Jan­
uary 2006. We are also working on continuous 
improvement. This work has taken place inde­
pendently of the assessment performed by Ernst 
& Young. 

2 Norges Bank’s letter of 11 March 2005 

In that letter, Norges Bank proposed a number of 
changes in the framework for the operational 
management of the Government Petroleum Fund, 
now the Government Pension Fund – Global (“the 
Fund”). These proposals covered both matters of 
principle and practicalities, but would have little 
effect on the general strategy which largely deter­
mines the Fund’s expected risk and return. The 
idea behind the changes was partly to simplify 
everyday management and partly to open up 
opportunities to generate a slightly higher return 
than would otherwise be the case. In this context, 
we will look only at the proposals in the letter con­
cerning the requirements which the Ministry 
should make in terms of risk management, meas­
urement of return and reporting. 

In the letter, Norges Bank stated that the pro­
posed changes in the rules should naturally be 
accompanied by requirements of Norges Bank as 
an investment manager, which had been insuffi­
ciently provided for in the existing rules. This 
applied primarily to two areas: (a) principles for 
valuing the Fund’s assets, and (b) requirements 
for the management, measurement and control of 
risk, including operational risk. The letter also 
states (section 4.4): 

“This can most appropriately be achieved by 
requiring that this must be done in accordance 
with best practice and internationally recog­
nised standards. Such standards cover best 
practice for everything from the valuation of 
different asset classes, measurement methods 
for different types of risk, and the publication 
of performance calculations, to procedures and 
assessment criteria for operational risk. 

Limits and measurement methods have 
already been established for market risk. 
Norges Bank proposes that parts of credit risk 
be managed implicitly by setting a limit for 
market risk and be measured accordingly. 
Norges Bank also proposes that management 
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requirements for the remaining part of credit 
risk (counterparty risk) be established sepa­
rately with an accompanying measurement 
method. Management requirements and meas­
urement methods for operational risk can be 
established by referring to standards and mar­
ket practice in the field. Which standards are to 
be used as a yardstick can be specified in the 
Management Agreement between the Minis­
try of Finance and Norges Bank, together with 
more detailed requirements for the frequency 
and content of reporting from Norges Bank to 
the Ministry of Finance.” 

The Ministry of Finance endorsed many of the 
Bank’s proposals, and the Regulations and Guide­
lines were revised with effect from 1 January 
2006. The Ministry incorporated new provisions 
establishing requirements for valuation, measure­
ment of return, and management and control of 
risk. The key provisions are to be found in section 
4 of the Guidelines. These provisions formed the 
point of departure for Ernst & Young’s assess­
ment of Norges Bank’s investment management: 

“Valuation, measurement of return and mana­
gement, measurement and control of risk shall 
comply with internationally recognised stan­
dards and methods. The Fund cannot invest in 
markets, asset classes or instruments if these 
requirements cannot be met. 

4.1 Valuation and measurement of return 
The method used to establish the value of fi­
nancial instruments shall be verifiable and 
shall indicate with reasonable assurance the 
true value of the Fund’s assets at the time of 
measurement. Valuation shall take place at le­
ast monthly and shall be based on market pri­
ces or, in cases where market prices cannot be 
observed, on recognised price models. 

4.2 Management, measurement and control of 
risk 
4.2.1 Market risk 
Market risk shall be measured in such a way 
that compliance with the limit on relative risk 
in the Pension Fund can be documented. Best 
practice in the area shall be employed in re­
gard to measuring methods, decomposition 
and measurement frequency. 

4.2.2 Counterparty risk 
Norges Bank shall have satisfactory routines 
and systems for selecting and evaluating co­
unterparties. The monitoring system and mea­
surement frequency employed for control of 
counterparty risk, including requirements on 

minimum credit rating and exposure limits, 
shall follow best practice in the area. 
[…] 
Norges Bank must lay down such supplemen­
tary requirements on credit rating, provision of 
security and exposure limits as are appropriate 
in the operative management, and shall measu­
re overall exposure to counterparties using in­
ternationally recognised methods that meet 
necessary requirements as to verifiability and 
accuracy. 
[…] 

4.2.3 Operational risk 
Identification and measurement methods shall 
comply with internationally recognised stan­
dards for the various dimensions of operational 
risk. Operational risk shall be identified and 
shall be measurable and controllable before 
new activities (e.g. investments in new countri­
es, instruments, asset classes, counterparties, 
external service providers, IT systems etc.) are 
started.” 

3	 Norges Bank’s response to the new 
risk management requirements 

As mentioned above, the Guidelines on the man­
agement of the Government Pension Fund – Glo­
bal state: “Valuation, measurement of return and 
management, measurement and control of risk 
shall comply with internationally recognised 
standards and methods. The Fund cannot invest 
in markets, asset classes or instruments if compli­
ance with these requirements cannot be docu­
mented.” In its letter, the Ministry of Finance asks 
Norges Bank to describe how these requirements 
have been met in the period since 1 January 2006. 

Valuation, measurement of return and risk 
management are at the heart of the operations of 
Norges Bank’s investment management division 
Norges Bank Investment Management (NBIM). 
Good and robust processes in these areas are cru­
cial to professional international investment man­
agement. One indication of this having functioned 
satisfactorily in terms of the management of mar­
ket risk, valuation and measurement of return is 
that the independent reports drawn up by Mercer 
Investment Consulting on behalf of the Ministry 
of Finance have never come up with valuations 
and measurements of return which differ materi­
ally from NBIM’s. Other indications of there hav­
ing been good control even before the Guidelines 
from the Ministry of Finance were amended are 
that: 
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–	 there have been no material breaches of the 
investment guidelines. 

–	 Central Bank Audit’s statements to the Minis­
try on the Fund’s quarterly and annual reports 
have been unqualified. Nor have Central Bank 
Audit’s reviews of reporting to the Executive 
Board and Supervisory Council uncovered any 
material shortcomings in the control environ­
ment. 

–	 market risk has been measured using tools and 
methods which have been (and remain) trans­
parent, so allowing the calculations to be veri­
fied by others. 

As noted in the introduction, we believe that the 
additional requirements in the Guidelines have 
been met during the period since January 2006. 
We are also working on continuous improvement. 
This work has taken place independently of the 
assessment performed by Ernst & Young. Below 
we make some comments on the main principles 
which NBIM observes and on the ongoing 
improvement process. 

At the heart of NBIM’s operations lies clear 
delegation of investment limits from the Execu­
tive Director of NBIM to the Chief Investment 
Officers (CIOs) for fixed income and equity man­
agement, and then to group leaders and on down 
to the managers of the individual mandates. Each 
manager is awarded a clearly defined mandate 
with a clear risk limit and is personally responsi­
ble for, and assessed on, the decisions taken 
within that limit. The first line of defence,1 which is 
responsible partly for monitoring the individual 
investment mandates, lies within the fixed income 
and equity departments. These functions are 
organisationally separate from investment man­
agement and report to the Chief Operating Offic­
ers (COOs) for equity and fixed income manage­
ment. The COOs report on their exercise of these 
functions to the Executive Director of NBIM. 
There is therefore adequate control even at this 
level, in that the evaluation of performance is kept 
outside the actual investment management line. 

The second line of defence, including valuation, 
measurement of return, risk management and 
performance reporting, is the responsibility of a 
separate unit – Risk, Performance & Accounting 
(RPA), which reports to the Chief Financial 
Officer (CFO). RPA was substantially reinforced 
in 2007 and is now fully manned with 16 employ­

1	 We refer here to Ernst & Young’s terminology (see Appen­
dix C to its report). 

ees. Staffing levels were low in the first half of 
2007, but acceptable reporting and controls were 
still maintained, thanks in part to resources con­
tracted in. RPA is responsible for deciding on the 
principles and sources for the pricing of securities 
used for valuation. This forms part of the process 
for the approval of instruments. Without this 
defined hierarchy, investment is not permitted. 
The CFO is responsible for the final approval of 
new instruments for investment.2 With the excep­
tion of a small part of the fixed income portfolio, 
RPA also receives prices from independent pro­
viders. With the part of the fixed income portfolio 
where the source of prices is the fixed income 
department, RPA carries out random sampling. 

NBIM is currently carrying out a project to 
make valuation as independent as possible of 
those who make investment decisions. As part of 
this project (“Independent Pricing”), NBIM is to 
ensure that all holdings are priced or verified by 
players independent of NBIM and external man­
agers. RPA will nevertheless have the final say on 
valuations at month-end. NBIM has chosen a 
model where all holdings are channelled from the 
designated external accounting service providers 
through a price coordinator. The price coordina­
tor himself performs the valuation of instruments 
defined as “easy to price”. Securities defined as 
“complex” are forwarded to one of the chosen 
external price providers. NBIM aims to finish 
drawing up contracts with relevant providers by 
the end of 2007. The mandates will then go into 
production in two waves during the course of 
2008. 

RPA has also appointed a project group which 
is working on a new risk system for the measure­
ment and management of counterparty risk. The 
system is to conform to best market practice. At  
present, RiskManager (RiskMetrics) is used to 
measure market risk, and the aim of the project is 
for the same system to be used to measure coun­
terparty risk. However, it may also be appropriate 
to consider other systems. NBIM aims to com­
plete the project during the first half of 2008. The 

2	 For the last year or so, NBIM has followed established pro­
cedures for the approval of the management of new instru­
ments. Written documents detail, among other things, the 
nature of the instrument, the required management exper­
tise, and the process from the investment decision through 
the measurement of risk and return to accounting. The 
demands made of the IT systems are also reviewed. The 
individual manager responsible signs the document, and the 
instrument is formally approved once the CFO has added his 
signature. The guidelines for this process are laid down by 
the Executive Director of NBIM. In some cases, the applica­
tion of the rules is also considered by the Executive Board of 
Norges Bank. 
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new system will mean more extensive and timely 
monitoring of counterparty risk. In the opinion of 
Norges Bank, today’s measurement and monitor­
ing systems provide acceptable management of 
counterparty risk, but are not quite up to best 
practice internationally. Private banks in particu­
lar have come a long way in this field, due in part 
to new regulatory requirements (Basel II). 

Until 2006, the need for operational risk con­
trol was met through Norges Bank’s established 
procedures for internal control and risk analysis. 
The Bank’s work on internal control is based on 
the 1997 Internal Control Regulations from 
Kredittilsynet (the Financial Supervisory Author­
ity of Norway), tailored to Norges Bank’s manage­
ment system. 

Ernst & Young confirms in its report that the 
principles underlying NBIM’s project for mapping 
and reporting operational risk conform to interna­
tional best practice. However, the project was not 
complete when Ernst & Young finished its work. 
Norges Bank can confirm that the project was 
completed as planned and that operational risk 
has been reported monthly in line with the new 
guidelines since June 2007. All of NBIM’s depart­
ments have appointed a person to be responsible 
for operational risk. The Executive Board has 
defined its risk limits and will receive a report 
each quarter. The first such report was for the 
second quarter of 2007. 

The third line of defence was provided by Cen­
tral Bank Audit until 1 June 2007. In 2006, the 
Executive Board and Supervisory Council 
decided to establish a new audit set-up within the 
constraints of the Norges Bank Act. Important 
reasons for this were the increased scope and 
complexity of investment management and a 
desire to move into line with recognised govern­
ance and control principles. This resulted in the 
establishment of the Executive Board’s Audit 
Committee and an Internal Audit department, and 
the clarification and streamlining of Central Bank 
Audit’s role as an external auditor reporting to 
Norges Bank’s Supervisory Council. The new 
audit set-up came into force on 1 June 2007. 

Internal Audit is to help ensure, on the Execu­
tuve Board’s behalf, that Norges Bank achieves 
its objectives, by verifying that adequate and 
effective management of significant risks has 
been established and is being implemented in the 
Bank, and that internal control is appropriate and 
adequate. Internal Audit is to issue statements 
and offer advice, independently and objectively, to 
the Audit Committee and the Executive Board in 

order to help improve the management and con­
trol systems. The Executive Board issued instruc­
tions for Internal Audit on 13 June 2007. Internal 
Audit has established processes to ensure that its 
role as the third line of defence is fulfilled by over­
seeing NBIM’s management of the most impor­
tant risks. Internal Audit will also be able to bring 
in external expertise from one of the large 
accounting firms to ensure that internal auditing 
is always performed in accordance with interna­
tional standards and best practice. During the 
course of 2008, Internal Audit will be auditing 
NBIM’s system for the management of opera­
tional risk. The aim of this audit will be to confirm 
that the system now established conforms to best 
practice in the field. 

The Executive Board’s Audit Committee con­
sists of three of the Executive Board’s external 
members and functions as a preparatory body for 
the Executive Board in specific areas, primarily in 
relation to the Executive Board’s oversight func­
tions and responsibility for risk management and 
internal control. The mandate for the Audit Com­
mittee was laid down by the Executive Board on 
16 August 2006. The Committee reports to, and is 
answerable solely to, the Executive Board con­
cerning the discharge of its duties. The Commit­
tee’s activities do not change the responsibilities 
of the individual members of the Executive Board 
or of the Executive Board as a whole. 

Central Bank Audit is Norges Bank’s statutory 
auditor and performs financial auditing and super­
vision on behalf of the Supervisory Board. Central 
Bank Audit is not covered by the Auditors Act, but 
instructions issued by the Supervisory Board 
require its financial audits to be performed in 
accordance with the provisions of the Auditors 
Act and Norwegian generally accepted auditing 
standards. 

To strengthen the external auditor’s independ­
ence and expertise in its auditing of the Bank’s 
investment management activities, the Supervi­
sory Board has decided, following an invitation to 
tender, that Central Bank Audit shall enter into a 
cooperation agreement with the international 
accounting and consulting firm Deloitte. Deloitte 
will play a key role in the financial auditing of 
investment management with effect from the 2007 
financial year. 

Norges Bank believes that, following the 
changes made in 2006 and 2007, the Bank’s audit 
set-up conforms to best international practice 
given the constraints of the Norges Bank Act. By 
entering into a cooperation agreement with an 
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international accounting firm (Deloitte) on the 
auditing of its investment management activities, 
the Bank has strengthened its international exper­
tise in the auditing of financial reporting, includ­
ing valuations and assessment of internal control 
in accounting processes and accounting, both at 
Norges Bank and at external service providers. 

4	 Norges Bank’s comments on the 
report from Ernst & Young 

The report from Ernst & Young presents interna­
tionally recognised principles in the different 
areas of risk and return measurement. The report 
also contains a relatively detailed presentation of 
how Ernst & Young believes Norges Bank to be 
complying with these principles. In the Bank’s 
opinion, this presentation largely confirms that we 
have met these requirements. As Ernst & Young 
itself points out, a number of its recommendations 
are relevant only if Norges Bank’s role is 
expanded with an absolute return mandate. The 
recommendations from Ernst & Young are com­
mented on in the following. 

a. General principles for requirements for reporting 
to the Ministry 

The report from Ernst & Young refers to govern­
ance principles and frameworks for monitoring 
and reporting risk in financial institutions. Norges 
Bank believes that these principles form a good 
point of departure for what best practice in the 
field should be. However, the principles need to 
be tailored to the unique management model for 
Norges Bank and the management of the Fund 
which results from the Norges Bank Act, the Gov­
ernment Pension Fund Act and the associated 
Regulations and Guidelines. This needs to be 
taken into account if these principles are to be 
used for further operationalisation of the frame­
work for the Fund. 

