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1 Main aspects of the management of the
Government Pension Fund

1.1 Background and purpose
of the fund

The Government will pursue a policy based on
sound, long-term management of Norway’s petro-
leum wealth. Such management reflects a funda-
mental social perspective and is an overarching
priority for the Government. Our job is to ensure
that this wealth can benefit all generations, whilst
at the same time making an important contributi-
on to stability in output and employment.

The Government Pension Fund comprises the
Government Pension Fund - Global and the Go-
vernment Pension Fund — Norway. It was establis-
hed with effect from 1 January 2006 as a super-
structure encompassing two former funds: the
Government Petroleum Fund and the National In-
surance Scheme Fund (Folketrygdfondet). The
purpose of the Government Pension Fund is to
support government savings to finance the pensi-
on expenditure of the National Insurance Scheme
and long-term considerations in the spending of
government petroleum revenues.

The savings of the Government Pension Fund
take the form of general fund accumulation. The
Fund is integrated with the Fiscal Budget, so that
growth in the Fund reflects an actual accumulati-
on of financial assets for the State. Consequently,
there is no requirement that the assets of the Pen-
sion Fund shall at all times represent a certain
share of the pension liabilities of the State under
the National Insurance Scheme.

Under the Act of 21 December 2005 no. 123 re-
lating to the Government Pension Fund (the Pensi-
on Fund Act), the Ministry of Finance has been
charged with managing the Fund. The Ministry de-
termines the general investment strategy for the
fund and the ethical guidelines, and also follows up
its operational management. The task of carrying
out the operational management of the two parts of
the Government Pension Fund has been delegated
to Norges Bank and Folketrygdfondet respectively.
The Government Pension Fund does not have its
own Executive Board or administrative staff.

The Government’s ambition is for the Govern-
ment Pension Fund to be the best managed fund
in the world, entailing that best international
practice must be sought for in all aspects of the
management. The goal for the management of the
Government Pension Fund is to achieve maxi-
mum financial return with moderate risk. In this
way, we can help ensure that future generations
will be able to draw the maximum possible benefit
from our savings.

By virtue of our long-term investments in a lar-
ge number of the world’s companies, we have a
responsibility for and an interest in promoting
good corporate governance and safeguarding en-
vironmental and social concerns. The Govern-
ment will therefore give priority to being a respon-
sible investor in its management of the fund.

In Report no. 24 (2006-2007) to the Storting,
the Government announced it would be making
an evaluation of the ethical guidelines for the Go-
vernment Pension Fund — Global. The objective of
this evaluation is to ensure that the ethical guideli-
nes are functioning as intended, as well as to
maintain broad support for the guidelines and col-
lect input that can help strengthen the ethical pro-
file of the Fund. This process was initiated in Janu-
ary 2008, and the results of the evaluation are pre-
sented in a separate chapter in this Report.

This Report consists of two parts: Part I provi-
des an overall description of the main aspects of
the management of the Government Pension
Fund, with a focus on giving the presentation a
non-technical form as far as is possible. Part II con-
tains a more detailed analysis of themes discussed
in Part I. The Ministry has also prepared docu-
mentation memoranda of a more technical nature,
which will be published on the Ministry of Finan-
ce’s website (www.government.no/gpf).

Part I is organised as follows: Section 1.2 dis-
cusses the investment strategy for the Fund, in-
cluding proposals for further development of the
strategy for the Government Pension Fund - Glo-
bal and a new review of whether — and if so, to
what extent — active management is to be contin-
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ued. Section 1.3 discusses responsible invest-
ments and provides a more detailed description of
the ownership effort in Norges Bank and Folke-
trygdfondet and the results of the evaluation of
the ethical guidelines for the Government Pensi-
on Fund - Global. Section 1.4 provides an over-
view of the management performance of the Gov-
ernment Pension Fund, with a special focus on
performance developments during 2008, while
Section 1.5 presents the work on developing the
management framework.

In Part II, Chapter 2 contains a more detailed
account of the Ministry’s efforts relating to the in-
vestment strategy for the Government Pension
Fund. Chapter 3 contains a report on the work
done on the ethical guidelines for the Govern-
ment Pension Fund in 2008, and Chapter 4 discus-
ses the evaluation of the ethical guidelines for the
Government Pension Fund - Global. Chapter 5
provides detailed analyses of the return and risk
associated with the Government Pension Fund.
Chapter 6 describes the framework and follow-up
regime for the management of the Fund.

The Act relating to the Government Pension
Fund, the regulations relating to the management
of the Fund, with supplementary provisions, and
the respective management agreements are appen-
ded to this Report. The annual reports of Norges
Bank and Folketrygdfondet are appended by refe-
rence (see www.norges-bank.no and www.ftf.no).
The Council on Ethics’ annual reports are available
on www.etikkradet.no. The recommendations and
assessments of Norges Bank and the Strategy Co-
uncil regarding the proposed changes to the invest-
ment strategy for the Government Pension Fund -
Global, and the consultative statements submitted
in connection with the evaluation of the ethical gui-
delines for the Government Pension Fund - Global
are available on the Ministry of Finance’s website
(www.government.no/gpf).

1.2 The investment strategy for the
Government Pension Fund

1.2.1 About the investment strategy

What constitutes a good investment strategy for
the Government Pension Fund is determined by
the characteristics of the Fund, the purpose of the
investments, the owner’s (the people of Norway,
represented by the political authorities) tolerance
of risk, and assumptions about how the financial
markets work. See Chapter 2 for a more detailed
discussion.

The purpose and characteristics of the Fund

The Government Pension Fund is an instrument
for general savings on the part of the State and,
unlike traditional pension funds, is not ear-marked
for specific liabilities. In view of the prospects of
continued high petroleum revenues in the years
to come and a responsible fiscal policy, the Fund
is set to grow and have a very long investment ho-
rizon. The Fund is not subject to short-term liqui-
dity requirements. Against this background, the
Government Pension Fund will therefore, gene-
rally speaking, have a higher risk-bearing capacity
than other funds that it is reasonable to compare it
with.

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,
so as to enable future generations to derive the
maximum possible benefit from the wealth as
well. The Government Pension Fund shall there-
fore have broad diversification of risk and a clear
financial objective. There is also broad support for
the ethical framework for responsible manage-
ment of the Fund. Broad political support for the
investment strategy for the Fund provides a de-
mocratic underpinning and represents an impor-
tant contribution to maintaining the investment
strategy over time, including in periods of major
market fluctuations.

The investment strategy for the Government
Pension Fund is developed with a view to maximi-
sing the overall return on the assets of the Fund,
given the owners’ risk tolerance, the size and cha-
racteristics of the Fund, sound investment practi-
ce and fundamental governance principles (see
Chapter 2).

The Fund as a responsible investor

The goal of good financial returns is closely lin-
ked to the wish to be a responsible investor. This
responsibility entails ensuring that the Fund is
managed in a way that promotes better functio-
ning, legitimate and efficient markets and sustai-
nable development in the broadest sense. A
broadly diversified investor — often referred to as
a universal owner — will benefit from making sure
that good corporate governance and environmen-
tal and social issues are safeguarded. It follows
from the task of manager of the public’s funds that
widely shared ethical values must be taken into
account. In some cases, the concerns of ensuring
long-term financial returns and taking widely sha-
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red values into account will coincide, but not al-
ways. For example, the Fund will not invest in
companies that are in gross breach of fundamen-
tal ethical norms, regardless of the effect this will
have on returns.

The goal is for the Government Pension Fund
— Global to be managed responsibly in a manner
that takes good corporate governance and envi-
ronmental and social issues into account. The Go-
vernment requires that responsible management
of the Fund is arranged in such a way that support
is ensured among the population of Norway and
legitimacy among market participants. One goal
in the role as a responsible investor is to promote
sustainable development in economic, environ-
mental and social terms, and this is regarded as a
precondition for good financial returns over time.
The Government wants the Government Pension
Fund - Global to promote good corporate gover-
nance in companies the Fund has an ownership
stake in and to encourage the companies to re-
spect fundamental ethical standards. The Govern-
ment will continue to refrain from investing in
companies that are in serious or systematic
breach of fundamental ethical norms.

To meet these goals, the Ministry wants to in-
tegrate the goals of good corporate governance
and consideration of environmental and social as-
pects into all parts of the management. This is in

keeping with the United Nations’ Principles for
Responsible Investments (PRI) that the Ministry
of Finance as formal owner of the Fund has now
adopted. Norges Bank, as operational manager,
has been involved in the development of these
principles and has supported them since they
were launched in spring 2006.

However, the Fund is not suitable for safeguar-
ding all the ethical commitments we have as a na-
tion. The State has other political, regulatory and
financial instruments at its disposal that in many
cases will be better suited to ensuring fulfilment
of these kinds of obligations than laying down
constraints on the management of the Fund. We
have the greatest chance of success, in the sense
of exerting a positive influence, if the focus and in-
struments target the role the Fund has as a finan-
cial investor. This also means that the Fund shall
not be used as a development aid or foreign policy
instrument.

The benchmark portfolios

The investment strategy for the Government Pen-
sion Fund is expressed through the composition
of the Fund’s strategic benchmark portfolio. The
current benchmark portfolio consists primarily of
listed equities and investment grade bonds. Equi-
ty investments represent ownership interests in

Fixed income
40 %

Benchmark Portfolios of the Government Pension Fund

Fixed income
40 %

| | 1 1
us/ Asia/ us/ Asia/
Africa E;lg;ge Oceanial | Africa Egg;;;e Oceania

35% 15% 35% 5%

Denmark/ Denmark/
Ng;;:y Finland/Sweden Ngrs\;r;y Finland/Sweden
15% 15% 5

Figure 1.1 Strategic benchmark portfolio for the Government Pension Fund'

1 The Ministry of Finance has determined a benchmark portfolio for the Government Pension Fund - Global and the Government
Pension Fund — Norway. It has been decided to raise the equity portion of the Government Pension Fund — Global to 60 per cent,
and it is currently being increased to that level. It has also been decided to invest up to 5 pct. of the Fund’s capital in real estate,
which will result in a corresponding reduction in the fixed income portion.

Source: Ministry of Finance
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the production of goods and services, and the va-
lue of such investments will therefore reflect ex-
pectations 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 predetermined inte-
rest rate.

The Ministry of Finance has formulated a
long-term investment strategy based on the as-
sumption that the portions to be invested in vari-
ous asset classes and geographical regions can be
determined on the basis of assessments of expec-
ted long-term returns and risks. Importance has
been attached to 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 chosen a
broad representation of the world’s stock and
bond markets in the benchmark portfolio it has
set for the Government Pension Fund - Global
(see Figure 1.1). The indices making up the ben-
chmark portfolio for the Fund include a represen-
tative selection of securities, and developments in
these largely reflect market developments in the
relevant countries.

The benchmark index for equities in the Go-
vernment Pension Fund - Global comprises al-
most 7,700 companies across 46 countries, whilst
the benchmark index for bonds comprises more
than 10,000 individual securities across approx.
1,600 issuers in the currencies of 21 countries. By
way of comparison, the benchmark index for equi-
ties in the Government Pension Fund — Norway
comprises 196 companies in 4 countries, whilst
the benchmark index for bonds comprises 270 in-
dividual securities across 62 issuers in the curren-
cies of 6 countries.

Assumptions about the way the markets work and
active management

In Report no. 16 (2007-2008) to the Storting, the
Ministry described its fundamental assumptions
about the way the markets work that underpin the
Fund’s investment strategy. For example, the Mi-
nistry assumes that financial markets are largely
“efficient”, both at any given point in time and
over time. This means that market prices general-
ly reflect relevant information about the securiti-
es. Furthermore, consistent with generally accep-
ted theory and practice, it is assumed that it is
normal to expect a higher average return over
time on equities than on investments in fixed inco-
me instruments, because the risk associated with

equities is higher. However, the magnitude of this
excess return remains uncertain. Because the re-
turns in different markets and segments do not
move in line with each other, the Ministry also as-
sumes that it may be possible to achieve a better
trade-off between return and risk by spreading in-
vestments across several markets and market
segments. This is the background against which
the benchmark portfolio for the Government Pen-
sion Fund is spread across a broad range of geo-
graphical regions, countries, sectors and compa-
nies.

It follows from the guidelines laid down by the
Ministry of Finance for management of the Go-
vernment Pension Fund that Norges Bank and
Folketrygdfondet may also invest in other securi-
ties and instruments than those included in the
respective benchmark portfolios. At the same ti-
me, an upper limit has been established for per-
mitted deviation from the benchmark portfolio in
active management. It is the responsibility of Nor-
ges Bank and Folketrygdfondet to assess how the
risk allowance can best be used to generate ex-
cess returns. By making investments in securities
and instruments that fall outside the scope of the
benchmark portfolio, and by investing other por-
tions of the Fund in certain securities than are im-
plied by the benchmark portfolio, Norges Bank
and Folketrygdfondet are drawing on their per-
mitted tracking error for the purpose of achieving
an excess return.

With financial markets that are generally effi-
cient, it is difficult for active managers to achieve
a return in excess of the market return. In keep-
ing with this, the framework for the management
of the Fund has been designed such that develop-
ments in the return on the Fund over time largely
follow developments in the benchmark portfolio
that the Ministry of Finance has defined.

However, deviation from the benchmark port-
folio will seldom be zero, partly because pure in-
dex management is not a relevant option. This
must be seen in connection with the following fac-
tors, among others:

— The composition of the benchmark portfolio is
constantly changing. It is not rational for the
manager to set up an actual portfolio that is at
all times identical to the benchmark portfolio.

— The manager must have the necessary flexibi-
lity to be able to strike a balance between the
concern for cost efficiency and the need to fol-
low the index closely.

— It will be necessary to deviate from the compo-
sition of the benchmark portfolio when it is dif-
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ficult to get hold of the individual securities in
the index. In this case, the permitted tracking
error will have to be used to invest in other se-
curities that provide approximately the same
exposure.

— The manager must have the opportunity to ex-
ploit any weaknesses in the way the index has
been constructed.

— The manager must have the opportunity to in-
vest in individual securities in markets that for
various reasons it is not appropriate to include
in the benchmark portfolio.

In a letter to the Ministry of Finance dated 14
March 2009, Norges Bank voiced a number of opi-
nions concerning active management. The letter
is enclosed as Appendix 2 to this report. In this
letter, Norges Bank assumes that the markets the
Fund is invested in are largely efficient and that it
is therefore challenging to create consistent value
added by forming expectations about develop-
ments in the prices of various financial assets. The
bank points out that strategies to achieve excess
returns in general must be founded on exploiting
the characteristics of the Fund, such as, for exam-
ple, its size, low costs and long time horizon. In
this context, the bank attaches particular impor-
tance to the following:

— Active management provides an opportunity to
achieve exposure to systematic risk factors
that it can be difficult to represent properly in
the benchmark portfolio.

— A long-term investor with a capacity for risk
ought to be able to benefit from the fact that
risk premiums for the different asset classes
vary over time.

— The size of the Fund constitutes an advantage
because it permits the Fund to assume relative-
ly large positions in individual situations with-
out any material effect on the risk in the mana-
gement. As a large investor, the bank will be
able to achieve favourable terms in the primary
market for equities, while the Fund as a passive
investor will only buy shares when they are in-
cluded in the benchmark index and in a situati-
on where the size of the Fund can affect the pri-
ce. These constitute opportunities that are not
available to the average investor.

— The bank has a considerable advantage
through the opportunity it has to implement its
investment strategy with significantly lower
costs than the average investor.

— Asthe investment universe and the benchmark
portfolio of the Fund are gradually expanded,

exposure increases to markets where there is
less grounds to believe that the hypothesis of
market efficiency holds true.

Norges Bank also believes that if major investors,
such as the Government Pension Fund - Global
work exclusively on the assumption that other
participants ensure efficient price formation, this
can undermine the functioning of capital markets.
Furthermore, the bank points out that it is impor-
tant that large institutional owners like Norges
Bank are not passive, but protect their rights as a
minority shareholder. The bank writes that:

“Overall, an element of active management is
necessary for Norges Bank to have legitimacy
when carrying out important parts of the ma-
nagement assignment.”

The Ministry shares the bank’s view that the mar-
kets the Fund operates in are largely efficient and
that a strategy aimed at achieving excess return
must be based on exploiting the characteristics of
the Fund. A certain framework for active manage-
ment is also in keeping with practice in large inter-
national funds.

The Ministry also agrees that maintaining the
legitimacy of the Fund is important and that this
requires that Norges Bank has an organisation
with sufficient weight and credibility to safeguard
the financial interests of the Fund vis-a-vis indivi-
dual companies.

The legitimacy of the active management stra-
tegies must be based on an explicit, credible stra-
tegy for achieving excess returns that exploits the
characteristics of the Fund. In its letter, Norges
Bank writes that the scope of active management
over time will depend on the results that can be
achieved.

For investments in new asset classes such as
real estate, infrastructure and unlisted equities,
performance will depend more on active invest-
ment choices, since passive indexing is not an al-
ternative. An organisation with competence in ac-
tive management in general, for example, compe-
tence linked to evaluating external managers, will
be an advantage in the further development of the
Fund.

In connection with using external consultants
with specialist expertise, the Ministry will assess
experiences in active management in Norges
Bank. See the more detailed discussion in Box
1.3.
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1.2.2 Evolvement of the investment strategy
for the Government Pension Fund -
Global

Introduction

The Government Pension Fund - Global has
grown rapidly since the Fund received its first
capital allocation in 1996. Over the years, the
Fund has grown to become one of the largest
funds in the world. The fund capital has significan-
tly outgrown the levels envisaged for the first few
years after the initial capital allocations were ma-
de.

There has been a gradual evolvement in the in-
vestment strategy for the Government Pension
Fund - Global. The Fund has invested in equities
since 1998. In 2000, emerging markets were in-
cluded in the benchmark portfolio for equities,
whilst in 2002 the benchmark portfolio for bonds
was expanded through the inclusion of non-gov-
ernment-guaranteed bonds (i.e. corporate bonds
and mortgage-backed bonds). In 2006, the invest-
ment universe was further expanded. It was de-
cided, following the Storting’s deliberation of Re-
port 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 per cent to 60
per cent. In 2008 it was decided to start work to
build up a portfolio of property investments (cf.
Report no. 16 (2007-2008) to the Storting). It was
also decided to expand the benchmark portfolio
by including more emerging stock markets. In ad-
dition, the limit on ownership stakes for equity in-
vestments in individual companies was raised
from 5 per cent to 10 per cent.

The evolvement of the investment strategy for
the Government Pension Fund — Global reflects
the fact that many important strategic choices
have already been made, such as concerning the
distribution between equities and fixed income in-
struments and the scope of the equity and fixed
income portfolios. 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 better utilising the
characteristics of the Fund without any significant
changes to the overall level of risk. Decisions that
involve more comprehensive changes to the in-
vestment strategy that are expected to have a ma-
terial impact on the overall risk associated with
the Fund will be submitted to the Storting prior to
the implementation of any changes.

The sources of the return on the Government
Pension Fund - Global have thus far been focus-
ed, in particular, on the fact that through owner-
ship of equities and bonds, it is possible to reap re-
turns by assuming market risk in relatively liquid
markets. The benchmark portfolio of the Fund
has been gradually expanded.

The goal of the investments in the Govern-
ment Pension Fund - Global is to achieve maxi-
mum financial return with moderate risk. The Go-
vernment Pension Fund — Global has several spe-
cial characteristics that distinguish it from a num-
ber of other funds (cf. Report no. 16 (2007-2008)
to the Storting). The Fund is large in terms of its
market value, it has large inflow of capital, the in-
vestments are highly diversified over a broad in-
vestment universe, and it has a long investment
horizon. Nor are there any concrete commitments
linked to the asset pool, meaning the short-term
liquidity requirement is limited. It is natural for
the future work on evolvement of the investment
strategy to be focused on determining a strategy
that makes best possible use of these characte-
ristics of the Fund.

Natural types of evolvement of the investment
strategy may thus be:

— further diversification of risk by, for example,
including more countries or asset classes in
the benchmark portfolio of the Fund, and

— considering investments that benefit from the
Fund’s size, long-term perspective, and ability
to hold less liquid assets. It is particularly per-
tinent to consider changes to the strategy that
can provide compensation in the form of so-
mewhat higher expected returns in exchange

for reduced tradability (liquidity).

This kind of evolvement of the investment strate-
gy for the Government Pension Fund - Global
may result in an asset allocation that is more si-
milar to the composition of other international
funds.

A basic premise in the work to evolve the stra-
tegy is the need for adequate limits on other types
of risk than market risk as well, such as operatio-
nal risk. Another requirement will be the need for
follow-up of the operational management that
helps ensure that the interests of the managers
are aligned with the objective of the general invest-
ment strategy for the Fund.

Below is a brief discussion of new assess-
ments linked to emerging bond markets, high
yield bonds, the regional and currency distributi-
on, and investments that can promote the goals of
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consideration of environmental and social aspects
and good corporate governance (known as ESG
factors). See Chapter 2 for a more detailed discus-
sion.

High yield bonds and emerging bond markets

It may now be natural in the work to further de-
velop the Fund’s investment strategy to look more
closely at the composition of the benchmark portfo-
lio for fixed income instruments. This ensues partly
from the fact that the Ministry stated in Report no.
16 (2007-2008) to the Storting that it would embark
on an evaluation of emerging bond markets at a la-
ter stage in light of the fact that these markets were
already included in the actual portfolio. Furthermo-
re, there may be grounds to consider whether there
are other aspects of the composition of the bench-
mark portfolio that ought to be reviewed in more
detail, including whether it is appropriate to expand
the portfolio to also include corporate bonds with
high credit risk (i.e. higher than investment grade).

To this end, the Ministry invited Norges Bank
and the Strategy Council to shed light on and give
advice on the composition of the benchmark port-
folio for interest bearing instruments. In a letter da-
ted 3 November 2008, Norges Bank states that it is
natural to consider including bond investments in
emerging markets and corporate bonds with high
credit risk in the benchmark portfolio. After an
overall assessment that identified a number of ma-
jor operational challenges, among other things,
Norges Bank recommends not expanding the ben-
chmark portfolio in these areas for the time being.

In a letter dated 20 March 2009 to the Ministry
of Finance, the Strategy Council writes that in
principle expanding the benchmark portfolio to
also include high yield bonds and bonds issued in
emerging markets is consistent with the desire to
ensure further risk diversification and the desire
to reap liquidity premiums.

However, the Council also points out that high
yield bonds have some undesirable risk properti-
es in periods of economic downturn in that the re-
turn tends to follow the return on equities, and
run counter to the yield on government bonds. In-
cluding high yield bonds in the benchmark port-
folio for fixed income securities might weaken the
ability of the fixed income benchmark to protect
the fund capital in periods of recession. Against
this backdrop, and in light of the reputational
risks, the Strategy Council recommends that the
fixed income benchmark not be expanded to in-
clude high yield bonds at this point in time.

With regard to the issue of whether the bench-
mark portfolio for interest bearing securities
should be expanded to include bonds issued in
emerging markets (in local currencies), the Stra-
tegy Council refers to the fact that limited data
makes it difficult to assess the historical return
and risk of these kinds of investments. It is also
pointed out that investment in emerging bond
markets entails a number of operational challen-
ges. Against this backdrop, the Strategy Council
recommends not expanding the fixed income ben-
chmark with bonds issued in emerging markets
in local currencies at this juncture. At the same ti-
me, the point is made that the matter should be
reconsidered when more information is available.

The Ministry has taken note of Norges Bank’s
and the Strategy Council’s recommendations and
that for the time being it is not recommended to
expand the benchmark portfolio for interest bea-
ring instruments with high yield bonds and bonds
issued in emerging markets. The Ministry is the-
refore working on the assumption that it is not
pertinent to implement this type of change in the
imminent future. These issues will be reassessed,
and the Storting will be informed of the findings
at a later date.

The letters from Norges Bank and the Strate-
gy Council have been published on the Ministry
of Finance’s website (www.government.no/gpf).

The regional and currency distribution

Another topic that the Ministry would like to review
in more detail is the regional and currency distri-
bution in the benchmark portfolio for the Govern-
ment Pension Fund - Global. The distribution
here is based on the goal of preserving the inter-
national purchasing power of the Fund in the best
possible way. Norway’s import pattern has been
an important reference, along with the considera-
tion of the broadest possible spread of the Fund’s
risk and the Fund’s role as a financial investor
with emphasis on low transaction costs.

The Ministry will continue to work on these
issues. Regardless, any plans for changes in this
area will be some way off in the future. Since this
area is of strategic importance for the Fund, any
changes will be presented to the Storting before
they are implemented.

New investment programmes

In Report no. 16 (2007-2008) to the Storting, the
Government announced that it would consider
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the financial and ethical effects of so-called positi-
ve screening as a tool to earmark a small portion
of the funds in the Government Pension Fund -
Global for investments in environmental techno-
logy or developing countries. The question of ear-
marking was raised in the public consultation do-
cument about the evaluation of the ethical guideli-
nes for the Government Pension Fund - Global:

“The Ministry will study in more detail the pos-
sibility of setting a small part of the Fund aside
for ear-marked investment purposes within, for
example, such as environmental technology or
developing countries.”

Many of the bodies consulted have commented
on this point and are generally positive to this
kind of ear-marking.

The long investment horizon and the broad ow-
nership both suggest that the Government Pension
Fund must adopt a broader perspective on the con-
sequences of positive or negative repercussions
than is required by investors and corporate mana-
gement who have a shorter investment horizon
and portfolios with less risk diversification.

At the same time, the special characteristics of
the Government Pension Fund - Global suggest
that investments in unlisted markets such as real
estate, infrastructure and unlisted equities should
be increased. Other comparable funds emphasise
in particular parts of their unlisted investments as
examples of investments that can both yield an at-
tractive financial return and contribute to positive
social and environmental ripple effects.

The size of the Government Pension Fund -
Global means that it is possible over time to build
up specialised competence and increase risk di-
versification, at the same time as more cost-effec-
tive investments are made than are possible for
smaller investors. At the same time, size is a gene-
ral challenge in unlisted markets, because there
are clear capacity constraints linked to how much
that can be invested and how quickly. Consequ-
ently, it will necessarily take some time before the
Government Pension Fund - Global can have
such large investments in these markets that they
have a significant impact on the Fund’s total re-
turn and risk.

Most comparable funds invest in unlisted equi-
ties through fund-like structures. Unlisted equity
funds can be divided into two main categories:
start-up funds (venture capital), which invest in
relatively new enterprises with a potential for
rapid growth, and acquisition funds (buyouts),
which buy control of a company and then restruc-

tures the company and improves its profitability.
Acquisition funds manage far more capital than
venture capital funds.

Investments in infrastructure, such as electrici-
ty and water supplies, toll roads, airports and tele-
communications, have traditionally constituted a
very limited market. However, increasing private
participation and the growing need for private
funding have made these kinds of investments in-
teresting for long-term financial investors. The
market for this type of investments is expected to
grow in the years to come. The return on and the
risk associated with infrastructure investments will
vary widely among the different projects, but it is
normal to assume that the return and risk of devel-
oped projects will resemble the return and risk as-
sociated with investments in real estate. As is the
case for real estate, investments in infrastructure
will also contribute to diversifying the risk in the
Government Pension Fund and to reaping gains
over time by investing in less liquid assets.

In Recommendation no. 283 (2007-2008) to
the Storting, a majority of the Standing Commit-
tee on Finance stated that the Government Pensi-
on Fund - Global should be allowed to invest in in-
frastructure. The majority referred to the fact that
infrastructure is a rapidly growing asset class
among institutional investors, partly as a result of
the large needs for infrastructure investments in
emerging economies. It was also pointed out that
a fund that aims to represent best international
practice in all aspects of its management must de-
velop investment competence in the asset classes
that major institutional investors are active in. The
Committee also underlined the need to uphold
the requirements concerning quality and verifiabi-
lity of the fund management performance.

In this Report to the Storting, the Ministry pro-
poses that a new investment programme be estab-
lished aimed at environment related investment
opportunities. Work will also be continued on
assessing whether it is pertinent to establish an in-
vestment programme aimed at sustainable invest-
ment opportunities in emerging markets. In this re-
spect, the Ministry is following up the suggestions
made in connection with the consultation concern-
ing the evaluation of the ethical guidelines.