The management of the Fund is formally gov­
erned by the Regulations laid down by the Minis­
try and the Management Agreement which gov­
erns the parties’ mutual rights and obligations. 
There is also another important dimension in the 
management of NBIM’s operations and the man­
agement of the Fund. Norges Bank is an inde­
pendent legal entity, and the Bank’s Executive 
Board is appointed by the King. The Bank’s over­
seer, the Supervisory Council, is appointed by the 
Storting (Norwegian parliament). The Supervi­

sory Council organises the Bank’s auditing. Cen­
tral Bank Audit is Norges Bank’s statutory auditor 
and performs financial auditing and supervision 
on the Supervisory Council’s behalf. 

The level of detail at which Norges Bank 
should report on its activities is primarily a ques­
tion of at which levels controls should be per­
formed, and of what the Ministry of Finance 
requires as a basis for the decisions for which the 
Ministry itself is responsible. The management 
role has been delegated to Norges Bank, and it is 
also important that this delegation is real and is 
generally based on the Bank’s governing bodies 
discharging their duties. One key responsibility 
for the Executive Board is to ensure adequate and 
systematic internal control (cf. Kredittilsynet’s 
Internal Control Regulations, on which the Execu­
tive Board has largely based internal control at 
Norges Bank). 

In other words, the question of the level of 
detail is a matter of achieving rational delegation. 
The Ministry of Finance needs to keep itself ade­
quately informed at all times about how the man­
agement role is being performed. At the same 
time, it is important that its delegation is real so 
that Norges Bank’s bodies have clear roles and 
responsibilities. 

b. Governance 

Roles and responsibilities. Ernst & Young identifies 
five governing bodies: the Storting, the Ministry 
of Finance, Norges Bank’s Supervisory Council, 
Norges Bank’s Executive Board, and NBIM’s 
executive management team. For each of these 
governing bodies, Ernst & Young recommends 
the following: 
–	 Responsibilities for establishing market, credit 

and operational risk should be described and 
documented at a more granular level than 
today. 

–	 Risk monitoring and reporting requirements 
should be described more specifically. 

–	 Reporting should meet each body’s responsi­
bilities for monitoring of risk in both content 
and frequency. 

–	 Each body should have access to adequate and 
independent international investment manage­
ment expertise. 

Norges Bank will comment only on matters con­
cerning the Bank itself in the following. First, we 
would point out that the general recommenda­
tions of “more granular” and “more specific” 
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descriptions and documentation may be difficult 
to assess and act upon without more concrete elu­
cidation. It would also seem that the recommen­
dations have not been tailored to the overall 
administrative and regulatory framework. Norges 
Bank will consider whether there is a need for 
more detailed determination of responsibilities, 
documentation and reporting in terms of the 
Bank’s governing bodies. 

The Executive Board has laid down guidelines 
for investment management, and the Governor of 
Norges Bank has issued a job description and 
investment mandate for the Executive Director of 
NBIM. The Executive Director of NBIM, in turn, 
has issued job descriptions for those reporting to 
him, and investment mandates for those heading 
up equity and fixed income management. NBIM 
reports to the Executive Board quarterly and 
holds monthly meetings with the Governor of 
Norges Bank where performance, risk and any 
breaches of the guidelines are reported. The 
Executive Director and CFO of NBIM hold 
monthly meetings with written reports from the 
departments reporting to them. 

When it comes to the recommendation of 
access to adequate and independent international 
investment management expertise, we would refer 
to the Executive Board’s appointment of an Advi­
sory Board on Investment Management in 2006. 
This board consists of four internationally recog­
nised advisers with extensive experience from 
large investment management institutions. The 
Committee has meetings with the Executive Board 
two or three times a year. When it comes to the 
Supervisory Council’s role, we would point out that 
Central Bank Audit is Norges Bank’s statutory 
auditor which performs financial auditing and 
supervision on behalf of the Supervisory Council. 
The aim of this supervision is to ensure, on the 
Supervisory Council’s behalf, that the Bank’s 
investment management is subject to adequate 
controls, that its operations are financially sound, 
and that its business is conducted in accordance 
with applicable laws, agreements, decisions and 
requirements. To strengthen Central Bank Audit’s 
access to resources and expertise, especially when 
it comes to investment management, an arrange­
ment has, as mentioned above, been made with 
Deloitte AS, one of the leading international 
accounting firms. This has greatly improved access 
to adequate and independent international exper­
tise in financial auditing. 

Otherwise, the Supervisory Council’s instruc­
tions for Central Bank Audit state that its supervi­

sory activities are to be based on risk assess­
ments and assessments of the Bank’s manage­
ment and control procedures, including the work 
of Internal Audit. The instructions establish 
detailed requirements for Central Bank Audit’s 
reporting, including the requirement that reports 
to the Executive Board are to be submitted to the 
Supervisory Council together with any comments 
from the Executive Board. The same normally 
applies to any reports made directly to the Super­
visory Council. In addition, the Supervisory 
Council can ask Central Bank Audit for such spe­
cial audit and control tasks or reports as are 
deemed necessary for the Supervisory Council’s 
oversight function. 

Risk policy, risk tolerance and reporting. 
Norges Bank agrees that there should be a docu­
ment describing risk limits, escalation proce­
dures, control measures and reporting to the 
Bank’s governing bodies. In the case of opera­
tional risk, this has largely been achieved with the 
establishment of the new framework. The equiva­
lent can be established for market and credit risk. 
Norges Bank will consider whether the Audit 
function’s independent review of the Bank’s inter­
nal control needs to be expanded to comply with 
SAS 70 standards. 

c. Operational risk 

Governance. Norges Bank agrees with the gov­
ernance principles proposed by Ernst & Young 
for operational risk. Norges Bank also agrees that 
the recently completed project on operational risk 
ensures that these principles are adhered to. 
Those of Ernst & Young’s recommendations 
which are under Norges Bank’s control have 
already largely been acted on. 

Norges Bank also agrees with Ernst & 
Young’s principles, description and recommenda­
tions for all parts of the operational risk area. In 
the budget for 2008, NBIM has earmarked funds 
for purchasing and implementing a new system 
for operational risk management to replace the 
current solution. 

d. Market risk 

Governance. Norges Bank agrees that the princi­
ples set out by Ernst & Young for the manage­
ment of market risk can be used as a point of 
departure for further operationalisation of the 
framework for the Fund. Risk appetite is 
expressed by the Ministry of Finance as a maxi­
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mum expected tracking error, supplemented with 
quantitative limits at asset class level. NBIM uses 
a broader range of risk measures in delegating 
and monitoring the overall risk mandate. Any 
expansion of the scope of investment restrictions 
by the Ministry of Finance should not take place 
without thorough assessment of the degree to 
which this might entail unnecessary and/or 
inconsistent restrictions for the Fund which 
would be difficult to operationalise and could have 
a negative impact on the Fund’s return. This 
would also run counter to the changes made by 
the Ministry of Finance on the basis of the recom­
mendations in Norges Bank’s letter of 11 March 
2005. 

As mentioned above, key functions at NBIM 
have been significantly reinforced to ensure ade­
quate capacity in the independent control environ­
ments. This goes for both expertise and system 
support. The ongoing Independent Pricing 
project will promote better data integrity in meas­
urement and reporting. 

Risk identification. The process for approving 
new products and countries (including activities) 
mentioned above must always ensure that new 
instruments are handled appropriately in all sys­
tems and subject to adequate control procedures. 
Until summer 2007, the process was owned by the 
head of RPA, and final approval was given by the 
Executive Director of NBIM. Since summer 2007, 
when the CFO started, the process has been 
owned by the CFO, and he is also responsible for 
final approval. 

Risk assessment and management. As the 
Fund’s investment universe and the range of 
instruments in the Fund expand, it will be natural 
for NBIM to supplement general monitoring of 
the tracking error measure with other measures 
of risk, such as stress tests and measures of 
liquidity risk. Norges Bank does not share the 
view that liquidity risk is currently measured and 
reported inconsistently across the asset classes. It 
should also be noted that Ernst & Young shares 
our view that liquidity risk is less important to the 
Fund than it is to other investment managers and 
investors due to the Fund’s long-term nature. The 
use of tracking error or Value-at-Risk as the most 
important risk measure has to be considered in 
the light of this, namely as an expression of a 
long-term risk level and not as an expression of 
the most realistic short-term maximum loss. 

Risk monitoring and management. NBIM has 
come a long way in defining responsibilities for 
monitoring, including setting requirements for 

the reporting of market risk. Norges Bank shares 
Ernst & Young’s view that the monitoring of mar­
ket risk has good system support, is detailed, and 
features close managerial follow-up at all levels. 
Further improvement can be achieved by clarify­
ing/documenting the risk management levels and 
delegation in the organisation. 

Risk reporting and management information. 
The monthly written report from RPA to the Exec­
utive Director of NBIM is very detailed and is 
based largely on information and analyses per­
formed independently of the two business lines. 
The monthly reporting to the Governor of Norges 
Bank is also detailed, with a description of risks 
and returns down to the level of the individual 
sub-portfolios. Norges Bank shares Ernst & 
Young’s view that there may be a need to supple­
ment risk reporting with other risk measures 
when the Fund’s investment universe is expanded 
to include less liquid and/or unlisted investments. 

e. Credit risk 

Governance. Norges Bank agrees that the princi­
ples set out by Ernst & Young for the manage­
ment of credit risk can be used as a point of depar­
ture for further operationalisation of the frame­
work for the Fund. Norges Bank supports the 
recommendation of more detailed measurement 
parameters for credit risk in guidelines laid down 
by the Executive Director of NBIM. As the Fund’s 
investment universe and the range of instruments 
in the Fund expand, it will be natural for supple­
mentary risk indicators to be developed in the 
monitoring of credit risk, including stress tests. 

Risk identification. Norges Bank notes Ernst 
& Young’s assessment that the requirement for 
NBIM’s investment management that all invest­
ments have an external credit rating is satisfac­
tory and in line with international market practice. 

Risk assessment and measurement. Norges 
Bank agrees that credit risk should be measured 
and assessed with supplementary risk measures. 
This applies particularly to more complex non-lin­
ear exposures, and expansion of the Fund’s invest­
ment universe to include less liquid assets will also 
require more extensive measurement and monitor­
ing of credit risk. NBIM has launched a project to 
introduce more sophisticated measurement meth­
ods for credit risk, and will assess the appropriate­
ness of establishing pre-defined stress tests for the 
Fund’s credit exposure. We would also refer to 
NBIM’s planned new system for monitoring coun­
terparty risk mentioned above. 
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Risk monitoring and management; risk report­
ing and management information. Norges Bank 
agrees with Ernst & Young’s assessment that the 
implementation of a more sophisticated and 
robust system will improve the management of 
credit risk in the Fund. We also share the view 
that expansion of the Fund’s investment universe 
will need to be accompanied by broader and 
stronger independent monitoring of credit risk. 
Important steps which have already been taken or 
begun in this context are the establishment of a 
dedicated Risk Manager function for counterparty 
and credit risk, and the implementation of new 
system solutions for measurement and monitor­
ing. Implementation is expected to take place in 
2008. 

f. Performance and valuation 

Norges Bank endorses Ernst & Young’s recom­
mendation of detailed documentation of the pro­

cedures for valuing instruments and markets 
where there is no external source. This will apply 
particularly to non-linear positions. These consid­
erations will be addressed by the aforementioned 
Independent Pricing project, which will also 
ensure that all positions are priced or verified 
independently of those taking investment deci­
sions. 

NBIM has sufficient resources and expertise 
to monitor pricing of the more complex instru­
ments. To date, responsibility for this pricing has 
rested mainly with NBIM’s first line of defence 
under the COOs. Following recent recruitment to 
RPA, this group also now has sufficient expertise 
to perform the necessary valuations and chal­
lenge the model tool and assumptions underlying 
the pricing of unlisted (OTC) instruments. 

Yours sincerely 
Svein Gjedrem 
Knut N. Kjær 
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Appendix 7 

Final report on Ernst & Young’s review of investment 
management at Norges Bank 

Norges Bank Supervisory Council’s letter of 13 December 2007 to the Ministry of Finance 

1 Introduction  

We refer to the letter of 18 September 2007 from 
the Ministry of Finance with the enclosed final 
report on Ernst & Young’s review of investment 
management at Norges Bank. 

The Executive Board´s draft reply dated 6 
December 2007 concerning the same matter was 
discussed at the Supervisory Council’s meeting 
on 13 December and the following decisions were 
taken: 
–	 The Supervisory Council approves the draft 

letter dated 13.12.2007 from the Supervisory 
Council to the Ministry of Finance concerning 
the final report on Ernst & Young’s review of 
investment management at Norges Bank. 

–	 - The Supervisory Council has taken note of 
the Executive Board’s draft letter of 06.12.2007 
to the Ministry of Finance concerning the 
same matter. The Supervisory Council requ­
ests that it be kept informed about the Execu­
tive Board’s further work based on the report. 

In this letter, the Supervisory Council will com­
ment on matters that are directly related to its 
responsibilities. 

The Supervisory Council supervises the 
Bank’s activities and ensures that the rules gover­
ning the operations of the Bank are observed, cf. 
Section 5 of the Norges Bank Act. The Supervi­
sory Council has, in pace with developments at 
the Bank, placed considerable and increasing 
emphasis on the supervision of the investment 
management activities at Norges Bank. The 
supervision includes, inter alia, a review of the 
Executive Board’s minutes of meetings and consi­
deration of issues presented by the Executive 
Board, including the budget, quarterly and annual 
accounts and matters dealing with strategy, orga­
nisation, management and control. Considerable 
emphasis has also been placed on developing the 
expertise of the Supervisory Council through 

seminars, study tours and supplementary reports 
in connection with the presentation of issues. The 
day-to-day supervision of the Bank is largely exer­
cised by, inter alia, Central Bank Audit, and the 
Supervisory Council follows up their activity by 
approving the audit plan, the budget and by 
discussing Central Bank Audit’s reports and state­
ments. 

2 	 Audit arrangements at Norges Bank 
have been changed and strengthened 

In order to meet the challenges relating to the 
Bank’s investment management activities, the 
Supervisory Council and the Executive Board ini­
tiated a process in 2005 aimed at evaluating the 
audit arrangements at Norges Bank. 