In contrast to ear-marking money for a particu-
lar fund, the Ministry intends the new investment
programme to run across asset classes and that
the scope of the investment will vary according to
the opportunities at any given time.

On the basis of the characteristics of the Fund,
the Ministry is assessing various investment alter-
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natives for the investment programme. For the
environmental programme, sub-markets in the
areas infrastructure and unlisted equities, envi-
ronmental bonds and placement of parts of the lis-
ted equities portfolio based on an environmental
index are most relevant. The investments must be
aimed at eco-friendly assets or eco-friendly tech-
nology that is expected to yield indisputable envi-
ronmental benefits, such as climate-friendly ener-
gy, improving energy efficiency, carbon capture
and storage, water technology and management
of waste and pollution. It has been decided that
any infrastructure investments will have to target
climate-friendly energy in particular. In the unlis-
ted markets, any such investments will be made
through funds, but it may be demanding to identi-
fy funds that focus exclusively on environmental
projects. In these kinds of cases, a minimum frame-
work must be defined for the funds’ environmen-
tal exposure.

Future assessments of a possible investment
programme aimed at sustainable growth in emer-
ging markets will consider investments in unlisted
equities and infrastructure in emerging markets,
among other things. These assessments will at-
tach importance to finding a system for these
kinds of investments that constitutes an appropri-
ate and natural evolvement of the strategy of the
Fund and that safeguards the need for good risk
management. This will be more demanding in
emerging markets than in the established mar-
kets that will make up most of the investments in
the environmental programme.

There will normally be capacity constraints on
investments in unlisted markets, and especially on
investments in emerging economies and sub-mar-
kets for eco-friendly technology and energy. The
size of the markets and access to good managers
and funds represent capacity constraints. The Mi-
nistry is therefore estimating that the entire
amount for the environmental programme and the
possible investment programme aimed at sustai-
nable growth in emerging markets will constitute
around NOK 20 billion, invested over a five-year
period. However, there is uncertainty linked to
the capacity of the unlisted markets. NOK 20 billi-
on will entail substantial investments in terms of
the size of the markets and investments in other,
comparable funds internationally.

Like the other investments in the Government
Pension Fund - Global, the investment program-
me shall contribute to attainment of the goal of
the highest possible financial return with a mode-
rate level of risk.

Any unlisted investments might be in small
sub-markets that it is difficult to get exposure to
and where the risk is higher than for investments
with a higher degree of risk diversification. Alt-
hough the risk is higher than for other invest-
ments, the Ministry believes there are reasons to
assume that these sub-markets will grow conside-
rably in the long term and that they ought to be in-
cluded as part of the Fund’s investments. Before
investment can commence, a number of matters
must be clarified, including assessments of envi-
ronmental criteria, the expected return and risk of
the investment alternatives, and the size and ac-
cessibility of the markets. Large parts of the in-
vestments will be able to be made through new as-
set classes, entailing among other things that sa-
tisfactory ways of measuring and evaluating re-
turn and risk must be found. In addition, required
rates of return, risk limits, provisions for responsi-
ble management and reporting requirements
must be defined to ensure fulfilment of the Mi-
nistry’s objectives for the investments.

The Ministry will present the Storting with a
more concrete plan for the future work in this
area in the National Budget for 2010.

1.2.3 Status of adopted changes to the
strategy

Emerging equity markets

During 2008, two previously adopted changes in
the investment strategy for the Government Pen-
sion Fund - Global were implemented through
the benchmark portfolio for equities being exten-
ded to include small listed companies and more
emerging markets. At year-end 2008, the bench-
mark portfolio for equities contained just under
7,700 companies, compared with 2,400 companies
before the changes, and the number of markets in
the benchmark portfolio classified as emerging
markets has increased from 5 to 23. The imple-
mentation of these changes is discussed in more
detail in Chapter 2.

Equity portion

It was previously decided to increase the equity
portion of the benchmark portfolio from 40 per
cent to 60 per cent. In consultation with Norges
Bank, it has been decided to make a gradual
transition to the new benchmark portfolio based
on striking a balance between expected returns
and transaction costs. Lower returns on equities
than bonds in 2008 and historically large transfers
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to the Fund throughout last year led to major pur-
chases of shares in 2008. Shares have generally
been purchased at prices that are much lower
than when the decision to increase the equity por-
tion was adopted in summer 2007.

The gradual increase in the equity portion and
the simultaneous drop in the market value of the
world’s stock markets have resulted in a large in-
crease in the Fund’s average ownership stake in
the stock markets. In the space of one year, this
share has risen from approx. 0.5 per cent to 0.75
per cent. This means that in 2008, the Fund has
acquired rights to a share in all the future profits
from another 0.25 per cent of the world’s listed
companies.

However, the major drop in share prices in
stock markets around the world towards the end
of 2008 meant that at year-end, the equity portion
was barely 50 per cent, compared with 53 per cent
at the end of September 2008. The raising of the
Fund’s equity portion will continue in 2009. The
Fund’s holdings in the world’s listed companies
will thus probably increase further.

Real estate investments

Following the Storting’s deliberation of Report no.
16 (2007-2008) to the Storting, the Ministry has
continued to work on the plans to invest up to 5
per cent of the Fund in real estate.

The majority of the property investments are
expected to be made through unlisted instru-
ments. This poses challenges linked to a number
of aspects, including the measurement and as-
sessment of return and risk, and it is therefore ne-
cessary to establish special required rates of re-
turn, risk limits and reporting requirements to en-
sure fulfilment of the Ministry’s objectives for the
investments in real estate.

In connection with the work on compiling re-
gulations for real estate investments in the Go-
vernment Pension Fund - Global, the Ministry
has been advised by the U.S. company Partners
Group. The advice from Partners Group is based
on best practice for similar funds internationally.
The Ministry is aiming to finalise the new regula-
tions in 2009.

In 2008, the global real estate market had poor
returns and suffered a significant drop in
turnover. The Ministry is not intending to lay
down a fixed investment plan for the coming ye-
ars, as the phasing-in will have to be adapted to
the market conditions and capacity. In the first few
years, the investments will probably be concentra-

ted in a number of chosen areas, and it will take
time to build up a global real estate portfolio with
a high degree of risk diversification. The Ministry
assumes it will take several years before the real
estate portfolio constitutes 5 per cent of the Fund.

The rules for investments in real estate will be
included in a new regulation governing the mana-
gement of the Government Pension Fund - Glo-
bal. See the more detailed discussion of this in
Section 1.5.4 and Chapter 6.

1.3 Responsible investments

1.3.1 Reporting on the work on the ethical
guidelines in 2008

The ownership efforts of Norges Bank

Norges Bank is responsible for exercising the ow-
nership rights of the Government Pension Fund -
Global. The overall goal for the exercise of ow-
nership is to safeguard the Fund’s financial inte-
rests. The ethical guidelines for the management
of the Fund are premised on high returns over
time being dependent on sustainable develop-
ment, in the financial, environmental and social
sense.

Norges Bank bases its exercise of the owners-
hip rights of the Fund on the belief that it is better
and more effective to concentrate on a few impor-
tant topics than to spread the resources thinly
over many areas. Norges Bank has therefore
sought to identify a few concrete areas of commit-
ment for its exercise of ownership. Importance is
attached to ensuring that the topics are relevant
for investors in general and for the Fund in parti-
cular, and that the topics are suitable for dialogue
with companies and/or regulatory bodies, as well
as increasing the prospects for real results. The
topics must also be justifiable in light of the finan-
cial requirements. Pertinent areas of commitment
include good corporate governance, children’s
rights and protection of the environment.

Good corporate governance is important in or-
der to ensure the Fund’s financial return over
time and is a necessary condition to ensure that
shareholders have real influence and dialogue
with the companies. In this way, it is also a prere-
quisite for work on social and environmental is-
sues. At the end of 2008, Norges Bank had estab-
lished or continued dialogue with 16 companies
concerning issues linked to corporate governance
and shareholder rights.
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A shareholder’s primary means of expressing
his opinion is by voting at general assemblies. In
2008, Norges Bank took part in 7,871 general as-
semblies and voted on almost 70,000 issues. Nor-
ges Bank publishes its vote in each individual mat-
ter and has established principles for how it votes.
Norges Bank has generally voted in favour of the
proposals forwarded by the management of the
companies in 2008, but voted against 11 per cent
of the proposals. Norges Bank has voted against
candidates for the board of directors if the board
as a whole does not satisfy the bank’s expecta-
tions concerning sufficient independence from
the company’s management or dominant owners.
The bank also votes against managerial salary sc-
hemes in cases where there is no obvious link bet-
ween performance and reward.

Norges Bank has prepared a document “NBIM
Investor Expectations on Children’s Rights”, to
clarify to companies what expectations the bank
as an investor has concerning children’s rights.
The document is aimed, in particular, at compani-
es that operate in areas or sectors where there is a
high risk of children’s rights being violated. In
2008, efforts in this area have concentrated on
four markets: India, Brazil, China and West Africa.
At year-end 2008, Norges Bank was in dialogue
with 130 companies and involved in 19 corporate
commitment projects linked to child labour, risk
management in the supplier chain and the board’s
competence in issues related to child labour. A
commitment project with a company is far more
extensive than a dialogue. Dialogue may be limi-
ted to making contact with the company, without
any meetings being held, whereas a commitment
project entails entering into a process with the
company with defined goals and time limits. Com-
mitment projects with companies will often run
for several years.

Norges Bank regards it as important for a
long-term investor to influence how companies
work with or against government authorities
when it comes to establishing binding climate le-
gislation that can result in significant reductions
in greenhouse gas emissions. The bank therefore
takes steps to ensure that relevant companies that
the Fund has a stake in have defined strategies
that support sustainable economic and ecological
development. The ownership work in this area is
aimed especially at the energy sector and energy
intensive sectors. In 2008, Norges Bank has focus-
ed in particular on the conduct of certain compa-
nies in connection with the national climate chan-
ge regulations in the USA. Norges Bank has conti-

nued seven established commitment projects with
U.S. companies, holding a total of 15 meetings
with these companies. Norges Bank is part of the
Carbon Disclosure Project (CDP) — an indepen-
dent organisation that gathers and publishes in-
formation about companies’ emissions of green-
house gases. Through its involvement in CDP,
Norges Bank encourages transparency in the
companies and in this way is also a catalyst in ef-
forts to reduce emissions of greenhouse gases.

In November 2008, Norges Bank announced
that the bank is taking part in a new petition by
135 funds calling for wealthy nations to reduce
their emission of greenhouse gases by 25-40 per
cent by 2020, calculated on 1990 levels, in keeping
with the recommendations of the UN Intergo-
vernmental Panel on Climate Change (IPCC).

Norges Bank also participates in other forms
of collaboration and contact with other investors.
For example, the Bank supports the development
of new accounting standards (IFRS) concerning
“country-by-country reporting” for companies en-
gaged in extractive industries. These kinds of
standards will serve to simplify valuation of the
companies and counteract corruption and illegal
use of closed jurisdictions (“tax havens” or “clos-
ed jurisdictions”). Norges Bank has also contribu-
ted to the development of the UN-initiated Prin-
ciples for Responsible Investment (PRI). This is
an important international platform that focuses
on the investor role. The bank bases its exercise
of ownership and interaction with other investors
on these principles. The Ministry of Finance as
formal owner of the Fund has adopted these prin-
ciples. The principles are described in more detail
in Chapter 3.

The ownership efforts of Folketrygdfondet

Folketrygdfondet is responsible for exercising
the ownership rights through management of the
Government Pension Fund — Norway. The Execu-
tive Board of Folketrygdfondet has laid down gui-
delines for the exercise of ownership in the Fund
pursuant to which the overarching objective is to
safeguard the financial interests of the Fund. Fol-
ketrygdfondet has defined ethical principles for
its investment activities. These principles are an
integrated part of the guidelines for Folketrygd-
fondet’s exercise of ownership, in order to help
promote long-term wealth creation. Good corpora-
te governance and corporate management shall
promote the rights of owners and other stakehol-
ders in relations with the companies, as well as en-
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sure that the management mechanisms of the
companies work appropriately.

In order to safeguard shareholder value, Fol-
ketrygdfondet deems it important to follow up the
managerial salary policies of the companies. This
involves evaluating whether managerial salary
schemes are structured in such a manner as to ac-
tually contribute to more effective and performan-
ce-oriented corporate management, etc. Folke-
trygdfondet also examines any option schemes,
and what these imply in terms of value transfer
from the shareholders to companies’ manage-
ment teams.

In order to ensure the most objective and pre-
cise assessment of the ethical attitudes and ac-
tions of the companies, Folketrygdfondet gathers
information from open sources such as annual re-
ports, the media and the Internet. Folketrygdfon-
det also gathers information directly from the
companies through a survey of all the Norwegian
companies in which the Fund holds ownership in-
terests. The survey relates to the integration and
handling of environmental and social concerns
and was first carried out in 2006. Companies that
do not respond to the survey or that provide unsa-
tisfactory answers are followed up individually.
Folketrygdfondet has a consistently positive im-
pression of the level of attention, standards and
practices in the companies that have taken part in
this survey so far.

Folketrygdfondet has been involved in the de-
velopment and launch of the project Baerekraftig
verdiskaping (Sustainable Value Creation) — a col-
laboration between 12 of the largest institutional
investors in Norway. Through this collaboration,
these investors have carried out a questionnaire
survey among the companies that were admitted
for listing on the main index of the Oslo Stock Ex-
change in 2008. The findings of the survey were
presented on 10 December 2008. The goal of the
project is to influence Norwegian listed compani-
es to work towards sustainable development and
long-term value creation.

Exclusion of companies

The Council on Ethics for the Government Pensi-
on Fund - Global is an independent advisory body
charged with submitting recommendations to the
Ministry of Finance on the screening and exclusi-
on of individual companies, on the basis of the et-
hical guidelines for the Fund. The Ministry deci-
des whether a company is to be excluded from the
Fund and bases its decisions on the Council’s re-

commendations, among other things, but will nor-
mally also seek Norges Bank’s assessment as to
whether the Bank is able, through its exercise of
ownership, to reduce the risk of contribution to
grossly unethical conduct. The Council on Ethics
has five members and maintains its own seven-
person secretariat. The secretariat conducts sur-
veillance of the companies the Fund owns shares
in and investigates and prepares matters for the

Council.