With regard to this, please refer to a separate 
paragraph in the Supervisory Council’s statement 
of 15.02.2007 pursuant to Section 3 of the Norges 
Bank Act, concerning the 

Executive Board’s meeting minutes and super­
vision of the Bank’s operations in 2006: 

“Ongoing changes in the Bank’s organisation 
of control and audit arrangements: 

Pursuant to the Norges Bank Act, the 
Supervisory Council organises the Bank’s 
auditing and appoints the Central Bank Audi­
tor. The Executive Board has not had its own 
auditing resources but has based decisions on 
the work conducted by Central Bank Audit. 

Norges Bank has undergone substantial 
changes in recent years and is facing conside­
rable challenges, not least as a result of its 
tasks relating to the management of the 
Government Pension Fund – Global. These 
tasks entail considerable challenges for the 
Bank’s governing bodies relating to control 
and supervision of these activities. At the same 
time, interest has increased and expectations 
are higher in society with regard to corporate 
governance and control. 
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Against this background, the Executive 
Board and the Supervisory Council have asses­
sed in tandem important aspects of the Bank’s 
control and audit arrangements within the 
framework of the Norges Bank Act. As a result 
of these assessments, the Executive Board, in 
consultation with the Supervisory Council, 
established an Audit Committee in 2006 and 
approved the establishment of an internal audit 
unit. At the same time, the Supervisory Coun­
cil approved a new strategy for Central Bank 
Audit which involves developing it to become 
the Bank’s statutory (external) auditor. In 
order to enhance Central Bank Audit’s exper­
tise, particularly in relation to investment 
management, cooperation with an internatio­
nal auditing company will be established. 

The approved changes will be put into ope­
ration in the course of 2007. In the opinion of 
the Supervisory Council, this will contribute to 
strengthening the control and supervision 
arrangements of both the Supervisory Council 
and the Executive Board, not least in relation to 
investment management. The changes also 
involve an adaptation to internationally recog­
nised principles of corporate governance and 
control. 

Please refer to the discussion in the Report 
of the Executive Board.” 

The changes in the Bank’s audit arrangements 
have contributed to clarifying the division of 
responsibilities for auditing at Norges Bank. The 
Supervisory Council believes that the Executive 
Board’s establishment of the Audit Committee 
and the internal audit unit will strengthen the 
Executive Board’s systematic management and 
control of the Bank. It is clearer that Central Bank 
Audit, as the Bank’s statutory auditor, is the 
Supervisory Council's body which conducts finan­
cial audits and supervision of the Executive 
Board's activities on behalf of the Supervisory 
Council. Adjustments have been made in Central 
Bank Audit’s instructions in relation to this. 

At its meeting on 26 April 2007, the Supervi­
sory Council decided to enter into an agreement 
with Deloitte AS concerning cooperation with 
Central Bank Audit. Deloitte is one of the leading 
auditing firms in Norway and internationally, with 
extensive audit and advisory services in the area 
of investment management. The cooperation has 
been organised as a joint audit and also presuppo­
ses the continuation of solid expertise and capa­
city in Central Bank Audit. In general, this means 
a considerable increase of auditing resources in 
relation to financial revision of investment mana­

gement, including access to top international 
expertise in this field. 

Pursuant to the management agreement bet­
ween Norges Bank and the Ministry of Finance 
on the management of the Government Pension 
Fund – Global, Central Bank Audit makes a state­
ment concerning Norges Bank’s quarterly and 
annual reports on the management of the Fund. 
Similarly, annual audit statements have been pro­
vided to the Supervisory Council concerning the 
overall investment management at NBIM, and 
from 2007 these statements will be adapted to the 
collaboration with Deloitte. The auditing state­
ment primarily covers financial reporting and 
involves no explicit statement concerning internal 
control. However, the audit work largely involves 
a review and evaluation of operative processes, 
systems and internal control procedures which 
are of importance for accounting and financial 
reporting at Norges Bank and at the external ser­
vice provider. 

One of the recommendations in the Ernst & 
Young report is to develop and adapt Central 
Bank Audit’s independent statement concerning 
the Bank’s internal control so that it complies with 
auditing standard «SAS 70”. This will be a consi­
derable extension of Central Bank Audit's and the 
collaborative partner's remit, cf. the comments in 
the previous paragraph. In general, the Supervi­
sory Council is positive to this and supports the 
Executive Board’s view of evaluating the possibi­
lity of a development in this direction. 

3 Roles and responsibility and the 
Supervisory Council’s access to 
expertise 

One of the recommendations from Ernst & Young 
is a clarification of roles and responsibilities for 
the various bodies with regard to determination, 
monitoring and reporting of risk. In addition, they 
emphasise that each body should have access to 
adequate and independent expertise in the area of 
international investment management. 

In general, the division of responsibility bet­
ween the Executive Board and the Supervisory 
Council complies with the Norges Bank Act and is 
described in more detail in the two bodies’ rules 
of procedure. Norges Bank’s management of the 
Government Pension Fund – Global is a very 
important social responsibility which is not evi­
dent in the Norges Bank Act and which involves 
many interests and authorities. The Supervisory 
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Council wants the roles and responsibilities to be 
clearly defined, both internally and externally. 
The Supervisory Council supports the Executive 
Board’s view that there should be an evaluation of 
the need for a clearer definition of the responsibi­
lities, documentation and reporting of the Bank’s 
governing bodies. 

With regard to the suggestion that the Super­
visory Council should have access to adequate 
and independent expertise in the area of internati­
onal investment management, we wish to point 
out that Central Bank Audit, in addition to finan­
cial auditing, also performs supervision on behalf 
of the Supervisory Council. In order to strengt­
hen Central Bank Audit’s access to resources and 
expertise, particularly in relation to investment 
management, a cooperative agreement has, as 
previously mentioned, been entered into with 
Deloitte AS. This cooperation relates primarily to 
financial audits but also provides the Supervisory 

Council and Central Bank Audit effective access 
to international resources and adequate expertise 
in relation to the supervisory tasks, in addition to 
the expertise which is available in Central Bank 
Audit in this area. In addition, the Supervisory 
Council will regularly evaluate the need to engage 
other external expertise. 

4	 Follow-up of other recommendations 
in the Ernst & Young report 

As part of its supervision, the Supervisory Coun­
cil will follow the Executive Board’s further work 
based on the report. 

Yours sincerely

Norges Bank’s Supervisory Council

Mary Kvidal

Chairman
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Appendix 8 

Provisions on the Management of 
the Government Pension Fund 

Government pension fund Act (No. 123 of 21 
December 2005) 

Section 1 The Government Pension Fund shall 
support central government saving to finance the 
National Insurance Scheme’s expenditure on pen­
sions and long-term considerations in the applica­
tion of petroleum revenues. 

Section 2 The Government Pension Fund is mana­
ged by the Ministry of Finance. The Fund compri­
ses the Government Pension Fund – Global and 
the Government Pension Fund – Norway. 

The foreign portion is deposited in an account 
at Norges Bank. The countervalue is managed 
under further rules laid down by the Ministry, see 
section 7. 

The domestic portion is placed as a capital 
contribution to Folketrygdfondet. The counter-
value is managed under further rules laid down 
by the Ministry, see section 7. 

Section 3 Income of the Government Pension 
Fund – Global consists of the cash flow from 
petroleum activities, which is transferred from the 
central government budget, the return on the 
Fund’s capital, and the net results of financial 
transactions associated with petroleum activities. 

The cash flow is the sum of 
1.	 total tax revenues and royalty deriving from 

petroleum activities collected pursuant to 
Petroleum Taxation Act (no. 35 of 13 June 
1975) and the Petroleum Activities Act (no. 72 
of 29 November 1996), 

2.	 revenues deriving from tax on CO2 emissions 
due to petroleum activities on the continental 
shelf, 

3.	 revenues deriving from tax on NOx emissions 
due to petroleum activities on the continental 
shelf, 

4.	 revenues deriving from the State’s Direct 
Financial Interest in petroleum activities, defi­
ned as operating income and other income less 
operating expenses and other direct expenses, 

5.	 central government revenues from net surplus 
agreements associated with certain production 
licences, 

6.	 dividends from Statoil ASA, 
7.	 transfers from the Petroleum Insurance Fund, 
8.	 central government revenues deriving from 

the removal or alternative use of installations 
on the continental shelf, 

9.	 any government sale of stakes representing 
the State’s Direct Financial Interest in petro­
leum activities, 

less 
1.	 central government direct investments in 

petroleum activities, 
2.	 central government expenses in connection 

with the Petroleum Insurance Fund, 
3.	 central government expenses in connection 

with the removal or alternative use of installa­
tions on the continental shelf, 

4.	 any government purchase of stakes as part of 
the State’s Direct Financial Interest in petro­
leum activities. 

Net financial transactions associated with petro­
leum activities are gross revenues from govern­
ment sale of shares in Statoil ASA less 
1.	 any government purchase of shares in Statoil 

ASA, defined as the market price paid by the 
government for the shares, 

2.	 government capital contributions to Statoil 
ASA and companies attending to government 
interests in petroleum activities. 

Section 4 Income of the Government Pension 
Fund – Norway consists of the return on the capi­
tal under management. 

Section 5 The capital of the Government Pension 
Fund may only be used for transfers to the central 
government budget pursuant to a resolution by 
the Storting (Norwegian parliament). 
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Section 6 The Government Pension Fund itself 
has no rights or obligations vis-à-vis private sector 
entities or public authorities, and may not institute 
legal proceedings or be subjected to legal procee­
dings. 

Section 7 The Ministry may issue supplementary 
provisions to implement this Act. The Ministry 
may also lay down further provisions concerning 
the administration etc., Folketrygdfondet. 

Section 8 The Act enters into force at such time as 
the King decides. The King may bring the indivi­
dual provisions into force at different times. The 
Ministry may make transitional rules. 

Provisions on Folketrygdfondet laid down pur­
suant to the National Insurance Act section 23-11 
fourth paragraph apply until otherwise prescribed 
pursuant to section 7. 

Section 9 The following amendments to other Acts 
become effective as from the entry into force of 
this Act: 

1. Repeal of the Government Petroleum Fund 
Act (no. 36 of 22 June 1990). 

Regulations on Management of the Govern­
ment Pension Fund – Global 

Laid down by the Ministry of Finance on 22 
December 2005 pursuant to the Government Pen­
sion Fund Act (no. 123 of 21 December 2005). 

Section 1 Management of the Government Pension 
Fund – Global 

Norges Bank manages the Government Pension 
Fund – Global (hereafter termed “the Fund”) on 
behalf of the Ministry of Finance. The Bank may 
use other managers. 

Norges Bank shall prepare an annual report 
and quarterly reports for the Fund. The reports 
shall be public. 

Section 2 Investment of the Fund 

The Fund shall be placed on separate account in 
the form of krone deposits with Norges Bank. 
Norges Bank shall invest this capital in its own 
name in financial instruments and cash deposits 
denominated in foreign currency. 

The actual portfolio shall be composed 
through extensive use of diversification. 

Norges Bank shall seek to achieve the highest 
possible return on the investments in foreign cur­
rency within the investment limits set out in these 
regulations and guidelines issued under these 
regulations. 

Section 3 Accounting return 

The value of the Fund’s krone account shall be 
equivalent to the value of the portfolio of financial 
instruments and cash deposits in foreign cur­
rency. Norges Bank’s book return on the port­
folio, less remuneration to Norges Bank, shall be 
added to the Fund’s krone account on 31 Decem­
ber each year. 

Section 4 Investment universe 

The Fund shall be invested in accordance with the 
following asset allocation: 
– Fixed income instruments 30 – 70% 
– Equity instruments 30 – 70% 

Financial instruments, including derivatives, 
which are naturally related to asset classes as 
mentioned in the first paragraph may be utilised. 
Commodity-based contracts and fund units are 
also eligible. Commodity-based instruments shall 
not be taken into account when calculating the 
asset allocation under the first paragraph. 

The portfolio of fixed income instruments 
shall be invested in accordance with the following 
currency and regional distribution: 
– Europe 50 – 70% 
– The Americas and Africa 25 – 45% 
– Asia and Oceania 0 – 15% 

The Ministry of Finance may lay down further 
rules on the exclusion of fixed income instru­
ments from the investment universe. 

The portfolio of equity instruments shall be 
invested in equity instruments that are listed on a 
regulated and recognized market place in accor­
dance with the following currency and regional 
distribution: 
– Europe 40 – 60% 
– The Americas and Africa 25 – 45% 
– Asia and Oceania 5 – 25% 

Investments in securities issued by Norwegian 
enterprises are not permitted. “Norwegian enter­
prises” means any enterprise whose head office is 
in Norway. 
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Section 5 Benchmark portfolio and tracking error 

The Ministry of Finance establishes a benchmark 
portfolio for the Fund. 

The expected difference in return between the 
actual portfolio and the benchmark portfolio mea­
sured by tracking error on an annualised basis 
shall not exceed 1.5 percentage points. 

Section 6 Equity holdings 

The investments may not be placed such that the 
Fund attains a holding of more than five per cent 
of the shares of a single company that confer 
voting rights. 

Norges Bank shall exercise voting rights for the 
Fund. The Ministry of Finance may issue supple­
mentary guidelines for Norges Bank’s exercise of 
ownership. The overall goal of exercise of owners­
hip is to safeguard the Fund’s financial interests. 

Section 7 Risk systems and risk management 

Norges Bank shall ensure that satisfactory risk 
systems and control routines are in place in 
regard to instruments used in the management of 
the Fund. The same applies in regard to the hand­
ling of counterparty risk and operational risk. 

Section 8 Screening and exclusion 

The Ministry of Finance establishes Ethical Guid­
elines for the Fund and decides whether specific 
issuers shall be excluded from the Fund’s invest­
ment universe. An ethics council shall be appoin­
ted to advise on whether investment opportunities 
in financial instruments issued by specified issu­
ers are contrary to the Ethical Guidelines. 

The Ministry of Finance may lay down further 
rules for the ethics council, its activities and orga­
nisation. 

Section 9 Commencement 

These regulations shall come into force on 22 
June 2007. 

Guidelines for management of the Govern­
ment Pension Fund – Global 

These guidelines lay down supplementary provi­
sions to the Government Pension Fund Act and 
the Regulations on Management of the Govern­
ment Pension Fund – Global (“the regulations”). 

Contents: 
1.	 Benchmark portfolio 
2.	 Rebalancing of the benchmark portfolio 
3.	 Tracking error and additional constraints 
4.	 Requirements on valuation, measurement of 

return and management and control of risk 
5.	 Ethics 

1. Benchmark portfolio – section 5 of the regulations 

1.1 The strategic benchmark portfolio 

The composition of the strategic benchmark port­
folio is 60 per cent fixed income and 40 per cent 
equities. 

1.2 Benchmark portfolio for fixed income 
instruments 

The strategic benchmark portfolio for fixed 
income instruments has the following composi­
tion: 
–	 60 per cent of the portfolio shall consist of Leh­

man Global Aggregate (LGA) and Lehman Glo­
bal Real (LGR) in Europe except for Norwe­
gian kroner (NOK) and with the addition of 
domestic government bonds that are included 
in Lehman Swiss Franc Aggregate. This sec­
tion of the benchmark portfolio consists of the 
following currencies: Euro, British pound, 
Swiss franc, Swedish krona and Danish krone. 

–	 35 per cent of the portfolio shall consist of LGA 
and LGR in the United States and Canada with 
adjusted sector weights in accordance with 
table 1. This section of the benchmark portfo­
lio consists of the following currencies: Cana­
dian dollar and US dollar. 

–	 5 per cent of the portfolio shall consist of 
domestic government bonds from developed 
markets in LGA and LGR in Asia/Oceania 
(Australia, Japan, New Zealand and Singa­
pore). Japan’s share is calculated based on a 
factor of 25 per cent of the market capitalisation 
value of Japanese bonds.This section of the 
benchmark portfolio consists of the following 
currencies: Australian dollar, Japanese yen, 
New Zealand dollar and Singapore dollar. 

At each month-end the composition of the bench­
mark portfolio is revised in line with the changes 
in composition carried out by Lehman Brothers. 

If new currencies that otherwise form part of the 
benchmark portfolio are included in LGR, such instru­
ments shall be included in the benchmark portfolio as 
from the date decided by the Ministry of Finance. 
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Table 8.1 Within the section of the benchmark portfolio based on LGA and LGR in the United States and 

Canada the sector weights are adjusted by multiplying market capitalization weights with the following 

factors: 

Currency Sector Region Factor 

NB CAD ABS CAD Securitised AMERICA 1.0 
NB CAD Agency CAD Government Related AMERICA 1.0 
NB CAD CMBS CAD Securitised AMERICA 1.0 
NB CAD Covered Bonds CAD Securitised AMERICA 1.0 
NB CAD Financial CAD Corporate AMERICA 1.0 
Global Inflation-Linked: Canada CAD ILB AMERICA 1.0 
NB CAD INDS SR CAD Corporate AMERICA 1.0 
NB CAD Local Authority CAD Government Related AMERICA 1.0 
NB CAD MBS CAD Securitised AMERICA 1.0 
NB CAD Sovereign CAD Government Related AMERICA 1.0 
NB CAD Supranational CAD Government Related AMERICA 1.0 
NB CAD Treasury CAD Treasury AMERICA 1.0 
NB CAD Utility CAD Corporate AMERICA 1.0 
NB USD ABS USD Securitised AMERICA 0.5 
NB USD Agency USD Government Related AMERICA 0.5 
NB USD CMBS USD Securitised AMERICA 0.5 
NB USD Covered Bonds USD Securitised AMERICA 0.5 
NB USD Financial USD Corporate AMERICA 1+x 
Global Inflation-Linked: U.S. TIPS USD ILB AMERICA 1+x 
NB USD INDS SR USD Corporate AMERICA 1+x 
NB USD Local Authority USD Government Related AMERICA 1+x 
NB USD MBS USD Securitised AMERICA 0.5 
NB USD Sovereign USD Government Related AMERICA 1+x 
NB USD Supranational USD Government Related AMERICA 1+x 
NB USD Treasury USD Treasury AMERICA 1+x 
NB USD Utility USD Corporate AMERICA 1+x 

The variable x is to be calculated monthly in such a way that total market capitalization in USD is unaffected by the adjustments. 

1.3 Benchmark portfolio for equity instruments 

The strategic benchmark portfolio for equity 
instruments is based on tax-adjusted FTSE All-
World indices (large and medium-size companies) 
and shall have the following composition: 
–	 50 per cent FTSE All-World Europe in which 

the following countries are included: Austria, 
Belgium, Denmark, Finland, France, Ger­
many, Greece, Ireland, Italy, Netherlands, Por­
tugal, Sweden, Spain, Switzerland and United 
Kingdom. 

–	 35 per cent FTSE All-World Americas/FTSE 
All-World Africa in which the following coun­
tries are included: Brazil, Canada, Mexico, 
South Africa and United States. 

–	 15 per cent FTSE All-World Asia Pacific in 
which the following countries are included: 
Australia, Hong Kong, Japan, New Zealand, 
Singapore, South Korea, and Taiwan. 

The distributions within each region are determi­
ned on the basis of market capitalization weights 
with daily rebalancing of country weights within 
each region. 

2 Rebalancing of the benchmark portfolio – section 
5 of the regulations 

This item is exempt from the public domain. 
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3 Tracking error and additional restrictions – 
sections 4 to 6 of the regulations 

3.1 Limit on tracking error 

A general requirement is that expected (ex ante) 
tracking error shall be calculated using a system 
which models risk associated with the most impor­
tant financial instruments in which the Fund 
invests. In cases where the system does not model 
financial instruments in which the Fund invests, 
the approach shall employ conservative estimates 
and methods making it more likely that expected 
tracking error will be overestimated than underes­
timated in relation to actual tracking error. The sys­
tem shall aggregate risk across asset classes and 
financial instruments in a satisfactory manner. 

An important objective for the risk system is 
that risk attending financial instruments should 
be calculated in such a way as to ensure that, over 
time, estimated risk in the Fund deviates as little 
as possible from actual risk. Moreover, some 
degree of stability in the choice of system for cal­
culating risk is appropriate. 

3.2 Restrictions on investments in certain fixed 
income securities issued by sovereigns 

The Fund may not be invested in fixed income 
securities issued by the following sovereigns: 
Burma (Myanmar). 

3.3 Requirements on the approval process for new 
markets and currencies 

Prior to the implementation of investments in new 
countries, a thorough process must have been 
completed, which in each individual case provide 
the bank with an overview of relevant issues rela­
ting to valuation, return measurement, as well as 
the management and control of risks associated 
with investments in each individual market and 
currency. Such effort is required to include an 
assessment against the requirements implied by 
the Regulations and the supplementary guideli­
nes, and to be documented. 

4 Requirements on valuation, measurement of 
return and management and control of risk – 
section 7 of the regulations 

Valuation, measurement of return and manage­
ment and control of risk shall comply with inter­
nationally recognised standards and methods. 
The Fund cannot invest in markets, asset classes 

or instruments if compliance with these require­
ments cannot be documented. See also 3.1. 

4.1 Valuation and measurement of return 

The method used to establish the value of finan­
cial instruments shall be verifiable and shall indi­
cate with reasonable assurance the true value of 
the Fund’s assets at the time of measurement. 
Valuation shall take place at least monthly and 
shall be based on market prices or, in cases where 
market prices cannot be observed, on generally 
recognised price models. 

4.2 Management, measurement and control of risk 

4.2.1 Market risk 

Market risk shall be measured in such a way that 
compliance with the limit on relative risk in the 
Pension Fund can be documented. Best practice 
in the area shall be employed in regard to measur­
ing methods, decomposition and measurement 
frequency. 

4.2.2 Counterparty risk 

Norges Bank shall have satisfactory routines and 
systems for selecting and evaluating counterpar­
ties. The monitoring system and measurement 
frequency employed for control of counterparty 
risk, including requirements on minimum credit 
rating and exposure limits, shall follow best 
practice in the area. 

Counterparties for unsecured deposits and tra­
ding in unlisted derivatives shall have a long-term 
credit rating of at least A-/A3/A- from at least one 
of the following three agencies: Fitch, Moody’s or 
Standard & Poor’s. Norges Bank may make 
exemption from this minimum requirement in 
regard to a central counterparty. When such 
exemption is granted, the Ministry of Finance 
shall be informed thereafter. 

Norges Bank must lay down such supplemen­
tary requirements on credit rating, provision of 
security and exposure limits as are appropriate in 
the operative management, and shall measure 
overall exposure to counterparties using internati­
onally recognised methods that meet necessary 
requirements as to verifiability and accuracy. 

Norwegian banks can be used as counterpar­
ties in currency trading and when making bank 
deposits, provided the currency involved is inclu­
ded in the investment universe. 
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4.2.3 Operational risk 

Identification and measurement methods shall 
comply with internationally recognised standards 
for the various dimensions of operational risk. 
Operational risk shall be identified and shall be 
measurable and controllable before new activities 
(e.g. investments in new countries, instruments, 
asset classes, counterparties, external service 
providers, IT systems etc) are started. 

4.3 Reporting 

Annual reports prepared by Norges Bank under 
section 1 of the regulations shall contain: 
–	 Norges Bank’s strategic plan and the invest­

ment strategy for the Fund 
–	 A list of all significant external service provi­

ders, including a complete list of external 
managers 

–	 An account of the standards employed by Nor­
ges Bank for the purpose of valuation (acco­
unts), measurement of return, along with 
management, measurement and control of 
identified risk factors (market risk, counter-
party risk and operational risk) 

–	 A report on the Fund’s return, including abso­
lute and relative return measured in Norwe­
gian kroner and the Fund’s currency basket, 
real return, decomposition of return on asset 
class and internal/external management 

–	 A report on costs related to the phasing in of 
new capital, exclusion of companies and other 
changes resulting from any decision by the 
Ministry of Finance to change the Fund’s ben­
chmark portfolio 

–	 A report on the Fund’s absolute and relative 
market risk (volatility), monthly figures – in 
the aggregate and distributed on asset classes 

–	 The composition of the fixed income portfolio 
by main categories of credit rating grade 

–	 An overview of new countries, currencies and 
instruments in which the portfolio has been 
invested 

–	 An overview of the Fund’s investments in rela­
tion to the regulations’ quantitative provisions 

–	 An account of the exercise of ownership rights 
in accordance with the ministry’s Ethical Guid­
elines, see 5.3.2 

–	 A list of companies that are excluded from the 
investment universe 

–	 A report on the accounts in accordance with 
Norges Bank’s accounting principles 

–	 A complete list of equities and bonds as of 31 
December 

–	 An account of the organisation and operating 
expenses of Norges Bank Investment Manage­
ment 

Quarterly reports prepared by Norges Bank shall 
contain: 
–	 A report on the Fund’s return, including abso­

lute and relative return in Norwegian kroner 
and the Fund’s currency basket, real return, 
and a description of important contributions to 
relative return 

–	 A report on the Fund’s absolute and relative 
market risk (volatility), monthly figures – in 
the aggregate and distributed on asset classes 

–	 The composition of the fixed income portfolio 
by main categories of credit rating grade 

–	 An overview of the Fund’s investments in rela­
tion to the regulations’ quantitative provisions 

–	 A list of companies that are excluded from the 
investment universe 

–	 A report on the accounts in accordance with 
Norges Bank’s accounting principles 

Any breach of the regulations’ cap on maximum 
holdings that is reversed within 10 trading days 
does not constitute a formal breach of the regula­
tions and shall not be reported to the ministry. 

5 Ethical guidelines – section 8 of the regulations 

5.1 Basis 

The Fund’s Ethical Guidelines are based on two 
premises: 
–	 The Fund is an instrument for ensuring that a 

reasonable portion of the country’s petroleum 
wealth benefits future generations. The finan­
cial wealth must be managed with a view to 
generating a sound return in the long term, 
which is contingent on sustainable develop­
ment in the economic, environmental and 
social sense. The Fund’s financial interests 
should be consolidated by using the Fund’s 
ownership positions to promote sustainable 
development. 

–	 The Fund should not make investments that 
entail an unacceptable risk that Fund is contri­
buting to unethical acts or emissions, serious 
violations of fundamental humanitarian prin­
ciples, gross violations of human rights, gross 
corruption or severe environmental degrada­
tion. 
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5.2 Mechanisms 

The ethical basis for the Fund shall be promoted 
using the following three mechanisms: 
–	 Exercise of ownership rights to promote long-

term financial returns based on the United 
Nations Global Compact and the OECD Guide­
lines for Corporate Governance and for Multi­
national Enterprises 

–	 Negative screening from the investment uni­
verse of companies which, themselves or 
through companies they control, produce wea­
pons whose normal violates fundamental 
humanitarian principles 

–	 Exclusion of companies from the investment 
universe where there is deemed to exist a con­
siderable risk of contributing to: 
–	 Gross or systematic violations of human 

rights, such as murder, torture, deprivation 
of liberty, forced labour, the worst forms of 
child labour and other child exploitation 

–	 Gross violations of individual rights in war 
or conflict situations 

– Severe environmental degradation

– Gross corruption 

–	 Other particularly serious violations of fun­

damental ethical norms. 

5.3 Exercise of ownership rights 

5.3.1 

The primary objective of Norges Bank’s exercise 
of ownership rights for the Fund is to safeguard 
the Fund’s financial interests. The exercise of 
ownership rights shall be based on a long horizon 
for the Fund’s investments, and broad investment 
diversification in the markets that are included in 
the investment universe. The exercise of owners­
hip rights shall primarily be based on the United 
Nations Global Compact and the OECD Guideli­
nes for Corporate Governance and for Multinatio­
nal Enterprises. Norges Bank’s internal guideli­
nes for the exercise of ownership rights shall sti­
pulate how these priniciples are to be integrated 
in the exercise of ownership rights. 

5.3.2 

Norges Bank shall report on its exercise of 
ownership rights in connection with its ordinary 
annual reporting. An account shall be provided of 
how the Bank has acted as owner representative – 
including including a description of the work to 

promote special interests relating to the long-term 
horizon and diversification of investments in 
accordance with section 5.3.1. 

5.3.3 

Norges Bank may delegate the exercise of 
ownership rights to external managers in accor­
dance with these guidelines. 

5.4 Negative screening and exclusion 

5.4.1 

The Ministry of Finance shall make decisions on 
negative screening and exclusion of companies 
from the investment universe based on the recom­
mendations of the Fund’s Advisory Council on 
Ethics. The recommendations and decisions are 
to be made public. The ministry may in certain 
cases postpone the time of public disclosure if this 
is deemed necessary in order to ensure a financi­
ally sound implementation of the exclusion of the 
company concerned. 

5.4.2 

The Fund’s Advisory Council on Ethics shall be 
composed of five members. The Council shall 
have its own secretariat. The Council shall submit 
an annual report on its activities to the Ministry of 
Finance. 

5.4.3 

The Council shall issue recommendations at the 
request of the Ministry of Finance on whether an 
investment may be in violation of Norway’s obliga­
tions under international law. 

5.4.4 

The Council shall issue recommendations on 
negative screening of one or more companies on 
the basis of the production of weapons whose 
normal use is in violation of fundamental huma­
nitarian principles. The Council shall issue 
recommendations on the exclusion of one or 
more companies from the investment universe 
where there is deemed to exist a considerable 
risk of contributing to actions or omissions that 
involve: 
–	 Gross or systematic violation of human rights, 

such as murder, torture, deprivation of liberty, 
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forced labour, the worst forms of child labour 
and other forms of child exploitation 

–	 Gross violations of individual rights in war or 
conflict situations 

–	 Severe environmental degradation 
–	 Gross corruption 
–	 Other particularly serious violations of funda­

mental ethical norms 

The Council shall raise matters under this section 
on its own initiative or at the request of the 
Ministry of Finance. 