Companies may be excluded from the Fund
pursuant to the ethical guidelines for the Govern-
ment Pension Fund — Global through:

— negative screening to identify companies pro-
ducing weapons that violate fundamental hu-
manitarian principles in their normal use, or
that sell weapons or military material to states
mentioned in the supplementary guidelines for
management of the Fund, and

— exclusion of companies if an investment entails
an unacceptable risk of contributing to actions
or omissions that must be deemed grossly
unethical.

So far 32 companies have been excluded from the
investment universe of the Fund. Of these, 22
were excluded because they contribute to the pro-
duction of inhumane types of weapons. The other
ten companies were excluded to avoid an unac-
ceptable risk that the Fund will contribute to seri-
ous or systematic human rights violations or seve-
re environmental damage. In 2008, the Ministry
excluded a total of six companies, of which one
was excluded because the company produces
cluster weapons that are prohibited pursuant to
the Convention on Cluster Munitions. The Mi-
nistry also excluded one company that sells mili-
tary materiel to Burma. In addition, the Ministry
has excluded four companies on the basis of an
assessment that the companies’ operations contri-
bute to severe environmental damage.

1.3.2 Evaluation of the ethical guidelines for
the Government Pension Fund - Global

Introduction

The main aim of the evaluation of the ethical guide-
lines is to assess whether the guidelines are fulfil-
ling their intended purpose, and maintain broad
political support for the ethical guidelines, as well
as to gather any feedback that may contribute to
strengthening the profile of the Government Pen-
sion Fund - Global as a responsible investor.
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Box 1.1 General overview of the results of the evaluation of the ethical guidelines

for the Government Pension Fund - Global

The results of the evaluation process and the
changes and new measures being planned for,
can be summarised by the following main
points:

Highlight the Government Pension Fund -
Global’s position as a responsible investor by

clarifying the overall objective for work as
a responsible investor,

establishing a new investment pro-
gramme on environment, and assessing a
new investment programme for develop-
ment in emerging markets,

initiating a broad study to assess how the
challenges of climate change can affect
the financial markets and how investors
ought to act in light of this, and

the Ministry adopting the UN Principles
for Responsible Investment (PRI) and par-
ticipating directly in international initiati-
ves so as to be involved in putting on the
agenda how the concerns of good corpo-
rate governance and environmental and
social responsibilities can most efficiently
be safeguarded within the role of financial
investor.

Continue the high ambitions in the operatio-
nal management by

requiring that Norges Bank integrates the
consideration of good corporate gover-
nance and environmental and social
responsibilities into its operations with
regard to several parts of the manage-
ment of the Fund, in keeping with the
bank’s adoption of the PRI principles,

asking Norges Bank to prepare more
documents outlining its expectations. The
Ministry will ask for expectations docu-
ments within the areas environmental
protection and corporate governance.
With regard to environmental protection,
a document regarding companies’ stra-
tegy to combat climate change is regar-
ded as particularly relevant. A document

regarding transparency and reporting on
payment flows in companies may help
counteract use of secrecy jurisdictions to
hide illegal actions,

— carrying out public consultations in con-
nection with major changes in the priority
areas for the exercise of ownership, and

- laying down new requirements concer-
ning transparency and reporting linked to
the exercise of ownership.

e Further develop the exclusion mechanism by

— excluding tobacco manufacturers from
the Fund’s investment universe,

— clarifying which issues the Ministry belie-
ves should be given priority when making
decisions on exclusion, including the
expected impact of this kind of decision,

— making the content of the various criteria
for exclusion more available to the compa-
nies and others,

— facilitating a description of the Council on
Ethics’ work methods and publication of a
description of the principles for selecting
companies that are to be studied more
closely, and

— ensuring that a procedure be devised and
published for how cases pertaining to
reinclusion of excluded companies in the
portfolio will be handled.

e Improve the interaction between the instru-
ments by

— making sure that any assessment of
whether a company should be excluded
considers whether there are other instru-
ments better suited to achieving the
Fund’s main goals as a responsible inves-
tor,

— establishing a watch list of companies as a
new instrument, and

— facilitating a system for interaction and
coordination between the Council on
Ethics and Norges Bank.

As part of the evaluation process, the Ministry

has carried out a number of activities to gather in-
formation and views from Norwegian and interna-
tional stakeholders alike. This includes a public

consultation process where more than 50 bodies
gave feedback consisting of proposals for changes
and improvements to the current system to ensu-
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re that ethical concerns are safeguarded in the
management of the Fund.

The main conclusions from the evaluation
show that the ethical guidelines are based on a so-
lid foundation and have proven to be robust over
time. Many important aspects can therefore be
maintained. In light of international developments
and experiences with the ethical guidelines so far,
the Government is proposing some changes and
adjustments to the current goals and instruments
(see Box 1.1). At the same time, a number of addi-
tional measures are being proposed in order to
bolster and refine the efforts to ensure the Fund
is a responsible investor.

A broad approach

To maintain the Fund’s solid position as a respon-
sible investor, the Ministry proposes that good
corporate governance and environmental and so-
cial factors shall be integrated to a greater degree
as relevant factors in the overall work on manage-
ment of the Fund. This is in line with international
developments and will entail a raised ambition le-
vel in this area. The role as responsible investor
will be one of the premises for the Ministry of Fi-
nance’s work on investment strategy for the Fund
(see the more detailed description in Chapter 2).
Furthermore, the Ministry will demand that such
considerations shall be safeguarded at other sta-
ges of the investment process, in accordance with
the PRI principles.

According to the current guidelines, there are
three tools for promoting the Fund’s ethical obli-
gations: exercising ownership rights, negative
screening and exclusion of companies from the
universe of permitted investments. The new ap-
proach will provide more tools in the role of re-
sponsible investor. The new tools will be added to
the existing tools and are not intended to under-
mine their significance.

Clarifying an overarching objective

The ethical guidelines do not specify overarching
goals or targets that apply to the guidelines as a
whole. The two mechanisms — exercise of owners-
hip rights and the exclusion mechanism - are bas-
ed on different objectives, respectively ensuring
the long-term financial interests of the Fund and
avoiding involvement in grossly unethical acts or
omissions. The Ministry proposes clarifying the
overarching objective for the Fund as a responsi-

ble investor (see the more detailed description in
Section 4.3.2 and Box 4.2).

The overarching objective will guide the work
as a responsible investor and the instruments that
can be employed on behalf of the Fund. In relation
to the current guidelines, the proposal represents
stronger emphasis on the desire to contribute to
positive changes in sustainability issues and with
respect to companies’ conduct in corporate gover-
nance and social and environmental matters.

Continuing and adjusting the exclusion mechanism

The Ministry wants to continue its policy that the
Fund must not have investments that entail contri-
bution to companies’ serious or gross violations of
fundamental ethical norms, pursuant to the same
criteria as today. In addition it intends to exclude
tobacco producers from the Fund’s investments
(see below). There are also plans to further clarify
the issues that the Ministry believes ought to be
given priority when making a decision on exclusi-
on. For example, the Ministry believes that it
must be possible to attach importance to the ex-
pected effects of an exclusion when using this in-
strument, beyond the fact that the aim is to avoid
contribution to grossly unethical activity. The ex-
clusion mechanism ought not to be regarded in
isolation, detached from other work on responsi-
ble management.

The Fund’s increased investments in emer-
ging markets will entail new challenges for appli-
cation of the ethical guidelines. This is discussed
separately. The same applies to application of the
ethical guidelines in war and conflict zones.

Measures are going to be introduced to ensu-
re predictability for the companies in the portfo-
lio. The Ministry will work to make the interpreta-
tion and the content of the various criteria for ex-
clusion more readily available by amending the
way it organises information. The Ministry belie-
ves publication of the Council on Ethics’ methods
and principles for selecting companies that are to
be studied more closely, is an appropriate measu-
re. The Ministry will also ensure that a procedure
for reinclusion of excluded companies in the port-
folio is prepared and published.

Negative screening of companies from the portfolio
on the basis of the companies’ products

The Ministry is intending to continue negative
screening of companies that manufacture wea-
pons that violate fundamental humanitarian prin-
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ciples in their normal use and companies that sell
weapons or military material to states mentioned
in the supplementary guidelines for management
of the Fund. At present, this means Burma. In ad-
dition, a new screening criterion is being planned
to cover companies that produce tobacco.

Negative screening of companies that produce
tobacco has been considered on several occasions.
Several commenting bodies have said that tobac-
co should be included in the screening mecha-
nism. Negative screening of entire product
groups is a very powerful tool and ought to be re-
stricted to exceptional cases where it can be
shown that there is clear consensus among the
population of Norway. There have been develop-
ments in the period after the Graver Committee
proposed the current ethical guidelines, both in-
ternationally through a convention dedicated to
tobacco control (which came into force in Febru-
ary 2005) and nationally through restrictions of
the Smoking Act in 2004, which must be deemed
to represent such a clear shared set of values re-
lating to screening of tobacco producers. With re-
spect to questions of excluding other unhealthy or
socially unbeneficial services from the Fund’s in-
vestment universe, including alcohol, there has
not been the same degree of norm development
that can provide a similarly clear anchoring na-
tionally or internationally. In addition, tobacco is a
product in a class by itself in that it can cause seri-
ous health problems when used as intended.

In the Ministry’s opinion, it is the production of
tobacco that shall form the basis for screening.
Thus, selling tobacco will not be encompassed by
this criterion. The Ministry will study in more de-
tail different methods for delimiting screening of
companies that produce tobacco. Trying to opera-
te with zero tolerance for all tobacco production
may prove to entail particular challenges, alt-
hough this will be the starting point when the cri-
terion is formulated. Screening of companies that
produce tobacco from the Government Pension
Fund - Global is discussed in more detail in Chap-
ter 4.

Exercise of ownership rights

The Ministry intends to continue the main prin-
ciples of the current ethical guidelines as far as
exercising ownership rights is concerned. In addi-
tion to the work that is already being done in this
area, the Ministry is planning a number of new
measures that will support a high level of ambiti-
on and a high degree of transparency concerning

how ownership rights are safeguarded. The Mi-
nistry will formally require that Norges Bank inte-
grates the consideration of good corporate gover-
nance and environmental and social responsibiliti-
es into its operations with regard to several parts
of the management of the Fund, in keeping with
the PRI principles that the bank has adopted. The
bank will also be subject to new formal require-
ments concerning transparency and reporting on
work linked to the ownership efforts.

Norges Bank has selected a number of focus
areas for exercising ownership rights. The Mi-
nistry supports this. Choosing focus areas is an
important issue, and the Ministry proposes intro-
ducing a process whereby it is consulted in advan-
ce about important changes to or expansion of fo-
cus areas. The Ministry may decide that signifi-
cant changes must be subject to a public consulta-
tion process before a final decision is made. In the
Ministry’s opinion, publication of the document
detailing the bank’s investor expectations on chil-
dren’s rights has been very successful, and the
bank ought to compile more publications outli-
ning its expectations. An important area in this
context will be expectations linked to environmen-
tal issues. A document on companies’ strategies to
combat climate change is deemed particularly re-
levant. The Ministry is also going to ask Norges
Bank to prepare an expectations document regar-
ding transparency and reporting on payment
flows in companies. Clear expectations from in-
vestors like the Government Pension Fund — Glo-
bal in this area can counteract use of closed juris-
dictions to conceal unlawful acts, such as corrupti-
on, money laundering and tax evasion, etc., and in
this way contribute to better functioning, legitima-
te markets. Publication of more expectations do-
cuments would help create transparency about
the work related to ownership rights and also sa-
feguard the companies’ need for predictability.

Interaction between the various instruments

In line with what has been said above about an
overarching objective for working as a responsi-
ble investor, the Ministry believes that there is a
need to coordinate the use of instruments to a
greater degree than the current system provides.
The same applies to the activities of Norges Bank
and the Council on Ethics.

The Ministry is planning a new provision whe-
reby before deciding to exclude a company, it
must be assessed whether other instruments
might be better suited to achieving the Fund’s ob-
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jective as a responsible investor. This is already
partly in place in that on receiving a recommenda-
tion on exclusion of a company, the Ministry asks
Norges Bank whether the exercise of ownership
might be used to reduce the risk of new breaches
of the guidelines. This will yield a more targeted
use of the instruments as a group and will help en-
sure that exclusion really is the last option when
other measures have been considered. The Mi-
nistry is also planning to formalise the use of a
watch-list as a new instrument. In some cases, the
decision to put a company under observation may
be a good alternative, as it can be assumed that
this will encourage the company to amend its con-
duct or will prompt the company to provide more
information to clarify the situation. It is thought
that the use of a watch-list will be particularly apt
in cases where there is great uncertainty about fu-
ture developments.

Closer collaboration and coordination will ne-
cessitate adaptations in the mandates and met-
hods of both Norges Bank and the Council on Et-
hics. Once the Storting has considered the results
of the evaluation, the Ministry will continue to
work on the details of a new system in dialogue
with the Council on Ethics and Norges Bank.

Other topics and measures

In its capacity as a major international owner and
investor, the Ministry can help put important is-
sues on the agenda in terms of research and inter-
national work that affects how environmental and
social issues and good corporate governance can
be safeguarded as effectively as possible by a fi-
nancial investor. The Ministry of Finance wants to
increase its commitment in this area.

Many of the bodies consulted have pointed out
that Norway’s oil wealth gives the country a speci-
al responsibility to investigate problems linked to
carbon emissions and climate change. For an in-
vestor with the characteristics of the Government
Pension Fund - Global in terms of its long-term
perspective and breadth of investments, it will
also be in the Fund’s own interests to find out how
climate change can affect developments in the fi-
nancial markets.

The Stern Review! provided important know-
ledge about the impact of climate change on the
general economic development globally, and si-
milar work could be done to shed light on the ef-

1 »The Economics of Climate Change — The Stern Review”
(2006)

fect on financial markets more specifically.
Against this backdrop, the Ministry is aiming to
initiate a study to assess how the challenges of cli-
mate change can affect the financial markets and
how investors ought to act in light of this. This
ought to be an international project that could be
carried out in collaboration with other investors.
The Ministry will present a more detailed assess-
ment and plan for this project in the National Bud-
get for 2010.

In general, the Ministry wants to contribute to
the development of best international practice in
the area of responsible investments, and in this
context will assess various measures that can sup-
port this. For example, this might be membership
in selected international investor organisations, col-
laboration with UN bodies that are active in this
field and greater contact with international experts.

Norges Bank and Folketrygdfondet have both
signed the UN Principles for Responsible Invest-
ment (PRI). The Ministry of Finance wants to ex-
press its further support of these principles by the
Ministry also signing them on behalf of the Go-
vernment Pension Fund.

The Ministry would also like to refer to the
fact that a new investment programme is being
prepared aimed at environment related invest-
ment opportunities (see the discussion in Section
1.2 above).

In 2007, a new provision was introduced in the
management framework that the Fund may not be
placed in interest bearing instruments issued by
the state of Burma. Several consultative com-
ments have been submitted concerning the wish
to expand the scope of the ban on investing in cer-
tain nations’ government bonds. The Ministry con-
tinues to believe that excluding a country’s go-
vernment bonds from the investment universe of
the Fund due to the actions of the country’s aut-
horities constitutes a drastic foreign policy step.
Burma is different in many respects, but the main
issue in this connection is the scope of the inter-
national measures against Burma. Currently, no
other sanction regimes or measures endorsed by
the Storting has the same scope as the measures
against Burma. Without this kind of international
anchoring, using the threat of exclusion from in-
vestment as a general instrument in Norwegian
foreign policy is out of the question.

Secrecy jurisdictions (so-called tax havens)
can help canceal economic crime, among other
things. The Government takes a serious view of
the negative effects that ensue from the harmful
practices employed in such secrecy jurisdictions.
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Development in the market value for the
Government Pension Fund attributed to
various components
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Figure 1.2 Developmentin the Market value of the
Government Pension Fund during 2008, as
attributed to various components. NOK billion

Source: Ministry of Finance, Norges Bank and Folketrygdfon-
det

The legislation and regulations in each individual
country determines whether it can be classified as
a secrecy jurisdiction. Efforts to combat so- called
tax havens must therefore target these nations’
authorities, as is already the case on a large scale.

It will not be pertinent to use investments in
secrecy jurisdictions as a separate exclusion crite-
rion in the equity portfolio. It is assumed that this
would have little effect and would entail huge pro-
blems of delimitation.

Restrictions have been placed with respect to
the Fund’s real estate investments so that unlisted
real estate companies and funds cannot be estab-
lished in secrecy jurisdictions. In its role as inves-
tor, the Government plans to strengthen its ef-
forts against secrecy jurisdictions through the
Fund’s equity investments. Norges Bank already
supports the Extractive Industries Transparency
Initiative (EITI) — an international initiative that
promotes transparency about revenue flows in ex-
tractive industries. Norges Bank furthermore
supports the development of new accounting stan-
dards (IFRS) concerning “country-by-country re-
porting” for companies engaged in extractive in-
dustries (mining, oil etc.). Tightened require-

ments for transparency and reporting by compani-
es concerning revenue flows and tax matters can
counteract the effect of the secrecy offered by the
tax havens and be a suitable measure in comba-
ting corruption. Through broad measures such as
those described, the work is directed in a targeted
manner on the actual playing rules and “infra-
structure” of the financial markets, as opposed to
making it a question of the Fund as an investor as-
sessing whether individual companies in the port-
folio have legitimate grounds for activities in so-
called tax havens. Norges Bank will be asked to
prepare an expectations document aimed at com-
panies’ transparency and reporting requirements
concerning payment flows. Clear expectations
from investors such as the Government Pension
Fund - Global in this area can counteract use of
secrecy jurisdictions to conceal unlawful acts,
such as corruption, money laundering and tax
evasion, etc. and in this way contribute to more ef-
ficient, functional markets.

1.4 Management performance

1.4.1 Developments in the market value
of the Government Pension Fund

At year-end 2008, the total market value of the Go-
vernment Pension Fund was NOK 2,363.2 billion.
This represents an increase of NOK 227.2 billion
since year-end 2007, some of which (NOK 384 bil-
lion) is due to inflow of petroleum revenues. At
the same time, the very poor returns on the
Fund’s investments reduced the value of the Fund
by roughly NOK 663 billion. A significant depreci-
ation of the Norwegian krone, as measured
against the currency basket of the Government
Pension Fund — Global through the year, entailed,
when taken in isolation, an increase in the market
value of the Fund by NOK 506 billion, but chan-
ges to the Norwegian krone exchange rate are
not relevant as far as developments in terms of in-
ternational purchasing power are concerned. Fi-
gure 1.2 breaks the increase in the total market
value of the Government Pension Fund in 2008
down into the various components.

The assets of the Government Pension Fund
have grown rapidly since the mid-1990s (see Figu-
re 1.3). The value of the Fund at year-end 2008 re-
presented over NOK 1 million per household in
Norway. The market value of the Government
Pension Fund — Global was NOK 2,275.4 billion at
year-end 2008. This represents an increase of
NOK 256.8 billion since year-end 2007. The value
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The value of the Government Pension Fund
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Figure 1.3 The market value of the Government

Pension Fund. 11996-2008. NOK billions.
1 The Government Pension Fund was created in 2006 as a
superstructure encompassing the Government Petroleum
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.

Source: Ministry of Finance

of the equity portfolio at year-end was NOK
1,128.9 hillion, whilst NOK 1,146.5 billion was in-
vested in fixed income securities. Total inflow to
the Fund was NOK 2,141.8 billion over the years
1996-2008.

The market value of the Government Pension
Fund — Norway was NOK 87.8 billion at year-end
2008, which is NOK 29.6 billion less than at the
beginning of the year. At year-end, the value of the
equity portfolio and the fixed-interest portfolio was
NOK 46.5 billion and NOK 41.3 billion respectively.

Market developments

The Ministry’s assessment in last year’s report on
the management of the Fund was that the de-
velopment in the market value of the Government
Pension Fund over the previous five years (i.e.
2003-2007) was very positive, taken as a whole,
despite the fact that performance in 2007 was af-
fected by the turmoil in the international financial
markets in the second half of the year (see Chap-
ter 1 of Report no. 16 (2007-2008) to the Stor-
ting). This reflected both strong average returns
on the benchmark portfolio of the Fund and that
excess returns had been generated in active ma-
nagement. The development in the value and ma-

nagement performance of the Fund in 2008 chan-
ges this picture significantly.

After a period of strong growth in the world
economy (see Figure 1.4a), major difficulties in
the financial markets since summer 2007 have
contributed to a sharp decline and deterioration of
the economic outlook internationally. In several
countries, the authorities have implemented com-
prehensive measures in recent months in an at-
tempt to stabilise the financial markets and dam-
pen the impact of the financial crisis on the econo-
my. Despite significant monetary policy and finan-
cial policy actions and other special measures in
many countries aimed at providing capital for the
banks, it seems that the growth in the world econ-
omy in 2009 will be weaker than for many deca-
des.

The international financial crisis has had seri-
ous repercussions. After several years with a
broad upturn in stock markets, share prices have
plummeted during the last year (see Figure 1.4b).
Further, the gradual tightening of American and
European monetary policy in the years 2005 to
2007 has now been more than reversed, and bond
yields have fallen significantly in 2008, (see Figu-
re 1.4c). The premiums in the international mo-
ney market have risen steeply as a result of a lack
of confidence in the financial system, and it has
become much more expensive for banks and
other, non-financial enterprises to get long-term
funding. The financial crisis has led to a sharp in-
crease in the compensation required by investors
when investing in securities involving credit risk
(see Figure 1.4d).

The volatility that we have seen in the interna-
tional financial markets for almost two years now
has meant that many banks and financial institu-
tions have had to post huge losses on securities
and lending. This development reflects the fact
that the widespread use of new, complex financial
instruments made it difficult to ascertain who had
incurred a loss, and confidence among banks and
financial institutions has thus been severely un-
dermined. The financial crisis entered a more se-
rious phase in mid-September 2008, with the
bankruptcy of the American investment bank Leh-
man Brothers. The credit flow in the money and
credit markets slowed up, and many banks faced
problems refinancing their loans. The situation
has become so difficult for many financial institu-
tions in the USA and Europe that the authorities
have had to implement rescue packages to ensure
continued operation.
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Figure 1.4 Market developments

Source: EcoWin

1.4.2 The return on the Government Pension
Fund

It is the real return on the Government Pension
Fund in international currency that is relevant for
purposes of measuring developments in the pur-
chasing power of the Fund. According to Table
1.1, the real return (after the deduction of mana-

gement costs) on the Government Pension Fund
— Global’s investments in 2008 was -24.4 per cent,
when measured in local currency. This is the po-
orest performance since the Fund was establis-
hed. The Government Pension Fund - Norway
achieved a real return of -28.8 per cent last year —
again the weakest result in the Fund’s history.
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Table 1.1 Annual real returns on the Government Pension Fund - Global' and the Government Pension Fund
- Norwayz, less management costs. 1997-2008. Per cent.

Net real return

1997-

1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2008

Pension Fund
— Global
Pension Fund
— Norway

7,15 8,20 10,93 0,35 -3,66 -6,62 10,75 6,30 846 557 1,05-24,38 1,50

5,60 -2,29 6,24 3,08 097 049 13,31 10,12 7,28 855 8,43-28,77 2,12

1" Geometric real return in international currency calculated on the basis of a weighted average of consumer price growth in the

countries included in the benchmark portfolio on the Fund.
Geometric real return in Norwegian kroner.

Source: Norges Bank, Folketrygdfondet og Ministry of Finance

Average annual net real return on the Govern-
ment Pension Fund - Global since the beginning
of 1997, which was 4.3 per cent at year-end 2007,
had dropped to roughly 1.5 per cent at year-end
2008 (see Table 1.1).

In Report no. 16 (2007-2008) to the Storting,
the Ministry stressed that there is considerable
uncertainty linked to estimates of return, and his-
torically, experience shows that return fluctuates
widely. The risk associated with the return on the
Fund is discussed in more detail in Box 1.2. It is
stated here that there have been significant fluctu-
ations in realised real returns, even when measu-
red over longer periods of time. In the Ministry’s
opinion, the experience we have now does not
provide grounds for changing the estimate of 4
per cent real return as a reasonable expectation
for long-term return. This estimate is based on as-
sumptions that the Strategy Council has previous-
ly described as reasonable and appropriate for
analyses of long-tern return and risk. In this con-
text, the Strategy Council referred to estimates
from other funds, among other things.

The subsequent discussion of the manage-
ment performance is based on nominal return da-
ta, since the goal is to compare results achieved
with the return on a benchmark portfolio. Not
much information would have been added by ad-
justing the return data for inflation for this purpo-
se.

The return on the Government Pension Fund
- Global

The nominal return on the Government Pension
Fund - Global was -23.3 per cent in 2008, as mea-
sured in foreign currency. This is the weakest re-
sult achieved in the entire period (see Table 1.2).

Measured in Norwegian kroner, the return on the
Fund was -6.7 per cent in 2008. The fact that the
return in kroner is considerably less negative
than the return measured in the Fund’s currency
basket is due to the depreciation of the Norwegi-
an krone against the currencies in the Fund’s cur-
rency basket in 2008.

The nominal returns on the sub-portfolios of
the Government Pension Fund — Global since the
beginning of 1998 are illustrated in Figure 1.7.

The risk associated with the Government Pen-
sion Fund - Global, as measured by the standard
deviation of returns, was roughly 14 per cent in
2008, when measured nominally in local currency.
By comparison, the average level of risk for the
last five years was 7.8 per cent (see Table 1.2).

Table 1.2 Average annual return and annual stan-
dard deviation of returns on the Government Pen-
sion Fund - Global, as measured in the Fund’s cur-
rency basket, 1998-2008. Per cent and percentage
points.

Entire Last five
period  year 2008

Benchmark portfolio (currency)

Average return per year 2,98 3,16 -19,93
Standard deviation 6,42 7,00 12,60
Actual portfolio (currency)

Average return per year 2,94 2,74 -23,30
Standard deviation 6,88 7,81 14,01
Excess return (NOK)

Average return per year -0,04 -0,43 4,10
Standard deviation

(tracking error) 0,76 1,03 1,84

Source: Norges Bank and Ministry of Finance.
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Box 1.2 The risk associated with the return on the Government Pension Fund - Global

Over time, a higher return is expected on the
equity investments in the Fund than on the invest-
ments in fixed income securities, because the
risk associated with equities is higher. This
higher risk manifests itself in large fluctuations in
the return on the Fund. The choice of equity por-
tion is largely a choice of the degree of fluctua-
tion that can be accepted on the return of the
Fund and how this risk is weighed up against the
higher expected returns in the long term.

In Report no. 16 (2007-2008) to the Storting,
the risk associated with the return on the Go-
vernment Pension Fund’s investments was de-
scribed in three ways: a simulation model was
used to describe potential future developments in
the Fund; historical returns in the equity and
bond markets were used to describe fluctuations
in returns over the last hundred years; and histo-
rical returns in previous financial market crises
were used to illustrate what the return on the
Fund would have been in these periods.

The various approaches were used to produ-
ce an estimate of normal fluctuations in the Fund,
expressed in the form of statistical measures of
the uncertainty linked to expected and historical
average return. Developments in both the equity
and the fixed income market in 2008 were unusu-
al. At the same time, these analyses show that the
negative real return observed in 2008 is within
the range of what must be expected, on rare occa-
sions with the current equity portion. However, it
is uncertain how seldom this kind of event is as it
is difficult to model rare events, and because
even with 100 years’ historical data, we have few
observed falls in value of this magnitude.

Using simulations based on the same parame-
ters as described in Report no. 16 (2007-2008) to
the Storting, it is estimated that such a poor re-
sult as was achieved in 2008 can be expected to
occur very seldom: roughly once every 350 ye-
ars. However, calculations based on historical re-
turns indicate that such low returns can occur
more frequently. Historical real returns on a port-
folio that resembles the portfolio the Fund has
had in the last year would have been lower than -
21.0 per cent in two of the years since 1900 (1920
and 1974). The reason that the estimate based on
a model simulation deviates so widely from the
historical data is partly that the distribution of
probability on which the simulations are based

underestimates the frequency of sharp drops in
the financial markets. However, the simulations
presented in the two previous reports to the Stor-
ting on the management of the Government Pen-
sion Fund have had the goal of shedding light on
return and risk over longer time horizons than
one year (horizons of 15 years have been cho-
sen). The model will work better over longer
time horizons. The models and the underlying as-
sumptions will be documented on the Ministry’s
website (www.government.no/gpf).