5.4.5 

The Council shall gather the necessary informa­
tion on an independent basis and ensure that a 
matter is elucidated as fully as possible before a 
recommendation concerning screening or exclu­
sion from the investment universe is issued. The 
Council can request Norges Bank to provide 
information as to how specific companies are 
dealt with in the exercise of ownership rights. All 
enquiries to such companies shall be channelled 
through Norges Bank. If the Council is conside­
ring an exclusion recommendation, the draft 
recommendation, and the grounds for it, shall be 
submitted to the company for comment. 

5.4.6 

The Council shall review on a regular basis 
whether the grounds for exclusion still apply and 
can on receipt of new information recommend 
that the Ministry of Finance reverse the exclusion 
decision. 

5.4.7 

Norges Bank shall receive immediate notification 
of the decisions made by the Ministry of Finance 
in connection with the Council’s recommenda­
tions. The Ministry of Finance can request that 
Norges Bank inform the companies concerned of 
the decision taken by the Ministry of Finance and 
the reasons for the decision. 

5.5 Exclusion of individual companies 

The list of companies that are excluded from the 
investment universe of the Government Pension 
Fund – Global is available on the website of the 
Ministry of Finance. 

Temporary guidelines - transition periodes 

This item is excempt from the public domain 

Management agreement between the 
Ministry of Finance and Norges Bank 

The Ministry of Finance and Norges Bank ente­
red into the following Management Agreement 
for the Government Pension Fund – Global on 12 
February 2001. It was most recently amended on 
22 December 2005: 

1. The contents of the agreement etc. 

The State, represented by the Ministry of 
Finance, has delegated responsibility for the ope­
rational management of the Government Pension 
Fund – Global (“the Fund”) to Norges Bank. The 
management of the Fund is subject to the Govern­
ment Pension Fund Act (no. 36 of 20 December 
2005), Regulations on the Government Pension 
Fund – Global and guidelines with supplementary 
provisions that have been or may be adopted by 
the Ministry of Finance. This Agreement, 
together with the Act and Regulations regulations 
mentioned, governs the relationship between the 
Ministry of Finance and Norges Bank in connec­
tion with the management of the Fund. 

All communication referring to this agreement 
shall be in writing and shall be signed. Such com­
munication shall be sent to Norges Bank Invest­
ment Management and to the Economic Policy 
Department of the Ministry of Finance. 

2. Norges Bank’s obligations 

2.1 Norges Bank’s responsibilities 

Norges Bank shall manage the Fund in accor­
dance with the law, the Regulations for Financial 
Management in the Government Administration, 
regulations and other decisions and guidelines 
that apply to the Fund (cf. Clauses 1 and 3.1). Mat­
ters of special importance shall be submitted to 
the Ministry of Finance. 

Quarterly and annual reports on the manage­
ment of the Fund which are issued by Norges 
Bank (see section 1 of the regulations), shall be 
certified by Central Bank Audit. Norges Bank shall 
without undue delay notify the Ministry of signifi­
cant changes or expected significant changes in 
the value of the Fund. Norges Bank shall provide 
the Ministry of Finance with information as reque­
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sted by the Ministry, including information in mac­
hine-readable form to companies that assist the 
Ministry in evaluating Norges Bank’s management 
of the Government Pension Fund – Global. 

Norges Bank is liable to pay damages to the 
State for losses arising as a result of negligence or 
intent on the part of the Bank, external managers 
or external service providers with whom the 
Bank has entered into an agreement (see Clause 
2.2 first paragraph of the Agreement). 

2.2 Management of the Fund 

Norges Bank may use external managers and 
external service providers in the management of 
the Fund. Such managers must have satisfactory 
internal Ethical Guidelines for their activity. Nor­
ges Bank is party to agreements with such ser­
vice providers, and shall oversee their activity on 
behalf of the Fund. 

The Ministry of Finance shall be informed of 
the choice of external service providers that are 
of major importance to management and of the 
grounds for the choice. The Ministry shall receive 
copies of the annexes relating to remuneration in 
new management agreements entered into by 
Norges Bank with external managers in connec­
tion with the management of the Fund. Remune­
ration to external managers shall be such that the 
Fund retains the major part of the increase in 
excess return. The Ministry of Finance may 
require Norges Bank to submit to the Ministry all 
contracts entered into in connection with the 
management of the Fund. 

2.3 Amendments to regulations, guidelines etc. 

At the request of the Ministry of Finance, Norges 
Bank shall provide the Ministry with advice regar­
ding amendments to the framework conditions for 
management, including regulations, decisions 
and guidelines laid down by the Ministry. Norges 
Bank may also submit its own proposals for chan­
ges in the framework conditions if the Bank consi­
ders it appropriate. 

2.4 Exclusion and screening of financial instruments 

At the request of the Ministry of Finance or the 
Fund’s Advisory Council on Ethics, Norges Bank 
shall obtain information from specified issuers 
and give this information to the Council. 

If the Ministry of Finance decides to 
exclude particular financial instruments from 

the investment universe of the Fund, Norges 
Bank shall normally be allowed a period of 
eight weeks in which to complete the sale of 
these instruments. 

Norges Bank shall notify the Ministry of 
Finance when a sale has been completed. The 
Ministry of Finance shall consider whether to 
announce the assessments of the Council and the 
Ministry of Finance on a case-by-case basis (cf. 
the Royal Decree of 19 November 2004). If mana­
gement considerations so indicate, the Ministry 
shall endeavour to postpone announcement until 
after it has been notified that a sale has been com­
pleted. 

2.5 Information 

Norges Bank shall, within the framework of the 
Freedom of Information Act and the Public Admi­
nistration Act, and in accordance with further gui­
delines issued by the Ministry of Finance, provide 
information to the public concerning the perfor­
mance of the management assignment. 

3. The obligations of the Ministry of Finance 

3.1 Regulations, guidelines, etc. 

Norges Bank shall have the opportunity to 
express its view before any changes are made to 
regulations, decisions or guidelines on manage­
ment, and shall be given reasonable notice to 
make changes in the portfolio. 

3.2 Remuneration 

Remuneration shall be in compliance with Annex 
1 to this Agreement. Up to 1 December each year 
both parties may request changes in the method 
of calculating remuneration for the subsequent 
calendar year. 

Remuneration shall be deducted from the 
Fund’s gross return before the net return is trans­
ferred to the Fund’s krone account on 31 Decem­
ber each year. Norges Bank shall submit its remu­
neration calculations to the Ministry of Finance as 
early as possible and no later than one week 
before finalising the accounts. 

3.3 Crediting 

The Ministry of Finance shall make any trans­
fers of capital from the Treasury to the Fund’s 
krone account in Norges Bank. The deadline for 
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notifying Norges Bank and the final krone 
amount to be credited shall be in accordance 
with the prevailing “Guidelines for rebalancing 
the Fund”. 

3.4 Debiting 

The Ministry of Finance shall notify Norges Bank 
in due time before making any deductions from 
the Fund to allow the Bank to make portfolio 
adjustments. The Ministry of Finance shall notify 
Norges Bank of the account to which the transfer 
is to be credited. 

3.5 Tax issues 

The Ministry of Finance shall contribute to provi­
ding the documentation necessary to clarify the 
tax position of the Fund’s investments abroad. 

4. Amendments and termination 

4.1 Amendments 

The Agreement shall be amended when changes 
in laws or regulations, decisions or guidelines so 
indicate. This Agreement and the annex thereto 
shall not otherwise be amended without written 
approval from both parties. 

4.2 Termination etc. 

If neither party has given written notification by 
31 December in a given year that the agreement is 
to be terminated as from 31 December of the fol­
lowing year, the agreement will continue to apply 
for a further year at a time until such notification 
is given. 

The Ministry of Finance will lay down further 
rules and instructions regarding termination of 
the management assignment, including severance 
pay and other remuneration to Norges Bank in 
connection with the termination. Clause 3.1 shall 
apply to a corresponding extent. 

Oslo, 22 December 2005 

For the Ministry of Finance 
For Norges Bank 

Annex 1: 

Remuneration for management of the Government 
Pension Fund – Global 

The remuneration shall cover Norges Bank’s 
costs associated with management of the Fund. 
For 2008, however, costs over and above 10.0 
basis points of the Fund’s average market value 
will not be covered. Calculation of the average 
amount shall be based on the market value of the 
Fund’s portfolio measured in Norwegian kroner 
at the start of each month in the calendar year. In 
addition to coverage of costs up to the upper limit, 
Norges Bank shall receive remuneration for per­
formance-based fees to external managers. 

Act No. 44 of 29 June 2007 relating to Folke­
trygdfondet 

Section 1 Objective 

By order of the Ministry, Folketrygdfondet shall 
manage, in its own name, the equivalent of the 
capital contribution of the Government Pension 
Fund – Norway; cf. section 2 of Act of 21 Decem­
ber 2005 relating to the Government Pension 
Fund. Folketrygdfondet shall also perform other 
management tasks assigned to it by the Ministry. 

Section 2 Owner 

The Government is the sole owner of Folketrygd­
fondet. 

Section 3 Legal status 

Folketrygdfondet is a separate legal entity. 

Section 4 Statutes 

Folketrygdfondet shall have statutes that are laid 
down by the Ministry. 

Section 5 Registration in the Register of Business 
Enterprises 

Folketrygdfondet shall be registered in the Regis­
ter of Business Enterprises. 

Section 6 Relationship with other legislation 

The Public Administration Act does not apply to 
Folketrygdfondet. However, the Public Adminis­
tration Act’s provisions concerning bias and duty 
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of confidentiality apply to Folketrygdfondet’s 
representatives, employees, and others who pro­
vide services to or work for Folketrygdfondet. 
The duty of confidentiality does not apply in rela­
tion to the Ministry. 

Folketrygdfondet is considered a public body 
under the Archives Act of 4 December 1992 No. 
126, section 2, paragraph (g). 

Section 7 Government equity contribution and 
liability 

Upon the establishment of Folketrygdfondet, 
the Government shall make an equity contribu­
tion. The Ministry may determine changes in 
the contribution and the application of the profit 
thereof. 

The Government is not liable for Folketrygd­
fondet’s obligations. 

Section 8 The Executive Board 

Folketrygdfondet shall have an Executive Board 
comprising nine members, who, together with 
their personal alternates, are to be appointed by 
the King for four years at a time, until the acco­
unts have been closed for the fourth year after the 
appointment. 

When discussing administrative matters, the 
Executive Board is to be supplemented by one 
additional member and one observer elected from 
amongst the employees. 

Members and alternates may step down 
before the end of their term of appointment with 
reasonable prior notice to the Ministry. 

Upon the resignation or death of a board mem­
ber or alternate during the term of their appoint­
ment, a new member or alternate shall be appoin­
ted for the remaining term. 

The King appoints the chairperson of the Exe­
cutive Board. The Executive Board elects the vice 
chairperson from amongst its members. 

Board members and alternates shall receive 
remuneration as stipulated by the Ministry. 

Section 20-6 of the Companies Act is equally 
applicable to Folketrygdfondet. 

Section 9 The management and supervisory 
responsibility of the Executive Board 

The management of Folketrygdfondet falls within 
the scope of the Executive Board. 

The Executive Board shall make sure the 

entity is properly organised. The Executive Board 
shall keep itself informed of Folketrygdfondet’s 
activities and is obliged to ensure that the opera­
tion, including accounts and asset management, is 
subject to adequate control. 

The Executive Board shall supervise the admi­
nistrative staff’s management of Folketrygdfon­
det and the operation in general. 

Section 6-17 of the Companies Act is equally 
applicable to Folketrygdfondet. 

Section 10 Managing director 

The managing director of Folketrygdfondet is 
appointed by the Executive Board. The managing 
director’s remuneration and pension are determi­
ned by the Executive Board with notification to 
the Ministry. 

The managing director is in charge of the 
daily running of Folketrygdfondet’s activities and 
shall observe the guidelines and instructions 
issued by the Executive Board. 

Day-to-day management does not include mat­
ters of an unusual nature or of great importance. 

The managing director shall ensure that Fol­
ketrygdfondet’s accounts comply with the requi­
rements laid down in section 12 of this Act and 
that the asset management is adequately organi­
zed. 

Section 6-17 of the Companies Act is equally 
applicable to the managing director of Folke­
trygdfondet. 

Section 11 External representation 

The Executive Board represents Folketrygdfon­
det externally and signs on its behalf. 

The Executive Board may authorize board 
members or the managing director to sign on 
behalf of Folketrygdfondet. Such powers may be 
prescribed by the statutes, which may also limit 
the Executive Board’s authority to sign on behalf 
of Folketrygdfondet. 

The managing director represents Folke­
trygdfondet externally in matters that fall within 
his or her mandate under section 10 of this Act. 

In the case that anyone who represents Folke­
trygdfondet by acting on its behalf oversteps his 
authority, the transaction is not binding on Folke­
trygdfondet if the other contracting party realized 
or should have realized that the authority had 
been exceeded and that it would therefore be con­
trary to honesty to invoke the transaction. 
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Section 12 Annual accounts and annual report 

Folketrygdfondet is required to prepare accounts 
under the Accounting Act and to keep books and 
records under the Bookkeeping Act. The 
Ministry’s regulations may supplement or deviate 
from the provisions in the Accounting Act with 
regard to Folketrygdfondet. 

The annual accounts and annual report shall 
be approved by the Ministry and reported to the 
Storting. 

Section 13 Auditing 

Folketrygdfondet shall have an auditor elected by 
the Ministry. The Ministry may lay down auditing 
rules in the regulations. 

The auditor’s remuneration shall be approved 
by the Ministry. 

The Executive Board shall appoint Folke­
trygdfondet’s internal audit department. The Exe­
cutive Board shall approve the resources and 
plans of the internal audit department on an 
annual basis. The internal audit department shall 
report to the Executive Board. 

Section 14 Inspection by the Office of the Auditor 
General 

The Office of the Auditor General supervises the 
management of Government interests and may 
carry out inspections of Folketrygdfondet under 
Act No. 21 of 7 May 2004 relating to the Office of 
the Auditor General and directives issued by the 
Storting. 

Section 15 Supplementary provisions 

The Ministry may establish regulations for Folke­
trygdfondet containing more detailed rules. 

Section 16 Effective date and amendments to other 
Acts 

The Act will enter into effect on the date determi­
ned by the King. 

From the time the Act enters into effect, the 
following amendments will be made to other Acts: 

1. The following amendments will be made to 
Act No. 14 of 26 March 1999 relating to Capital 
and Income Taxation (the Taxation Act): 

Section 2-30, subsection (1), paragraph (e), no. 
7, shall read: 

7.Folketrygdfondet 

Section 2-30, subsection (1), paragraph (f), 
shall read: 

f. Folketrygdfondet 
2. Section 7, second clause, of Act No. 123 of 

21 December 2005 relating to the Government 
Pension Fund is repealed. 

Section 17 Transitional provisions 

The transfer of obligations associated with the 
administrative body Folketrygdfondet to the sepa­
rate legal entity Folketrygdfondet releases the 
Government. Creditors and other rightful clai­
mants cannot oppose the transfer or claim that the 
transfer constitutes a reason for cessation of the 
legal relationship. 

Act No. 3 of 4 March 1983 relating to Civil Ser­
vants etc. (Civil Service Act), section 13, subsec­
tion 2-6, concerning the preferential right to other 
posts and severance pay, shall still be applicable to 
employees of the administrative body Folketrygd­
fondet who are dismissed on the grounds cited in 
the Civil Service Act, section 13, subsection 1, 
paragraphs (a), (b), and (c), and who were 
covered by these rules before the Act entered into 
effect. The preferential rights to other posts and 
severance pay pursuant to the previous clause 
expire three years after the Act has entered into 
effect. 

Other transitional provisions are determined 
by the King. 

Regulations relating to the management of 
the Government Pension Fund – Norway 

Legal authority: Laid down by the Ministry of 
Finance on 7 November 2007 under and in pursu­
ance of section 15 of Act No. 44 of 29 June 2007 
relating to Folketrygdfondet. 

Section 1 Management of the Government Pension 
Fund – Norway 

Folketrygdfondet shall manage the Government 
Pension Fund – Norway (hereinafter referred to 
as the «Pension Fund») on behalf of the Ministry 
of Finance. 

Section 2 Investment of the Pension Fund 

The Pension Fund is a capital contribution to Fol­
ketrygdfondet. Folketrygdfondet shall reinvest, in 
its own name, this capital in financial instruments 
and cash deposits. 
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The Executive Board of Folketrygdfondet is 
responsible for ensuring that the Pension Fund’s 
capital is invested with a view to achieving the 
best possible return over time in Norwegian kro­
ner within the framework of laws, regulations, and 
supplementary guidelines governing the manage­
ment. 

Section 3 Accounting return 

The value of the Pension Fund shall be equivalent 
to the value of the portfolio of financial instru­
ments and cash deposits. The book return on the 
portfolio, with the deduction of payments to Fol­
ketrygdfondet, is added to the capital as of 31 
December each year. 

Section 4 Investment universe 

The Pension Fund shall be invested in an equity 
and fixed income portfolio according to the follo­
wing distribution: 

Equity instruments 50-70 pct. 
Interest-bearing instruments 30-50 pct. 
Equity instruments include shares, primary 

capital certificates, convertible bonds, and bonds 
with warrants for shares listed on a regulated 
market place. In the management of the equity 
and fixed income portfolio, financial instruments 
may be used, including derivatives. Folketrygd­
fondet may enter into sale and repurchase agre­
ements relating to equity instruments and inte­
rest-bearing instruments whereby the purchaser 
of the instruments is obliged under the agre­
ement to return these to the seller. 

The portfolio of equity instruments shall be 
invested in equity instruments listed on a regula­
ted market place in accordance with the following 
distribution: 

Norway 80-90 pct. 
Denmark, Finland, and Sweden 10-20 pct. 
The fixed income portfolio shall be invested in 

interest-bearing instruments whose issuers are 
domiciled in Denmark, Finland, Sweden, and Nor­
way, or have listed equity on regulated market pla­
ces in these countries, according to the following 
distribution: 

Norway 80-90 pct. 
Denmark, Finland, and Sweden 10-20 pct. 
Up to 2.5 pct. of the Pension Fund capital may 

be invested in Norwegian shares that have not 
been listed on a regulated market place if the 
company has applied for or has specifically plan­
ned to apply for a listing on such a market place. 

Folketrygdfondet may retain shares in Norwe­
gian companies that change their status to 
become foreign companies in connection with 
acquisitions, mergers etc. 

The Ministry of Finance may decide to 
exclude companies from the investment universe 
of Folketrygdfondet. 

Section 5 Benchmark portfolio and tracking error 

The Ministry of Finance determines a benchmark 
portfolio for the Pension Fund. 

The expected discrepancy between the return 
on the actual portfolio and that on the benchmark 
portfolio, measured by expected tracking error on 
an annualized basis must not exceed 3 percentage 
points. Foreign currency positions shall not be taken 
in the active management of the Pension Fund. 

Section 6 Share ownership 

Folketrygdfondet may hold up to 15 per cent of 
the share capital or the primary capital of one sin­
gle company in Norway. Folketrygdfondet may 
hold up to 5 per cent of the share capital or the pri­
mary capital in one single company in Denmark, 
Finland, and Sweden. A company’s ownership of 
its own shares shall not be taken into account 
under this provision. 

Section 7 Risk management 

The Executive Board shall ensure that adequate 
risk management and control routines are adop­
ted in the management of the Pension Fund. 

Section 8 Exercise of ownership rights and ethics 

The primary objective of Folketrygdfondet’s exer­
cise of ownership rights is to safeguard the Pen­
sion Fund’s financial interests. 

Folketrygdfondet shall have Ethical Guide­
lines for the management of the Pension Fund. 

Section 9 Annual and semi-annual reports 

Folketrygdfondet shall prepare annual and semi-
annuals reports on the management of the Pen­
sion Fund. 

Section 10 Supplementary provisions 

The Ministry of Finance may prescribe more detai­
led provisions in order to supplement and imple­
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ment the rules. In special cases, the Ministry of 
Finance may deviate from sections 4 – 6. 

Section 11 Effective date 

The Regulations enter into effect on 1 January 
2008, repealing, from the same date, Regulations 
No. 1419 of 1 December 2006 relating to the 
Management of the Government Pension Fund – 
Norway. 

Guidelines for the management of the Govern­
ment Pension Fund – Norway 

These guidelines provide supplementary provi­
sions to the Act relating to the Government Pen­
sion Fund and Regulations relating to the Govern­
ment Pension Fund – Norway («Regulations»). 

Contents: 
1.	 Benchmark portfolio and investment universe 
2.	 Rebalancing of the benchmark portfolio 
3.	 Requirements for valuation, return measure­

ment, and risk management and control 
4.	 Reporting 
5.	 Exercise of ownership rights and ethics 
6.	 Transitional provisions 

1. Benchmark portfolio and investment universe – 
Sections 4-5 of the Regulations 

1.1 Strategic benchmark portfolio – asset classes 

The strategic benchmark portfolio consists of 40 
pct. fixed income instruments and 60 pct. equity 
instruments. 

1.2 Strategic benchmark portfolio for fixed income 
instruments 

The strategic benchmark portfolio for fixed 
income instruments has the following composi­
tion: 
–	 85 pct. of the portfolio shall comprise Lehman 

Global Aggregate (LGA) Norway. This part of 
the benchmark portfolio may consist of loans 
issued in the following currencies: NOK, EUR, 
GBP, USD, SEK, and DKK. The benchmark 
portfolio shall include a private section and a 
government section with the following compo­
sition: 
–	 The government section of the index (Leh­

man Global Treasury Norway) shall be 
weighted at 30 pct. of total index value for 
LGA, measured at the end of each month 

(i.e. the date Lehman uses for index adjust­
ments). 

–	 The private section of the index (Lehman 
Global Aggregate Norway) shall be 
weighted at 70 pct. of the total index value 
for LGA, measured at the end of each 
month (i.e. the date Lehman uses for index 
adjustments). 

This part of the benchmark portfolio shall be 
hedged against Norwegian kroner. 

–	 15 pct. of the portfolio shall consist of Lehman 
Global Aggregate Scandinavia (ex Norway). 
This section of the benchmark portfolio may 
include loans issued in the following curren­
cies: DKK, SEK, EUR, GBP, and USD. 

This part of the benchmark portfolio shall not 
be hedged against Norwegian kroner. 

At the end of each month the composition of the 
benchmark portfolio is altered according to the 
compositional changes carried out by the Lehman 
Brothers. 

1.3 Strategic benchmark portfolio for equity 
instruments 

The strategic benchmark portfolio for equity 
instruments has the following composition: 
–	 85 pct. of the portfolio shall consist of the Oslo 

Stock Exchange main index (OSEBX). 
–	 15 pct. of the portfolio shall comprise VINX 

Benchmark (CMVINXBXINN) dividend-adjus­
ted for investors with a Norwegian tax position. 
Companies that are listed on the stock exchan­
ges of Iceland and Norway are not included in 
the index basis. The company and regional dis­
tribution within the Nordic countries (ex Nor­
way and Iceland) is established on the basis of 
the index supplier’s rules for the equity index 
VINX Benchmark. The benchmark portfolio 
shall not be hedged against Norwegian kroner. 

1.4 Investment universe and market place 

When a limited company included in the portfolio 
of the Government Pension Fund – Norway is 
delisted, Folketrygdfondet shall sell the shares 
within three months of the delisting of the com­
pany. 

The rule of the first clause does not apply to 
Norwegian limited companies listed on the Oslo 
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Stock Exchange that are subject to acquisitions, 
mergers, or similar. 

2. Rebalancing of the benchmark portfolio – section 
5 of the Regulations 

This item is exempt from the public domain. 

3. Requirements for valuation, return measurement, 
and risk management and control – sections 5 and 7 
of the Regulations 

Valuation, return measurement, and risk measu­
rement, management and control shall comply 
with internationally recognized standards and 
methods. The Fund shall not be invested in mar­
kets, asset classes or instruments if the fulfilment 
of these requirements cannot be documented. 

Folketrygdfondet shall establish principles for 
risk measurement and management, as well as for 
the company’s internal control. Moreover, Folke­
trygdfondet shall prescribe limits for market risk, 
credit risk, counterparty risk, currency risk, and 
operational risk. The limits shall be consistent 
with those given in laws, regulations, supplemen­
tary guidelines, and be based on best internatio­
nal practice. 

A structure shall be established for delegating 
responsibility and reporting to the different parts 
of the organisation. This structure shall contri­
bute to an effective division of work and a satisfac­
tory division of responsibilities between control­
ling functions and the front office of the organisa­
tion. The structure shall reduce undesirable 
effects of potential conflicts of interest and ensure 
independence and control in the monitoring of the 
investment management. 

3.1 Measurement and management of market risk 

Principles shall be laid down concerning the mea­
surement and management of the market risk of 
the Government Pension Fund – Norway. These 
principles shall be consistent with laws, regula­
tions, supplementary guidelines, and best interna­
tional practice. 

The estimate of expected (ex ante) absolute 
volatility and tracking error shall be calculated 
using a system that models the market risk asso­
ciated with the financial instruments in which the 
Fund invests. Best practice in the area shall be 
employed with regard to instrument modelling, 
measurement methods, decomposition, and mea­
surement frequency. The market risk shall be 

measured so that it can be documented that the 
limit on relative risk in the Government Pension 
Fund – Norway is observed at all times. 

The system shall aggregate risk across asset 
classes and financial instruments in a satisfactory 
manner. This implies that absolute and relative 
risk associated with the four asset classes (Nor­
wegian and Nordic equities, and Norwegian and 
Nordic fixed income securities) shall be modelled 
in an integrated system and that the system shall 
treat similar instruments consistently. 

The risk measurement system shall facilitate 
the decomposition of absolute and relative risk 
across relevant dimensions such as individual 
positions, portfolios, asset classes, instrument 
types, countries, and sectors. 

The risk measurement system shall be flexible 
in the sense that the risk can be estimated by 
means of several methods, such as parametric 
methods, historical simulations, and Monte Carlo 
simulations. Furthermore, the system must be 
able to calculate absolute and relative VaR for ran­
dom confidence intervals for the three methods, 
in addition to standard calculations of absolute 
volatility and tracking error.

 The risk associated with the securities portfo­
lios shall be calculated in such a way that the esti­
mated risk of the Fund over time shall deviate as 
little as possible from the variations in actual abso­
lute return and excess return. On a regular basis 
and at least once a month, Folketrygdfondet shall 
compare the risk predictions with actual return 
(backtest/validation). 

Absolute and relative risk for the Fund and 
sub-portfolios shall be measured and reported to 
the Folketrygdfondet’s management at least once 
a week. The decomposition of absolute and rela­
tive risk shall be measured and reported to the 
Fund’s management at least once a month. 

Documentation of the risk system’s structure 
shall be available (including flow chart showing 
the data flow), and procedures for the running of 
the system shall be drawn up. Moreover, a log 
shall be kept containing information on the num­
ber of positions in the portfolio, the number and 
types of uploaded positions to the risk measure­
ment system, the number and types of positions 
that are imported to the system with errors, and 
the number and types of positions that are exclu­
ded from the risk measurement. 

Folketrygdfondet shall inform the Ministry of 
Finance of the choice of system and of a possible 
later system change. The grounds for a change of 
risk measurement system shall be given. Further­
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more, the Ministry of Finance shall be informed 
of the choices made by Folketrygdfondet (or 
determined by the system) with regard to a “cali­
bration” of the system, including the length of his­
torical time series that form the basis for estima­
ting volatility, correlations, the return frequency 
in these series, the use of decay factors, and the 
risk prediction horizon. 

In specific cases Folketrygdfondet may enter 
into financial contracts/derivatives that the risk 
measurement system does not handle in a satis­
factory way. The scope of such contracts shall be 
limited, and a separate overview of the instru­
ments shall be registered. This overview shall 
cover power of attorney to handle the instrument, 
number of signed contracts, permitted counter-
parties, estimated market value, description of 
method for market valuation, estimated risk, 
description of method for risk estimation, establis­
hed risk limits, and accumulated loss/profit. The 
Ministry of Finance shall be informed of such 
contracting/instruments in follow-up meetings 
between the Ministry of Finance and Folketrygd­
fondet. 

In cases where the system does not model the 
risk associated with the financial instrument, esti­
mates of the risk associated with the instrument 
shall be aggregated to the risk associated with the 
modelled section of the portfolio. The aggregation 
shall be based on conservative estimates and met­
hods so that it is more probable that the expected 
absolute volatility and tracking error is overesti­
mated than underestimated. The aggregation 
method and underlying assumptions shall be 
documented. 

At least once a year written evaluations of the 
Executive Board’s management of market risk 
shall be prepared. These shall be subject to 
discussion between the Executive Board and the 
management.

 3.2 Measurement and management of credit risk 

Principles shall be established for the measure­
ment and management of credit risk associated 
with the bond portfolio of the Government Pen­
sion Fund – Norway. These principles shall be 
consistent with laws, regulations, supplementary 
guidelines, and best international practice. 

Credit risk is associated with the probability 
that an issuer may go bankrupt or for other rea­
sons not pay interest and principal when due. The 
least sophisticated systems for market risk mea­
surement do not capture credit risk, whereas the 

more advanced systems measure the risk associa­
ted with variations in the difference between inte­
rest on corporate and government bonds (credit 
spread). 

In this context credit risk is to be understood 
as the part of the credit risk associated with the 
bond portfolio, which is not detected by the mar­
ket risk measurement system. 

Credit risk shall either be measured using a 
portfolio credit risk system or a system designed 
for estimating default probabilities. Limits and 
authorizations shall be established in relation to 
the credit risk measurement system. 