Greater annual fluctuations in returns are a
natural outcome of increasing the equity portion
to 60 per cent. At the same time, expected long-
term real return will also increase. The estimates
of long term risk (volatility) and real return (geo-
metric) shown in Report no. 16 (2007-2008) to
the Storting, are 9.2 per cent and 4.2 per cent re-
spectively, measured in local currency. It has
been calculated that the probability of the real re-
turn over a 15-year horizon being lower than 4
per cent is roughly 46 per cent, whereas the pro-
bability of the real return being less than zero
over a 15-year period is around 4 per cent. Si-
milarly, a 68 per cent probability has been calcula-
ted for the real return over a 15-year period being
between 1.8 and 6.7 per cent, while there is a 95
per cent probability that it will be in the range -0.5
to 9.3 per cent. Figure 1.5 illustrates these proba-
bility intervals and compares them with the av-
erage real return over rolling 15-year periods sin-
ce 1900 of a global portfolio consisting of 60 per
cent equity and 40 per cent bonds and with a regi-
onal distribution similar to the one in the Govern-
ment Pension Fund — Global. Historical return
over these rolling 15-year periods is generally wit-
hin the simulated 95 per cent probability inter-
vals, but there are also periods with higher and
lower returns. The figure demonstrates that the
fluctuations in the simulated 15-year returns are
slightly less extreme. Over even longer periods
of time, historical real return is seldom outside
the simulated probability intervals, see Figure
1.6, which shows rolling 30-year rates of real re-
turn. The return for the period is outside the 95
per cent interval in only three years (2004, 2006
and 2007), and then it is higher. This indicates
that the model calculations are consistent with
historical real returns, assuming a long invest-
ment horizon.
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Box 1.2 (cont.)
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Figure 1.5 Annualised (geometric average) real return over rolling 15-year periods since 1900 of a global
portfolio consisting of 60 per cent equity and 40 per cent bonds and with a regional distribution similar
to the one in the Government Pension Fund - Global." 2

1 The dotted lines indicate probability intervals calculated using a simulation model based on the assumption concerning
return and risk described in Report no. 16 (2007-2008) to the Storting and reproduced in tables 2.2 and 2.3 in Chapter 2 of
this report. There is a 68 per cent probability that future geometric real return will be inside the brown dotted lines. Similarly,
there is a 95 per cent probability that future geometric real return will be inside the black dotted lines.

2 See Section 2.3.1 on historical simulation in Chapter 2.
Source: Ministry of Finance and Dimson, Marsh and Staunton (2008)
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Figure 1.6 Annualised (geometric average) real return over rolling 30-year periods since 1900 of a global

portfolio consisting of 60 per cent equity and 40 per cent bonds and with a regional distribution similar

to the one in the Government Pension Fund - Global." 2

1 The dotted lines indicate probability intervals calculated using a simulation model based on the assumption concerning
return and risk described in Report no. 16 (2007-2008) to the Storting and reproduced in tables 2.2 and 2.3 in Chapter 2 of

this report. There is a 68 per cent probability that future geometric real return will be inside the brown dotted lines. Similarly,
there is a 95 per cent probability that future geometric real return will be inside the black dotted lines.

2 See Section 2.3.1 on historical simulation in Chapter 2.
Source: Ministry of Finance and Dimson, Marsh and Staunton (2008)
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Figure 1.7 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

2008 was a dramatic year for the financial mar-
kets. The international stock markets saw their
value almost halved, and there has not been
another single year with such poor returns in the
last 100 years as 2008. These factors are also re-
flected in the performance of the Government
Pension Fund - Global.

According to the calculations of the risk asso-
ciated with the return on the overall benchmark
portfolio for the Government Pension Fund — Glo-
bal, such poor results as were achieved in 2008
will occur very rarely (see Box 1.2).

As illustrated in Figure 1.8, there have been
relatively large fluctuations in the returns on the
Fund in the past too. The figure shows the fluctua-
tions in quarterly returns on the benchmark port-
folio for the Fund, demonstrating that the spikes
in the best quarters match or are bigger than the
slumps in the worst quarters, with the exception
of the fourth quarter 2008. However, what distin-
guishes the developments last year from those in
previous periods is the number of quarters in a
row with negative returns. The fluctuations under-
line the importance of measuring performance
over a long period.

Figure 1.8 Quarterly nominal returns in the
Government Pension Fund Global’s benchmark
portfolio

Source: Ministry of Finance

The investments in the Government Pension
Fund have a long-term perspective. The Govern-
ment Pension Fund is large and will have a long li-
fespan. In contrast to other pension funds, the as-
sets are not ear-marked for specific liabilities, and
the capital of the Fund is fully funded by equity.
There is little risk that the owner of the Fund will
have to make large withdrawals over a short period
of time. There is therefore little risk of negative
returns alone leading to the Funds having to sell
its assets. The situation is thus very different to
that of many other international investors, who
have had to sell risky assets at low prices because
of the financial crisis and capital adequacy requi-
rements. Against this backdrop, the Government
Pension Fund - Global is well positioned to bear
the risk the Fund is currently facing. At the same
time, the slump in share prices in the internatio-
nal stock market in 2008 also entails that the sha-
res being purchased as a result of the decision to
raise the Fund’s equity portion are being bought
at much lower rates than predicted when the deci-
sion to increase the equity portion of the Fund
was made (see Section 1.2.3). The Fund’s average
stake in the international stock markets is now
more than 0.75 per cent, which is a large increase
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on the year before. This yields a correspondingly
larger right to future profits from listed compani-
es all over the world.. Norges Bank may, in its ma-
nagement of the Government Pension Fund -
Global, deviate from the benchmark portfolio sti-
pulated by the Ministry, within a limit for expec-
ted tracking error of 1.5 percentage points (see
Section 1.2). The contribution from such active
management is measured on an ongoing basis by
way of developments in the value of the Fund be-
ing compared to developments in the benchmark
portfolio. In 2008, the return on the Government
Pension Fund — Global was 4.1 percentage points
less than the return on the benchmark portfolio,
measured in Norwegian kroner. This cor-
responds to NOK 88 billion. Measured in the
Fund’s currency basket, excess return was -3.4
per cent. Return measured in the Fund’s currency
basket provides the best expression of the change
in the international purchasing power of the
Fund. In the past, the difference between the ex-
cess return as measured in kroner and in foreign
currency was relatively minor. In the past, the Mi-
nistry of Finance has reported excess return in
Norwegian kroner and is continuing to do so in
this Report, to ensure comparison with previous
years. The Ministry will consider whether the me-
asuring principle ought to be changed in the futu-
re.

From 1998 until the end of 2008, Norges Bank
has had an annual average negative excess return
of 0.04 percentage points. Active management in
2008 achieved its poorest results since the Fund
was established.

Up until 2006, Norges Bank had reported an
excess return compared with return on the ben-
chmark portfolio for nine years running. In the
two years 2007 and 2008, active management pro-

duced a negative excess return. The excess re-
turn achieved in the years 1998-2006 is out-
weighed by the negative excess return from acti-
ve management in the last two years. At the same
time, there have been sizeable differences in the
results achieved by the management of the equity
and fixed income assets. Although both equity
and fixed income management produced a negati-
ve excess return in 2008, the largest share of the
total negative excess return came from the mana-
gement of the fixed income assets. Taken over a
longer period, Norges Bank has achieved a positi-
ve excess return in its equity management, but a
negative excess return on fixed income manage-
ment.

The disappointing results within fixed income
management are primarily due to the fact that
Norges Bank’s active bond investments have ge-
nerally been exposed to the same level of underly-
ing systematic risk (liquidity risk and credit risk).
Large positions that were built up in a situation
where the risk premium on liquidity and credit
was low fell in value simultaneously when the
market was driven by major adjustments in valua-
tions of these risk factors. In its report on the ma-
nagement of the Government Pension Fund -
Global in 2008, Norges Bank writes that the crisis
in the financial system revealed that risk-taking in
the various mandates for fixed income manage-
ment was not sufficiently independent and that
many of the management mandates in the bank
had a combined exposure to liquidity and credit
risk that was not observed in normal market con-
ditions. The bank’s report provides a more detai-
led account of the decomposition of the negative
excess return on different management strategies
(see the discussion in Box 5.3 in Chapter 5 of this
report).

Table 1.3 Average annual return (nominal) and annual standard deviation of returns on the Government
Pension Fund — Norway, measured in kroner 1998-2008. Per cent.

Entire period Last five years 2008
Benchmark portfolio
Average return per year 3,54 1,00 -28,79
Standard deviation 8,53 11,70 21,79
Actual portfolio
Average return per year 4,18 1,96 -25,09
Standard deviation 7,90 10,86 20,55
Excess return
Average excess return per year 0,64 0,96 3,70
Standard deviation (tracking error) 1,46 1,69 2,46

Source: Ministry of Finance and Folketrygdfondet.
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Figure 1.9 Accumulated nominal return on the
Government Pension Fund — Norway, measured in
NOK. Index as per yearend 1997 = 100

Source: Ministry of Finance and Folketrygdfondet

The Ministry has previously described the de-
velopments in the excess return achieved in the fi-
xed income portfolio, pointing out that seen over a
longer period, Norges Bank has reaped liquidity
and credit premiums, which is analogous to sel-
ling insurance against liquidity and credit crises
(see Report no. 16 (2007-2008) to the Storting).
The crisis in the credit markets that started in au-
tumn 2007 has led to large falls in the value on
these positions and can be compared with an insu-
rance company having to pay out insurance to po-
licyholders in connection with an accident.

The realised losses on the investments in the
fixed income portfolio still constitute a small part
of the total negative excess return. The current
yield is high, which not only reflects that credit
risk has increased, but also high liquidity and risk
premiums in the markets. The valuation of these
bonds is an estimate of their real value in the cur-
rent market conditions. Estimates will be subject
to change, reflecting developments in the mar-
kets. Norges Bank states that they are expecting
to hold most of these securities until maturity. The
face value will be received on maturity for all the
securities that have not defaulted.

The results achieved by Norges Bank’s active
management must be assessed over a long peri-

od, but in the Ministry’s opinion performance in
2008 was not satisfactory. In this context, the Mi-
nistry refers to the measures that Norges Bank
has implemented related to active management
(see the more detailed discussion in Section 1.5).

The return on the Government Pension Fund -
Norway

The Government Pension Fund — Norway adopts
a long investment horizon. The fact that Folke-
trygdfondet, in its capacity as manager of the as-
sets of the Fund, is a large player in a relatively
small capital market may entail certain limitations
as to the scope for large changes to the compositi-
on of the portfolio in the short term. In line here-
with, the Ministry is focusing on performance de-
velopments over time in its follow-up of Folke-
trygdfondet’s performance.

The return on the Government Pension Fund
— Norway in 2008 was -25.1 per cent, measured in
Norwegian kroner (see Table 1.3). This is the po-
orest performance achieved in the period 1998
2008, and is due to the crisis in the stock markets
last year. The nominal returns on the sub-portfoli-
os of the Government Pension Fund — Norway
are illustrated in Figure 1.9.

The risk in the Government Pension Fund -
Norway in 2008 was 20.6 per cent, as measured in
kroner. This is almost a doubling of the risk level
compared with the last five years as a whole.
Some of the increased risk can be linked to the
termination of the sight deposit arrangement in
2006.

Folketrygdfondet’s active management achie-
ved good results in 2008. The return on the Go-
vernment Pension Fund — Norway was 3.7 per-
centage points higher than the return on the ben-
chmark portfolio. This is the highest excess re-
turn achieved in the entire period 1998-2008. The
Ministry is pleased with Folketrygdfondet’s ma-
nagement performance in 2008.

1.4.3 Management costs

Norges Bank shall, pursuant to the management
agreement entered into with the Ministry of Finan-
ce in respect of the Government Pension Fund -
Global, be compensated for the actual management
costs, up to a maximum limit, which for 2008 has
been fixed at 0.10 per cent (10 basis points) of the
average market value of the Fund. The maximum
compensation limit is determined on the basis of a
number of factors, including information on costs
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associated with this type of management in funds
of corresponding size. The Ministry of Finance
commissions the Canadian company CEM Bench-
marking Inc. to prepare the analyses on which the-
se cost comparisons are based. In addition to the
reimbursement 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 re-
sult of the excess return achieved.

Management costs for 2008, exclusive of per-
formance-related fees, were NOK 1,678.4 million.
This represented an increase of 10.8 per cent over
2007. The average size of the Fund decreased by
12.9 per cent, implying that costs measured as a
share of the average portfolio dropped from 0.08
per cent (8 basis points) in 2007 to 0.078 per cent
(7.8 basis points) in 2008. Consequently, manage-
ment costs exclusive of performance-related fees
are well below the maximum limit. Including per-
formance-related fees paid to external managers,
costs amounted to NOK 2,165.2 million, which re-
presents 0.11 per cent (11 basis points) of the av-
erage market value when calculated as an annual
rate.

In addition to management costs, costs are
also incurred linked to completion of the individu-
al transactions. Norges Bank submits regular re-
ports on transaction costs linked to management
of the Government Pension Fund - Global. In this
context, the Ministry would like to point out that
Norges Bank has done a lot to improve the effici-
ency of the transaction process within equity ma-
nagement. In its annual report for 2007, the bank
stated it had improved profitability by means of
electronic trading and that it has used better ac-
cess to trading data to reduce total trading costs
in the Fund. According to Norges Bank’s calcula-
tions average costs on share trading dropped
from over 40 basis points in 2003 to roughly 25 ba-
sis points in 2007, entailing annual savings on
transaction costs of several hundred million kro-
ner. At the same time, the bank also points out
that decreasing volatility in the markets is another
important explanation for the drop in costs linked
to trading shares.

The costs incurred by Folketrygdfondet in its
management of the Government Pension Fund -
Norway in 2008 represent NOK 85.7 million, or
0.084 per cent (i.e. 8.4 basis points) of the average
assets, not including extraordinary pension costs
and depreciation. The management costs are thus

well within the defined limit for management fees
(see Appendix 8 of Report no. 16 (2007-2008) to
the Storting). 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 ex-
ternal management mandates, which when taken
in isolation are more expensive than internal ma-
nagement. Furthermore, the asset management
carried out by Norges Bank is more extensive,
partly because the assets of the Government Pen-
sion Fund - Global are spread across many more
countries and companies than those of the Go-
vernment Pension Fund — Norway. On the other
hand, asset management is subject to economies
of scale that Norges Bank benefits from.

There has been a significant rise in costs from
2007 to 2008 in Folketrygdfondet’s management
of the Government Pension Fund — Norway. Part
of this increase can be ascribed to the fact that in
connection with the implementation of the new
management framework for the Government Pen-
sion Fund - Norway, more stringent require-
ments have been set regarding risk management,
control and reporting (see Report no. 16 (2007-
2008) to the Storting). Against this backdrop, lar-
ge investments have been made in new control
systems to meet the new requirements in the
framework. Much of the increase in expenses
from 2007 to 2008 are one-off outlays, but it must
nevertheless be expected that the costs of mana-
ging the Government Pension Fund — Norway
will be higher in the future than they have been in
the past, partly as a result of the current expenses
linked to operating the new control systems.

1.5 Development of the management
framework for the Government
Pension Fund

The Government Pension Fund consists of two
portfolios: the Government Pension Fund - Glo-
bal and the Government Pension Fund — Norway.
The management framework for the Fund must
be adapted to the special characteristics of each
portfolio, including the size of the fund, inflow of
capital, investment strategy and organisational as-
pects. The Ministry works constantly to refine
and develop the provisions in the framework.
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1.5.1 The management framework for the
Government Pension Fund - Global

The Government Pension Fund — Global is regula-

ted by the following sets of rules (see Appendix

1):

— Actof 21 December 2005 no. 123 relating to the
Government Pension Fund

— Regulation of 22 December 2005 on Manage-
ment of the Government Pension Fund - Glo-
bal

— Guidelines for management of the Govern-
ment Pension Fund - Global

— The management agreement between Norges
Bank and the Ministry of Finance of 12 Febru-
ary 2001

Management is also affected by the Act on Norg-
es Bank and the Monetary System of 24 May 1985
no. 28 (Norges Bank Act). This Act does not regu-
late management of the Government Pension
Fund - Global directly, but lays down terms for
the organisation of Norges Bank and the division
of responsibilities between the bank’s various gov-
erning bodies. It therefore defines an organisa-
tional framework for Norges Bank, which also ap-
plies to its capacity as asset manager.

The Ministry of Finance’s investment strategy
for the Government Pension Fund — Global covers
both the strategic benchmark portfolio and limits
on Norges Bank’s deviation from the benchmark
portfolio. In this Report, the Ministry states that
in spring 2010 it will present the Storting with a
review as to whether — and if so, to what extent —
active management is to be continued.

Parallel to this work, the Ministry will conti-
nue to work on developing the management frame-
work. It is challenging to ensure that the fram-
ework is continuously developed in keeping with
the investment strategy, growth in the assets of
the Fund and international developments in the
framework and supervision methods for large
asset managers. In last year’s report, the Ministry
described the results of a review of internationally
recognised standards and best market practice for
risk management within asset management (see
Chapter 5 of Report no. 16 (2007-2008) to the
Storting). The description of best market practice
was based on a reference group consisting of se-
veral large funds and investment banks.

Common views on which institutions repre-
sent best practice for risk management within as-
set management are subject to change. Some of
the institutions that were generally regarded as

leading within risk management have since enco-
untered serious problems and have been forced to
ask for help from their respective authorities. It
therefore seems likely that the international
norms for risk management will continue to chan-
ge in the future. This will also affect the Mi-
nistry’s further development of the regulations for
the management of the Government Pension
Fund - Global.

Below is an overview of the Ministry of Finan-
ce’s work linked to following up the requirements
entailed by the framework regarding Norges
Bank’s risk management in connection with its
management of the Government Pension Fund -
Global and a description of ongoing and planned
projects linked to work on the management fram-
ework (see Chapter 6).

1.5.2 Follow-up of the requirements in the
framework concerning risk
management and control

The responsibilities of Norges Bank’s governing
bodies

The current management framework for the Go-
vernment Pension Fund - Global allows Norges
Bank to invest in a way that deviates from a pure
indexing of the benchmark portfolio (passive ma-
nagement), if it can be documented that the bank
as a minimum is adhering to internationally re-
cognised standards and methods of risk manage-
ment for such positions (active management). For
example, the management guidelines state:

“Valuation, measurement of return and mana-
gement, measurement and control of risk shall
comply with internationally recognised stan-
dards and methods. The Fund shall not invest
in markets, asset classes or instruments unless
compliance with these requirements can be do-
cumented.”

The operative management of the Government
Pension Fund — Global has been delegated to Nor-
ges Bank and is carried out by a separate depart-
ment in the bank: Norges Bank Investment Mana-
gement (NBIM). The Executive Board has the
executive authority in the bank (see Section 5,
first paragraph of the Norges Bank Act). The Exe-
cutive Board is responsible for making sure that
asset management is practised in accordance with
the framework defined by the Ministry of Finan-
ce. One of the Executive Board’s main tasks wit-
hin its operative asset management thus compri-
ses constantly monitoring Norges Bank’s ability
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to measure and control risk, and ensuring that the
allowed investment universe in terms of both mar-
kets / currencies and use of instruments is at all
times delimited so that the qualitative require-
ments in the management framework for the
Fund are satisfied.

Section b5, third paragraph of the Norges Bank
Act reads

“The Supervisory Council supervises the Bank’s
activities and ensures that the rules governing
the operations of the Bank are observed.”

The Supervisory Council must therefore also su-
pervise that Norges Bank follows the instructions
set out in the regulatory framework for the Go-
vernment Pension Fund - Global. The Superviso-
ry Council has 15 members, all of whom are elec-
ted by the Storting (see Section 7 of the Norges
Bank Act). The Supervisory Council submits an-
nual statements to Storting on the Executive
Board’s minutes of meetings and supervision of
the bank.

The rules defined in the Norges Bank Act con-
cerning the tasks of the bank’s governing bodies
are brief and general and do not define clearly
what the executive authority of the Executive
Board covers or what should be included in the
Supervisory Council’s supervision of the bank’s
operations. In the Ministry’s opinion, the bodies’
responsibilities for control and supervision need
to be defined more clearly in the Act (see Section
1.5.3).

The Ministry of Finance’s follow-up of Norges Bank’s
operational management of the Government
Pension Fund - Global

According to Section 2 of the Act relating to the Go-
vernment Pension Fund, the Ministry of Finance is
responsible for managing the Government Pension
Fund - Global. Operational management has been
delegated to Norges Bank. In order for the Mi-
nistry of Finance to fulfil its management responsi-
bility, it must have a robust framework and good
follow-up routines vis-a-vis Norges Bank.

In connection with the changes in the fram-
ework that came into force on 1 January 2006, the
Ministry of Finance stated that external consul-
tants would also be used in the follow-up of Nor-
ges Bank’s asset management. In the National
Budget for 2006, it is stated that:

“Norges Bank operates a specialised asset ma-
nagement regime. By imposing reporting re-
quirements, the Ministry will be better placed

to identify areas where, with the help of exter-
nal expertise, it can evaluate Norges Bank’s
compliance with instructions set out in the re-
gulatory framework. The Ministry plans regu-
lar due diligences of the fund, and particularly
the bank’s risk management, in collaboration
with consultants possessing suitable expertise.
The Ministry will be reporting on this to the
Storting in suitable documents.”

The first risk-based due diligence on the basis of

the new requirements in the framework relating

to Norges Bank’s active management was initia-

ted in autumn 2006. Following a competitive ten-

der, the Ministry of Finance chose an internatio-

nal team from Ernst &Young to review Norges

Bank’s risk management and control procedures.

The Ministry has described the content of the fi-

nal report and the bank’s comments in Report no.

16 (2007-2008) to the Storting. Here it was descri-

bed how in the period 2006-2008 Norges Bank

has undertaken a number of projects to further

improve the bank’s risk management, including:

— establishment of an Audit Committee for the
Executive Board,

— establishment of a separate internal audit de-
partment,

— strengthening of external auditing through co-
operation with Deloitte AS,

— reorganisation of NBIM,

— significant reinforcement of the independent
risk management function (RPA)

— new framework for operational risk, and

— projects for the implementation of new systems
for counterparty risk and for the pricing and ve-
rification of positions independently of those
who make investment decisions.

In a letter dated 20 October 2008 to Norges Bank,
the Ministry requested information about the sta-
tus of the Executive Board’s efforts to improve
the bank’s risk management in its asset manage-
ment. The Executive Board’s response is discuss-
ed in Chapter 6 and is appended to this Report as
Appendix 3.

Norges Bank has done much to improve risk
management in connection with its management
of the Government Pension Fund - Global (see
above). The Ministry is also positive towards the
reorganisation of the bank’s asset management
that came into effect on 1 March 2008.

It follows from the letter from the Executive
Board of Norges Bank dated 12 February 2009
that the bank has introduced new internal guideli-
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Box 1.3 External review of risk management and active management
in the Government Pension Fund - Global

The guidelines for the management of the
Government Pension Fund - Global and the
management performance have been discussed
regularly in reports to the Storting since the
Fund was established. There is broad political
support for the guidelines for management of the
Government Pension Fund — Global, which has
allowed Norges Bank a certain degree of
freedom to deviate from the benchmark portfolio
for the Fund in its management of the Fund since
1998, when the Fund first started investing in
equities. Throughout this period, the limit on
tracking error has remained stable at 1.5 per
cent. Within the limit on tracking error, there has
been a gradual development in the way the exter-
nal constraints on allowed investments have been
regulated. See the more detailed discussions in
the National Budget for 1998, the National Bud-
get for 2001, the National Budget for 2006 and the
annual reports to the Storting on the manage-
ment of the Fund. There has not been disagre-
ement in the Storting on the limits on active
management in the deliberation of these reports.

In the discussion of the way the markets work
and active management in Section 1.2, it was stat-
ed that both the Ministry of Finance and Norges
Bank work on the assumption that the markets
the Fund operates in are largely efficient and that
a strategy for active management must therefore
be based on exploiting the characteristics of the
Fund. It is also stated that the framework for ac-
tive management must be assessed in light of a
number of factors, including the bank’s defined
strategies and performance.

The National Budget for 2006 described the
Ministry’s intention to introduce regular due dili-
gences of Norges Bank’s management of the Fund
and particularly the bank’s risk management, in
collaboration with consultants possessing suitable
expertise (see the discussion in Section 1.5.2). Re-
port no. 16 (2007-2008) to the Storting describes
the due diligence project consisting of an external
review of Norges Bank’s risk management sys-
tems (referred to as the Ernst & Young project).
Chapter 6 contains a discussion of Norges Bank’s
account of the work done to strengthen risk mana-
gement in the Fund. There is also an account of the
Ministry’s efforts to amend the Bank’s regulatory
system for active management, including the need
to set supplementary limits for risk-taking in active

management that go farther than the current up-
per limit on tracking error.

In its report on the management of the Govern-
ment Pension Fund — Global in 2008, Norges Bank
writes that the financial crisis has entailed major
challenges for risk management and risk control as
a result of the fact that historical correlations bet-
ween various risk factors no longer held true, at
the same time as the liquidity of most markets was
reduced substantially. This has had an especially
major impact on fixed-income management. Nor-
ges Bank therefore stresses that the bank is lear-
ning from these experiences and is strengthening
its contingency measures related to risk manage-
ment, including increased efforts to find comple-
mentary methods for measuring risk.

With use of external consultants with specialist
expertise, the Ministry will reassess the status of
risk management and the experiences in active ma-
nagement in Norges Bank. The Ministry will also
ask Norges Bank to prepare a business plan with a
more detailed description of the main strategies for
achieving excess returns. Against the backdrop of
the external due diligence and Norges Bank’s plan,
among other things, the Ministry will in spring
2010 present the Storting with more information
and an assessment of whether or to what extent ac-
tive management of the Government Pension Fund
— Global ought to be continued.

In light of its poor performance in 2008, among
other things, Norges Bank has implemented a
number of changes in its active management of the
Government Pension Fund — Global. The bank has
established two main areas within its management
of fixed-income assets: a portfolio for indexing and
rebalancing and a portfolio containing large, illi-
quid positions. These positions will be reduced, at
the latest when the bonds reach maturity. As the
bank describes the current management of fixed
income assets, the risk associated with the remai-
ning deviation from the fixed income benchmark is
linked to positions with substantially reduced tra-
dability. Reduced tradability entails that the bank
cannot make major changes in the portfolio in the
short term. The Ministry is assuming that for the
time being, and with the exception of the positions
that are difficult to sell mentioned above, Norges
Bank will manage the fixed income portfolio such
that the actual portfolio closely resembles the ben-
chmark portfolio.
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nes with stricter limits on deviation from the ben-
chmark portfolio along several new dimensions.

Under the current system, the Fund is managed
by means of a simplified general framework for acti-
ve management, supplemented with requirements
that Norges Bank must prepare internal guidelines
that ensure that the bank as a minimum adheres to
internationally recognised standards and methods
of risk management for active positions. In the Mi-
nistry’s opinion, experience acquired over the last
three years indicates that a more granular system is
required to regulate risk in active management.

The discussion of the results achieved by acti-
ve management in Section 1.4 points out that acti-
ve management of fixed income assets was re-
sponsible for a large share of the total negative ex-
cess return. This must be seen in connection with
the fact that Norges Bank’s active bond invest-
ments have generally been exposed to the same
level of underlying systematic risk (liquidity risk
and credit risk) (see the discussion in Section
1.4). The active management strategies that have
resulted in substantial negative excess return on
the fixed income side have not drawn on the limit
for their permitted tracking error to the same de-
gree, reflecting that this measure of risk does not
sufficiently capture risk linked to events that oc-
cur very rarely (but which can have huge conse-
quences when they do occur). The Ministry will
consider new requirements intended to limit risk
in active management in the form of supplementa-
ry risk mesaures. At the same time, the regula-
tions for active management must also necessarily
be of a general nature to ensure that the responsi-
bilities ascribed to the governing bodies of the
bank are not transferred to the Ministry in practi-
ce. Norges Bank has been given a management
role with a certain degree of freedom in how this
role is executed, and it is neither appropriate nor
desirable that this type of activity is subject to de-
tailed regulation and ongoing management by the
Ministry.