3.3 Measurement and management of counterparty 
risk 

Principles shall be established for measuring and 
managing the counterparty risk of the Govern­
ment Pension Fund – Norway. These principles 
shall be consistent with laws, regulations, supple­
mentary guidelines, and best international 
practice. 

Folketrygdfondet shall have satisfactory routi­
nes and systems for selecting and evaluating 
counterparties. Monitoring systems and measure­
ment frequency for control of counterparty 
exposure and counterparty risk, including requi­
rements for minimum credit rating and exposure 
limits, shall follow best practice in the area. 

Counterparties for unsecured deposits, tra­
ding in unlisted derivatives, and other kinds of 
contracts that place a counterparty risk on Folke­
trygdfondet shall have a long-term credit rating 
of minimum A-/A3/A- from at least one of the 
three agencies: Fitch, Moody’s or Standard & 
Poor’s. Folketrygdfondet may place unsecured 
deposits and trade unlisted derivatives etc. with 
Norwegian counterparties that are not rated by 
any of the three agencies. In such cases Folke­
trygdfondet shall carry out a credit rating of the 
counterparty in question before unsecured depo­
sits are made or unlisted derivatives are traded. 
The assessment shall be documented and be 
repeated regularly, at least once a year, and 
otherwise when incidents occur in the market in 
general or relating to the counterparty in parti­
cular that are relevant to the assessment of the 
counterparty’s ability to honour its obligations. 
No unsecured deposits shall be made, no unlis­
ted derivatives trading or other kinds of con­
tracts shall be entered into with a counterparty 
unless the result of Folketrygdfondet’s credit 
rating indicates that the credit risk associated 
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with the counterparty is no bigger than the one 
implied by credit rating agencies’ requirements 
to enterprises that are given at least a A-/A3/A­
rating. In specific cases Folketrygdfondet may 
grant exemptions from these minimum require­
ments to an existing central counterparty. If such 
exemption is granted, the Ministry of Finance 
shall be informed afterwards. 

Folketrygdfondet must lay down such supple­
mentary requirements on credit rating, provision 
of security, exposure limits, collateral handling, 
and netting arrangements as are appropriate in 
the operative management, and shall measure 
overall exposure to counterparties using interna­
tionally recognized methods that meet the neces­
sary requirements as to verifiability and accu­
racy. 

Foreign banks can be used as counterparties 
in currency trading, derivatives trading and when 
making bank deposits, provided the counterparty 
is legally domiciled in the USA, Great Britain, 
Denmark, Finland, France, Italy, Holland, Spain, 
Sweden or Germany. 

Documentation shall be available of the sys­
tem for estimating counterparty exposure and 
risk (including flow chart which shows the data 
flow), and procedures shall be prepared for the 
running of the system. It shall be documented 
that all relevant instruments and positions are 
included in the calculations of counterparty 
exposure and risk. 

It is assumed that Folketrygdfondet informs 
the Ministry of Finance of the structure of the 
current system and of possible later changes to 
the system. Changes to the system for measuring 
counterparty risk and exposure shall be justified. 

At least once a year written evaluations of the 
Executive Board’s management of counterparty 
risk shall be prepared. These shall be subject to 
discussion between the Executive Board and the 
management. 

3.4 Measurement and management of currency risk 

Principles shall be laid down for measuring and 
managing the currency risk in the Government 
Pension Fund – Norway. These principles shall be 
in line with laws, regulations, supplementary gui­
delines, and best international practice. 

Folketrygdfondet shall not take explicit cur­
rency positions as part of the active management 
of the Government Pension Fund – Norway, 
neither relative to the Nordic benchmark sub-
portfolios nor against Norwegian kroner. 

As a result of the active management, the cur­
rency distribution in the actual portfolio may devi­
ate from the currency distribution in the bench­
mark portfolio. In such cases Folketrygdfondet 
shall seek, through a practical approach, to neu­
tralise the currency exposure. 

Over time the Fund shall not be consistently 
over- or underweighted with regard to the cur­
rency weightings in the benchmark portfolio. 

At least once a year written evaluations of the 
Executive Board’s management of currency risk 
shall be prepared. These shall be subject to 
discussion between the Executive Board and the 
management. 

3.5 Measurement and management of operational 
risk 

Principles shall be established for measuring and 
managing the operational risk of Folketrygdfon­
det. 

The framework for operational risk manage­
ment shall be established in accordance with 
laws, regulations, statutes and guidelines, as well 
as best international practice. 

Folketrygdfondet shall define and delimit the 
meaning of the term operational risk. The defini­
tion shall at least include the following operational 
occurrences: 1) internal fraud, such as misrepor­
ting of positions, theft, and insider trading; 2) 
external fraud, such as robbery, forgery, and com­
puter hacking; 3) misuse of confidential informa­
tion, non-authorized transactions and purchase/ 
sale of unauthorized instruments; 4) damage to 
physical assets as a result of terrorism, vandalism, 
fire, etc.; 5) discontinuity in running operations 
and system errors as a result of errors in hard­
ware/software or telecommunications, power fai­
lures, etc.; and 6) entry of wrong data, insufficient 
quality assurance of data, inadequate collateral 
handling, incomplete legal documentation, disa­
greement with suppliers, etc. 

Operational risk factors shall be identified, 
assessed according to probability and consequen­
ces, monitored and controlled/handled. Decis­
ions not to close possible gaps between Folke­
trygdfondet’s practice and best practice in the 
area shall be documented and justified. 

The operational risk shall be identified and 
documented as well as being measurable and con­
trollable before new activities (such as the invest­
ment in new instruments, asset classes, counter-
parties, external service providers, IT systems 
etc.) are initiated. 
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At least once a year written evaluations of the 
Executive Board’s management of operational 
risk shall be prepared. These shall be subject to 
discussion between the Executive Board and the 
management. 

3.6 Valuation and return measurement 

Principles shall be established for pricing and per­
formance measurement of various financial 
instruments. 

Shares, bonds, and other financial instruments 
shall be accounted for by using market values. 

The valuation shall occur daily and be based 
on market prices. In cases where there is no 
access to listed prices, Folketrygdfondet may 
obtain price estimates from market makers and 
brokers, and employ an average of these prices in 
the valuation of the portfolio. When neither stock 
exchange prices nor brokers’ estimates are availa­
ble, the valuation may be based on recognized pri­
cing models. 

In cases where market prices cannot be obser­
ved, the method for establishing the market value 
of financial instruments shall be based on best 
practice, be verifiable, and express the fair value 
of the Fund’s assets at the time of the valuation. 

Folketrygdfondet shall establish written pro­
cedures for the valuation of financial instruments. 
These procedures shall contain a pricing hierar­
chy for the different instrument types. The met­
hodology that the different pricing models are 
based on shall be documented in writing and key 
assumptions shall be pointed out. There shall be 
consistency in the use of methodology and 
assumptions. 

At least once a year written evaluations shall 
be prepared of the entity’s procedures for valua­
tion of the portfolio market value and return. 
These shall be subject to discussion between the 
Executive Board and the management. 

3.7 The entity’s internal control 

Principles shall be laid down for the entity’s inter­
nal control, covering such factors as the division 
of responsibilities between the Executive Board, 
the management, and other controlling functions. 

The internal control shall be established in 
accordance with laws, regulations, statutes and 
guidelines, as well as best international practice. 

The Executive Board and the management 
shall make sure the internal control is carried out, 

monitored, and documented. Updated informa­
tion shall be available regarding what control 
measures have been established with reference to 
instructions, authorizations, and work/procedural 
descriptions. 

Before giving its internal approval to invest­
ments in new markets, instruments, and curren­
cies, Folketrygdfondet shall go through a tho­
rough process of describing how the Fund in each 
case will handle problems associated with valua­
tion, performance measurement, risk manage­
ment and control for investments in the individual 
market, instrument, and currency. The procedure 
shall include an assessment vis-à-vis the require­
ments presented in sections 3.1 to 3.6 of the Sup­
plementary Guidelines. Such assessments shall 
be documented. 

At least once a year written evaluations of the 
internal control system shall be prepared. Such 
evaluations shall be subject to discussion between 
the Executive Board and the management.

 4. Reporting – section 9 of the Regulations 

The annual reports prepared by Folketrygdfondet 
under section 9 of the Regulations shall include: 
–	 Folketrygdfondet’s strategic plan and invest­

ment strategy for the Fund. 
–	 A description of the key elements of the com­

pany’s internal control and risk management. 
–	 A list of all significant external service suppliers, 

including a complete list of external managers. 
–	 An account of the standards employed by Fol­

ketrygdfondet for the purpose of valuation (the 
accounts), performance measurement, as well 
as management, measurement, and control of 
identified risk factors (market risk, counter-
party risk, and operational risk). 

–	 A report on the Fund’s absolute and relative 
return measured in Norwegian kroner, 
monthly figures – in the aggregate and distri­
buted across asset classes and the four sub-
portfolios. 

–	 A report on expenses associated with the 
Ministry of Finance’s decisions regarding 
changes in the Fund’s benchmark portfolio. 

–	 A report on the Fund’s absolute and relative 
market risk (volatility, monthly figures – in the 
aggregate and distributed across asset classes 
and the four sub-portfolios). 

–	 The composition of the fixed income portfolio 
by main categories of credit rating. Correspon­
ding reporting for the fixed income benchmark 
portfolio. 
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–	 An overview of new instruments in which the 
portfolio has been invested. 

–	 An overview of the Fund’s investments in rela­
tion to the quantitative provisions of the Regu­
lations. 

–	 A list of companies that are excluded from the 
investment universe. 

–	 A report on the accounts in accordance with 
Folketrygdfondet’s accounting principles. 

–	 A complete list of equity and bond holdings as 
of 31.12. 

–	 An account of the distribution of operating 
expenses in Folketrygdfondet. 

The semi-annual reports issued by Folketrygdfon­
det shall include: 
–	 A report on the Fund’s absolute and relative 

return measured in Norwegian kroner – in the 
aggregate, across asset classes, and the four 
sub-portfolios. A description of important con­
tributions to relative return. 

–	 A report on the Fund’s absolute and relative 
market risk (volatility), monthly figures – in 
the aggregate and broken down by asset clas­
ses and the four sub-portfolios. A description of 
important contributions to relative risk. 

–	 The composition of the fixed income portfolio 
by main categories of credit rating grade. 

–	 An overview of the Fund’s investments in rela­
tion to the quantitative provisions of the Regu­
lations. 

–	 A list of companies that are excluded from the 
investment universe. 

–	 A report on the accounts in accordance with 
Folketrygdfondet’s accounting principles. 

5. Exercise of ownership rights and ethics – section 8 
of the Regulations 

5.1 Ethical foundations 

The Ethical Guidelines for the management of the 
Government Pension Fund are based on two pre­
mises: 
–	 The Government Pension Fund is owned by 

the Norwegian people and coming generations 
of Norwegians. This financial wealth must be 
managed with a view to a favourable return in 
the long term, which is contingent on sustaina­
ble development in economic, ecological, and 
social terms. The Fund’s financial interests 
shall be consolidated by using the Fund’s 
ownership positions to promote such sustaina­
ble development. 

–	 The Government Pension Fund shall not make 
investments that constitute an unacceptable 
risk of the Fund contributing to unethical acts 
or omissions, such as violations of fundamental 
humanitarian principles, gross human rights 
violations, gross corruption, or serious envi­
ronmental damage. 

5.2 Mechanisms designed to integrate ethical 
considerations 

The following mechanisms shall promote the 
Fund’s ethical foundations: 
–	 The exercise of ownership rights to promote 

long-term financial gains based on the UN Glo­
bal Compact, the OECD Principles of Corpo­
rate Governance, and the OECD Guidelines 
for Multinational Enterprises. 

–	 Negative screening and exclusion of compa­
nies following decisions from the Ministry of 
Finance in accordance with provision 5.4.1. 

5.3 Exercise of ownership rights 

5.3.1 

The primary objective of Folketrygdfondet’s exer­
cise of ownership rights for the Government Pen­
sion Fund – Norway is to safeguard the Fund’s 
financial interests. The exercise of ownership 
rights shall be founded on the Fund’s long invest­
ment horizon. The exercise of ownership rights 
shall primarily be based on the UN Global Com­
pact, the OECD Principles of Corporate Gover­
nance, and the OECD Guidelines for Multinatio­
nal Enterprises, as well as the Norwegian Code of 
Practice for Corporate Governance. Folketrygd­
fondet’s internal guidelines shall outline how 
these principles are to be integrated in the exer­
cise of ownership rights. 

5.3.2 

Folketrygdfondet shall report annually on its 
exercise of ownership rights in accordance with 
the Ministry’s guidelines for the exercise of 
ownership rights and ethics. 

5.4 Negative screening and exclusion 

5.4.1 

If the Ministry of Finance, pursuant to the Ethical 
Guidelines for the Government Pension Fund – 



206	 Report No. 16 to the Storting 2007–2008 
On the management of the Government Pension Fund in 2007 

Global, point 4.1, makes a decision regarding 
negative screening or exclusion of a company that 
the Government Pension Fund – Global is inves­
ted in, the decision will have the same effect on 
the investment possibilities of the Government 
Pension Fund – Norway. 

6. Transitional provisions to the Guidelines given in 
sections 1 – 5 

This item is exempt from the public domain. 

Management agreement between the 
Ministry of Finance and Folketrygdfondet 

The Ministry of Finance and Folketrygdfondet 
have, on 19 December 2007, entered into the follo­
wing agreement for the management of the 
Government Pension Fund – Global. 

1. Background 

Folketrygdfondet shall be in charge of the operati­
onal management of the Government Pension 
Fund – Norway (“Pension Fund”), cf. Act No. 44 
of 29 June 2007 relating to Folketrygdfondet. The 
Pension Fund is a capital contribution to Folke­
trygdfondet that Folketrygdfondet shall reinvest, 
in its own name, in a separate portfolio of financial 
instruments and cash deposits in accordance with 
laws, regulations, and supplementary guidelines. 

Together with the Act of 20 December 2005 
relating to the Government Pension Fund, the Act 
of 29 June 2007 relating to Folketrygdfondet, and 
Regulations for the Government Pension Fund – 
Norway including Supplementary Guidelines and 
Provisions, this agreement governs the relations­
hip between the Ministry of Finance and Folke­
trygdfondet with regard to the management of 
the Pension Fund. 

2. The Pension Fund 

2.1 Capital contribution 

The Pension Fund is invested as a capital contri­
bution (liability, not equity) in Folketrygdfondet. 

At all times the value of the Pension Fund is 
set as equal to the value of Folketrygdfondet’s 
separate portfolio of financial instruments and 
cash deposits. 

2.2 Return 

The Pension Fund’s return is equal to the return 
on Folketrygdfondet’s separate investments. The 
return on the investments is continually added to 
the Pension Fund. The remuneration to Folke­
trygdfondet may be deducted from the Pension 
Fund’s return according to clause 4.1 of the agre­
ement. 

3. Folketrygdfondet’s obligations 

3.1 Management of the Pension Fund 

Folketrygdfondet is required to manage the Pen­
sion Fund in accordance with this agreement and 
within the framework established by or pursuant 
to the laws, regulations, statutes, and supplemen­
tary guidelines for the management of the Pen­
sion Fund. 

3.2 Information requirement 

Folketrygdfondet has a duty to give the Ministry 
of Finance the information it requests, including 
information in digitally legible form to the 
Ministry of Finance and its external service provi­
ders. Folketrygdfondet shall give the Ministry of 
Finance information as specified in Appendix 1 to 
this agreement. 

Folketrygdfondet shall immediately notify the 
Ministry of Finance if particular circumstances 
have resulted in, or are expected to result in, sig­
nificant changes in the value of the Pension Fund. 

Folketrygdfondet shall through annual and 
semi-annual reports inform the public of the exe­
cution of the management assignment. More 
detailed requirements relating to these reports 
are given in the Supplementary Guidelines. 

3.3 Use of external managers etc. 

In the management of the Pension Fund, Folke­
trygdfondet may only use external managers and 
other external service providers (outsourcing) in 
accordance with the provisions of this agreement. 

In the case of outsourcing, Folketrygdfondet 
maintains the full responsibility towards the 
Ministry of Finance for meeting Folketrygdfon­
det’s obligations under this agreement. 

In the case of outsourcing, Folketrygdfondet 
has a duty to: 
–	 ensure that the internal control and the ability 

to monitor compliance with the obligations 
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under this agreement are not impaired or 
impeded; 

–	 ensure that the service provider has the neces­
sary competence, capacity, and the licences 
required to perform the tasks in question; 

–	 ensure that the service provider supervises the 
outsourced functions and handles the risk 
associated with the task; 

–	 at all times have competence, resources, and 
adequate procedures to continuously monitor 
the service provider, ensure that outsourced 
tasks are satisfactorily performed, and handle 
the risk associated with the outsourced activi­
ties; 

–	 take sufficient measures if the service provider 
does not perform the task in accordance with 
the rules laid down in laws and regulations or if 
the performance is otherwise unsatisfactory; 

–	 ensure that the service provider notifies Folke­
trygdfondet of changes or occurrences that 
may noticeably influence the service provider’s 
possibility to perform its tasks; 

–	 ensure that the outsourcing contract can be 
terminated by Folketrygdfondet without influ­
encing the continuity and the quality of Folke­
trygdfondet’s services; 

–	 ensure that Folketrygdfondet and the service 
provider have a contingency plan for continued 
activity in case of possible unexpected inci­
dents and that regular tests of the service pro­
vider’s procedures for back-up copies are per­
formed if this is relevant for the outsourced 
activity; 

–	 ensure that Folketrygdfondet and the auditor 
have actual access to information related to the 
outsourced activity and to the service provi­
der’s premises; 

–	 ensure that the service provider treats confi­
dential information relating to Folketrygdfon­
det in a satisfactory manner. 

The first time external managers and other exter­
nal service providers of significance for the mana­
gement of the Pension Fund are selected, the 
Ministry of Finance shall be informed of the pro­
cess and the criteria that form the basis for this, 
including the choice of suppliers relating to the 
implementation of new management systems, and 
later significant changes in such procedures for 
the selection of external managers and other 
external service providers. The Ministry of 
Finance shall also be informed of other changes 
in the procedures for the selection of external 
managers and other external service providers. 

The Ministry of Finance shall be informed of the 
remuneration model used in the management 
contracts that Folketrygdfondet signs with exter­
nal managers in connection with the management 
of the Pension Fund. When it comes to agre­
ements that Folketrygdfondet has already signed 
with external service providers, such as custodian 
banks, these may be continued after the conver­
sion of Folketrygdfondet into a separate company 
by special statute as from 1 January 2008. 

3.4 Consultation etc. 

At the request of the Ministry of Finance, Folke­
trygdfondet shall give the Ministry of Finance 
advice on changes to the management fram­
ework. Folketrygdfondet may also on its own initi­
ative give input to the Ministry of Finance regar­
ding the management framework. 

3.5 Exclusion and negative screening of individual 
financial instruments 

If the Ministry of Finance makes decisions regar­
ding the exclusion of companies under sections 4 
and 8 in the Regulations relating to the Manage­
ment of the Government Pension Fund – Norway, 
Folketrygdfondet shall normally be given a time 
limit of eight weeks to carry out a possible sell-off. 

Folketrygdfondet shall notify the Ministry of 
Finance once the sale has been concluded. 

4. The Ministry of Finance’s obligations 

4.1 Remuneration 

The Ministry of Finance shall remunerate Folke­
trygdfondet for the management of the Pension 
Fund. The remuneration shall be in accordance 
with Appendix 2 to this agreement. Until 1 
December each year both parties may request 
that the method for calculating the remuneration 
be renegotiated for the following calendar year. 

The remuneration is to be deducted from the 
Pension Fund’s gross return in accordance with 
Appendix 2. 

4.2 Tax position 

The Ministry of Finance shall contribute to pre­
sent the necessary documentation in order to cla­
rify the tax position of Pension Fund investments 
abroad. 
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4.3 Regulations, guidelines, etc. 

Folketrygdfondet shall have the opportunity to 
present its opinion before amendments are made 
to the regulations, decisions or guidelines pertai­
ning to the management and shall receive reaso­
nable prior notice in order to make possible chan­
ges to the portfolio. 

5. Changes and limitations to the management 
assignment in particular cases 

In so far as it is deemed necessary and suitable in 
order to prevent or mitigate loss or risk of loss, 
whether this is owing to a breach on the part of 
Folketrygdfondet or other factors, the Ministry of 
Finance may impose the following changes and/ 
or limitations on the mandate given to Folketrygd­
fondet under this agreement: 
–	 restrictions relating to holdings and/or acqui­

sitions of certain types of financial instru­
ments, or instruments within specific sectors 
or from specific countries or market places; 

–	 extended reporting requirements and/or 
reporting formats on a temporary or perma­
nent basis; or 

–	 other such measures that remedy the loss or 
the risk of loss that has been detected. 

Changes that have been determined pursuant to 
this provision shall enter into force from the date 
established by the Ministry of Finance. 

6. Liability for damages 

Folketrygdfondet is liable to pay compensation 
for losses inflicted on the government as a result 
of involuntary or intentional breaches of the provi­
sions of this agreement. This applies equally to 
actions committed by Folketrygdfondet’s employ­
ees, as well as external managers and other ser­
vice providers that the Folketrygdfondet makes 
use of, cf. clause 3.3, regardless of whether such 
actions constitute a breach of the contractual 
duties to which the one who commits the action is 
subject. 

7. Effective date etc. 

7.1 Effective date 

This agreement enters into effect on the same 
date as Act No. 44 of 29 June 2007 relating to Fol­
ketrygdfondet. 

7.2 Amendments 

The agreement shall be amended when changes 
in laws and regulations so indicate. This agre­
ement and its appendices cannot be amended wit­
hout written consent from both parties. 

The Ministry of Finance gives more detailed 
rules and instructions regarding termination of 
the management assignment, including severance 
pay and other remuneration to Folketrygdfondet 
in connection with the termination. Clause 3.4 
shall apply to a corresponding extent. 

8. Communication 

All communication referring to this agreement 
shall be in writing and signed. Such communica­
tion shall be forwarded to Folketrygdfondet c/o 
Managing Director and to the Asset Management 
Division of the Ministry of Finance. 

This agreement is issued in 2-two copies, of 
which both parties retain one copy each. 

Oslo, 19 December 2007 
On behalf of the Ministry of Finance  On 

behalf of Folketrygdfondet 
Tore Eriksen, Secretary General, Olaug 

Svarva, Managing Director 

Appendix 1 Reporting to the Ministry of Finance 

This item is exempt from the public domain. 

Appendix 2 

Remuneration for the management of the Govern­
ment Pension Fund – Norway 

The remuneration shall cover the expenses 
incurred by Folketrygdfondet relating to the 
management of the Fund. For 2008 the running 
expenses (excl. depreciations) for the manage­
ment of the Fund will be covered at up to NOK 
91.9 mill. Additionally, investments are covered 
within a total limit of NOK 6.25 mill. 

Both parties may request a renegotiation of 
the management fee for 2008 until 31 August 
2008, provided a significant increase or decrease 
in consumption is expected with regard to the 
conditions forming the basis for the stipulation of 
the management fee for 2008 in accordance with 
the above paragraph. 
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Appendix 9 

Glossary of terms used in the report 

Active management 

So-called active management involves the mana­
ger selecting a composition of the actual portfolio 
that deviates from the benchmark portfolio. The 
purpose of such deviation is to achieve an excess 
return vis-à-vis the benchmark portfolio. In finan­
cial literature this excess return is termed alpha 
return. 

Duration 

Duration is a widely used risk measure within 
fixed-income management. The issuer of the bond 
pays interest on an ongoing basis, and the loan is 
redeemed upon maturity. If the bond matures in 
ten years, the investor will normally receive inte­
rest payments semi-annually or annually, whereas 
the nominal value is repaid after ten years. Dura­
tion is a different measure of the bond’s tenor 
than the term to maturity, taking into account the 
fact that interest on the loan is paid throughout 
the term. Somewhat simplified, one may say that 
the duration of a bond expresses how many years 
it takes for half of the loan to be repaid. Modified 
duration is a measure of sensitivity that is used to 
calculate by how much the price of a bond chan­
ges if the interest rate is marginally adjusted. This 
concept is an approximate expression of the per­
centage change in the market value of a bond 
given a one percentage point change in the mar­
ket interest rate. If the interest rate changes signi­
ficantly, duration is not a good measure of interest 
rate risk associated with a bond or a fixed-income 
portfolio. 

Index management 

Index management aims for the return on the 
actual portfolio to closely match the return on the 
benchmark portfolio. If the indices making up the 
benchmark portfolio encompass the majority of 
the market-traded securities, index management 
will yield approximately the same return (before 
costs) as the overall market. In financial literature, 

return achieved through broad exposure to the 
securities market is often referred to as beta 
return. 

Correlation coefficient 

The return on the benchmark portfolio is arrived 
at through a weighted sum of the return on the 
benchmark portfolio for equities and the bench­
mark portfolio for fixed-income securities respec­
tively. However, the risk associated with the ben­
chmark portfolio is normally lower than a 
weighted sum of the risk associated with the 
equity benchmark and fixed-income benchmark. 
The reason for this is that the returns in the 
equity and fixed-income markets do not keep in 
step with each other. A measure of the degree of 
(linear) covariation between the return rates is 
the correlation coefficient. This is a statistical mea­
sure ranging between -1 and +1, where -1 denotes 
perfect negative correlation and +1 denotes per­
fect positive correlation. Only in the case of per­
fect positive correlation will the risk associated 
with the Fund’s overall benchmark portfolio be 
equal to the weighted sum of the risks of the 
equity and fixed-income benchmarks. In all other 
cases, the risk will be lower. The risk reduction 
achieved by spreading investments across diffe­
rent assets in this way is known as a diversification 
benefit. 

Credit risk 

Credit risk is the risk of incurring a loss as a 
result of default on the part of the issuer of a secu­
rity or the counterparty in a securities transaction. 

Credit risk and market risk are partly overlap­
ping concepts (see below). Credit risk normally 
refers to the risk that a bond issuer or counterparty 
in a securities transaction will be declared bank­
rupt. However, if a bond issuer’s creditworthiness 
is impaired, this will normally lead to a reduction in 
the bond price and an ensuing increase in the 
expected return (interest) on the bond. The diffe­
rence between the interest rate that an enterprise 
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has to pay and the interest rate a state pays when 
issuing bonds is often called “credit spread”. These 
variations reflect variations in the market’s assess­
ment of the creditworthiness of the enterprise in 
question. The risk relating to potential changes in 
the credit spread is normally included under the 
concept of market risk. 

Market risk 

Market risk is the risk that the value of a securities 
portfolio will change as the result of fluctuations 
in equity prices, exchange rates, and interest 
rates. It is normally assumed that one must accept 
higher market risk in order to achieve a higher 
expected return. 

Operational risk 

Operational risk is the risk of financial loss or loss 
of reputation as a result of breakdown of internal 
processes, human error, systems failure, or other 
losses caused by external factors that are not a con­
sequence of the market risk of the portfolio. There 
is no expected return associated with operational 
risk. However, in managing operational risk one 
must balance the objective of keeping the probabi­
lity of such losses low against the costs incurred as 
a result of increased control, monitoring, etc. 

Benchmark portfolio 

In order to evaluate the operative management of 
the Government Pension Fund, the actual return 
on a portfolio must be compared with what results 
could alternatively be achieved through a somew­
hat similar investment of the funds. It is common 
to express an alternative investment in the form of 
a benchmark portfolio. The composition of a ben­
chmark portfolio may be said to reflect the 
owner’s primary choice of investment strategy. 

Relative volatility (tracking error) 

The benchmark portfolio acts as a risk manage­
ment tool for operational management purposes 
by defining a limit as to what deviation is accepted 
between the actual investments and the bench­
mark portfolio. The difference between the actual 
portfolio and the benchmark portfolio may be 
defined as a difference portfolio. The standard 

deviations of the return on this difference portfo­
lio are referred to as relative volatility, indicating 
the market risk involved in the operative manage­
ment. As far as the Government Pension Fund is 
concerned, the Ministry has established a limit of 
1.5 pct. for relative expected volatility. Somewhat 
simplified, this means that over time the diffe­
rence between the return on the Fund and the 
benchmark portfolio will not exceed 1.5 pct. in 
two out of three years. With regard to the mana­
gement of the Government Pension Fund – Nor­
way, the Executive Board of the National Insu­
rance Fund has fixed an upper limit for 2007 of 3.5 
pct. on relative volatility. 

Risk 

A frequently used risk measure, the standard 
deviation is a measure of the fluctuations in 
returns over a period. The higher the standard 
deviation is, the more volatility (fluctuations) or 
risk relative to the average return there will be. 
By linking the standard deviation to a probability 
distribution, one may say something about the 
probability that a portfolio will decrease in value 
by x per cent or increase in value by y per cent 
during a given period. 

Through the fiscal rule for budget policy, 
government petroleum revenues are phased into 
the economy more or less in step with the 
developments in expected real return. This facili­
tates the adoption of a long time horizon for the 
Fund’s investments, and annual variations in 
returns therefore play a lesser role. It is more 
relevant to assess the risk over time and the pro­
bability of a negative aggregate return over a 
number of years than possible losses from one 
year to the next. 

The probability of a negative portfolio return 
decreases proportionately with the time horizon, 
as one expects positive returns over time in the 
financial market. On the other hand, the potential 
fall in the value of the portfolio increases proporti­
onately with the time horizon, since one cannot 
rule out the possibility that one year of negative 
returns may be followed by more of the kind. The 
extent to which the time horizon increases the 
potential loss of value depends on whether or not 
the returns tend to revert to normal long-term 
levels. 
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