The National Budget for 2006 described the
Ministry’s plans to carry out regular due diligen-
ces of the Fund, and particularly the bank’s risk
management, in collaboration with consultants
possessing suitable expertise (see the discussion
above). To follow this up, Report no. 16 (2007-
2008) to the Storting describes the completed due
diligence project consisting of an external review
of Norges Bank’s risk management systems (re-
ferred to as the Ernst & Young project). The Mi-
nistry is now planning a new external due diligen-
ce (see the discussion in Box 1.3).

1.5.3 Proposition to the Odelsting on
amendment of the Norges Bank Act

Parallel to this Report to the Storting, the Govern-
ment is also submitting a Proposition to the
Odelsting on a number of amendments to the
Norges Bank Act. The Ministry has already de-
scribed the need for amendments to the provisio-
ns in the Norges Bank Act concerning accounting
and auditing (see the discussions in Report no. 16
(2007-2008) to the Storting and Report no. 19
(2007-2008) to the Storting). In June 2008, the
Ministry circulated a consultation document on
this to relevant bodies. In this Proposition to the
Odelsting, the Ministry proposes imposing an
obligation to keep accounts on Norges Bank pur-
suant to the Accounting Act. The need for a defi-
ned framework for registration and documentati-
on of transactions etc. also suggests that it should
be established in law that Norges Bank has a sta-
tutory bookkeeping obligation pursuant to the
Bookkeeping Act. The Ministry also wants the
possibility to lay down in regulations special rules
concerning annual accounts, annual reports and
bookkeeping for the bank that either complement
or deviate from the provisions given in or pursu-
ant to the Accounting Act and the Bookkeeping
Act to regulate any special conditions associated
with its operations as central bank.

There is broad consensus that the current au-
dit arrangements, whereby the Supervisory Co-
uncil appoints a Central Bank Auditor who is for-
mally employed by the bank, are no longer satis-
factory. The auditor should formally be entirely
independent of the bank. In the Proposition to the
Odelsting, the Ministry proposes a system where-
by the Supervisory Council appoints an external
auditor. In the consultative round, the Office of
the Auditor General and the Norwegian Confede-
ration of Trade Unions proposed that the Office of
the Auditor General should take over the audit of
Norges Bank. The Ministry has not been able to
endorse this kind of arrangement for several rea-
sons. Firstly, this would, in the Ministry’s view,
necessitate changes in the system whereby the
Supervisory Council is the Storting’s supervisory
body in relation to the central bank. This system
is anchored in Article 75, first paragraph, litra c)
of the Constitution, where it is stated that:

“It devolves upon the Storting to supervise the
monetary affairs of the Realm.”

The Supervisory Council approves the bank’s ac-
counts. It would be unnatural to separate this task
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from the task of appointing an auditor. Secondly, it
would, in the Ministry’s opinion, be unfortunate if
the Office of the Auditor General was to perform
the financial audit of Norges Bank and also per-
form performance audits in the Ministry of Finan-
ce, in order to assess whether the Government
Pension Fund - Global is being managed in accor-
dance with the intentions of the Storting. The
bank’s audited accounts will be a material basis in
connection with the Office of the Auditor Gene-
ral’s assessment of whether the Ministry of Finan-
ce has managed the Fund in compliance with the
intentions of the Storting. If it is the Office of the
Auditor General that has audited these accounts,
it would then have to judge the Ministry of Finan-
ce’s management on the basis of accounts it had
audited itself. An external auditor chosen by Nor-
ges Bank would therefore improve the Office of
the Auditor General’s ability to undertake an inde-
pendent audit of the Ministry of Finance’s mana-
gement. On the grounds of these and similar ar-
guments, the Storting decided in 2007 to transfer
the responsibility for auditing Folketrygdfondet
and the Government Pension Fund - Norway
from the Office of the Auditor General to an exter-
nal auditor chosen by the Ministry of Finance
(see Section 13 of the Act relating to Folketrygd-
fondet and Recommendation no. 77 (2006-2007)
to the Odelsting, pp. 1-2).

It would be natural for the Supervisory Coun-
cil, in its capacity as responsible for the audit of
the bank, to lay down an audit programme. This
kind of programme would define priorities for the
audit, over and above the financial audit, including
a plan for so-called certification assignments. A ty-
pical certification assignment might be asking for
an assessment of the efficiency and effectiveness
of the bank’s internal control. If the bank had an
appointed, external auditor, the Ministry of Finan-
ce would be able to enter into dialogue with the
Supervisory Council and make suggestions for
the audit programme in order to ensure that the
Ministry of Finance’s follow-up needs vis-a-vis the
Government Pension Fund — Global are safeguar-
ded. If the Office of the Auditor General was go-
ing to audit the bank’s accounts, the Ministry of
Finance would be prevented from this as the Offi-
ce of the Auditor General is also charged with au-
diting the Ministry of Finance. The Office of the
Auditor General cannot audit the Ministry of Fi-
nance on behalf of the Storting and at the same
time also perform audit tasks that the Ministry
has asked the Supervisory Council to have done.
An arrangement with an appointed, external audi-

tor would thus serve to strengthen the overall fol-
low-up of the Fund.

The Proposition to the Odelsting also propo-
ses a more precise description of the tasks ascri-
bed to the bank’s governing bodies and a clarifica-
tion of the division between the Supervisory Co-
uncil’s supervisory responsibilities pursuant to
the Norges Bank Act, and the Ministry of Finan-
ce’s follow-up responsibilities pursuant to the Act
relating to the Government Pension Fund.

1.5.4 Review of the rest of the framework for
management of the Government
Pension Fund - Global

For some time now, the Ministry of Finance has
been reviewing the regulations with the aim of re-
fining them. The review was motivated by a num-
ber of considerations. There is a general need to
review the regulations, which show signs of the
fact that they have been continuously added to
and amended over time, as the Fund has grown in
value and complexity. In addition, the decision to
invest up to 5 per cent of the Fund in real estate
(see Chapter 2) and the evaluation of the ethical
guidelines (see Chapter 4) necessitate revision of
the guidelines.

The regulations should aim to regulate special
risk factors within asset management in complian-
ce with best international practice relating to risk
measurement and management. The distribution
of responsibility between the operational manager
(Norges Bank) and the owner of the assets (the
Ministry of Finance) must be clearly defined. The
regulations must also ensure that there are clear
reporting routines and transparency regarding
management. The Ministry is basing its review on
industrial and supervision driven standards of
risk management.

In connection with the review of the regula-
tions, the Ministry will impose stricter require-
ments on Norges Bank’s management. For exam-
ple, supplementary limits will be set for risk-taking
in active management that go farther than the cur-
rent upper limit on tracking error. This may entail
stricter requirements for risk diversification for the
active positions and that risk limits are established
for a number of main categories of risk. The Mi-
nistry will also consider whether limits ought to be
set for leverage and short positions.

The Ministry is aiming to complete its review
of the regulations so that a new regulation gover-
ning the management of the Government Pension
Fund - Global can enter into force on 1 January
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2010. See also the more detailed discussion in
Chapter 6. Reference is also made to the plans for
a review of the active management (see Box 1.3).
Any further changes to the guidelines as a result
of this review will only be implemented once the
Storting has considered the matter.

1.5.5 The Santiago Principles for
management of sovereign wealth funds

Through its work in the International Working
Group of Sovereign Wealth Funds under the direc-
tion of the IMF, the Ministry has contributed to the
development of the Generally Accepted Practices
and Principles for Sovereign Wealth Funds -
known as the Santiago Principles (see the discussi-
on in Report no. 16 (2007-2008) to the Storting and
the National Budget for 2009). The Santiago Prin-
ciples express good principles for management of
sovereign wealth funds. For example, they express
that the distribution of roles and responsibilities
between the players involved must be clear, that
the investment policy must be clearly and publicly
expressed, and that the Funds should have ethical
standards. The principles are to be treated as mini-
mum standards, and the current framework for the
Government Pension Fund — Global already satis-
fies all these standards. However, a number of the
principles are only implied in the current regula-
tions for the management of the Government Pen-
sion Fund - Global, and in its work on the new re-
gulation on the management of the Fund, the Mi-
nistry will seek to ensure that the principles are sta-
ted more clearly.

When the Santiago Principles were presented
in October 2008, a wish was voiced to explore the
possibility of establishing a forum for sovereign
wealth funds that could continue to further de-
velop and refine these principles. Norway wants
to support this work aimed at building confidence
and contributing to the continuation of a stable,
open international investment climate and financi-
al markets that function smoothly.

1.5.6 Folketrygdfondet’s management of the
Government Pension Fund - Norway

Folketrygdfondet was established as a separate
company by special statute with effect from 1 Janu-
ary 2008. Report no. 16 (2007-2008) to the Stor-
ting described the new framework for Folketrygd-
fondet’s management of the Government Pension
Fund — Norway. The new framework implies a cla-
rification of the division of responsibility between

the Ministry and the Board of Directors of Folke-
trygdfondet. The Ministry stipulates general in-
vestment limits, whilst the Board of Directors of
Folketrygdfondet is responsible for the operatio-
nal management of the Government Pension Fund
— Norway. All the provisions governing the mana-
gement of the Government Pension Fund - Nor-
way are appended to this Report in Appendix 1.

Risk management and control procedures

The new management framework for the Govern-
ment Pension Fund - Norway lays down much
stricter requirements concerning, among other
things, measurement, management and control of
risk and reporting than previously. Against this
background, Folketrygdfondet has been working
on implementing new management and control
systems in the management to ensure that the sys-
tems for risk management and control satisfy the
requirements laid down in the new framework. The
requirements are based on the premise that mea-
surement, management and control of different ca-
tegories of risk follow best international practice
and internationally recognised methods. The Mi-
nistry expects that most of the work on implemen-
tation of new control systems as a result of the re-
quirements laid down in the new framework will be
finished during the course of this year.

Accounting rules

In Report no. 16 (2007-2008) to the Storting, the
Ministry stated that it would be assessing the
need for further regulations containing more de-
tailed provisions about the accounting rules for
the Government Pension Fund - Norway. The
background for this is that the Act relating to the
Government Pension Fund does not contain di-
rect provisions on accounting rules.

Against the backdrop of the need to clarify the
accounting rules for Folketrygdfondet and the
Government Pension Fund - Norway, the Mi-
nistry published Regulation of 10 November 2008
no. 1264, which lays down detailed provisions con-
cerning annual accounts, etc. for Folketrygdfon-
det including the Government Pension Fund —
Norway (see Chapter 6).

The Ministry will present a more detailed as-
sessment of the need to introduce international ac-
counting standards (IFRS) for Folketrygdfondet in-
cluding the Government Pension Fund — Norway
once more experience has been acquired with the
new management framework for the Fund.
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2 Investment strategy

The Government has high ambitions for the man-
agement of the Government Pension Fund. Work
on the Fund’s investment strategy aims for the
best international asset management practice.

In this chapter we will discuss the fundamen-
tal basis for the Fund’s investment strategy first,
followed by a discussion of the most important
areas for development of the strategy, as well as a
section that illustrates the Fund’s risk through
retrospective and forward-looking simulations.
Then there are two sections that deal with more
operative changes to the investment strategy.
First there is a review of recently adopted
changes and then there is a discussion of ongoing
work and planned changes.

2.1 Foundation of the Fund’s
investment strategy

What constitutes a good investment strategy will
depend on the purpose and characteristics of the
Fund, the owner’s expectations and attitude
towards the rate of return and risk, and views on
how the financial markets work.

2.1.1 Purpose and characteristics of the Fund

As mentioned in Section 1.1, the Government
Pension Fund is an instrument for general sav-
ings that is managed with a view to ensuring a
good financial return. The Fund belongs to the
people of Norway, and the Storting has resolved
that the Ministry of Finance is responsible for the
management of the Fund in the Act relating to the
Government Pension Fund. Allocations to and
withdrawals from the Fund are integrated with
the Fiscal Budget. In view of the prospects of con-
tinued high petroleum revenues and a responsible
fiscal policy, the Fund is set to grow and have a
very long investment horizon.

The investment horizon is of great importance
to the investment strategy, including the tolerance
for variations in the value of the Fund in the short
and long term, as well as work on responsible
investments.

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 borrowed to raise capital
for the Fund. There is little risk that the owner of
the Fund will make large withdrawals over a short
period of time. Generally speaking, the Fund can
therefore be said to have a greater risk bearing
capacity than do other comparable funds. And
while many investors may have a weaker capacity
and willingness to take market risk after a period
of negative returns, this will not be case for the
Government Pension Fund to the same extent.

There is broad political support for the Fund’s
investment strategy, including the level of risk
stipulated for the Fund’s overall investments. In
addition, there is broad political consensus that
the Fund shall be broadly diversified, with a clear
financial objective, as well as an ethical framework
for responsible management of the Fund. The
support for the investment strategy of the Fund
provides a democratic underpinning, and repre-
sents an important contribution to actually main-
taining the strategy over time.

The Fund is characterised thus as having a
high risk-bearing capacity, a very long investment
horizon and broad ownership in several thousand
companies in a large number of countries. Due to
the Fund’s long-term perspective and breadth, i.e.
the Fund’s nature of being a universal owner, it is
dependent on a good and sustainable global devel-
opment; economically, environmentally and so-
cially; to achieve a solid return over time. In addi-
tion, the performance of the Fund is dependent
on wellregulated and well-functioning market-
places, where the prices give the right signals,
and well-managed companies where the manage-
ment acts in accordance with the long-term inter-
ests of the owners. The very weak performance of
the financial markets in 2008 can be attributed, for
example, to an underlying failure in these funda-
mental areas. Work on integrating issues related
to corporate governance, the environment and so-
cial factors is accordingly important to safeguard
the financial interests of the Fund (see Chapter 4).
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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 with a mod-
erate level of risk. This can be formulated as max-
imising the overall return (measured in interna-
tional currency for the foreign portion of the Fund
and in Norwegian kroner for the domestic por-
tion), taking into consideration:

—  Market risk that is acceptable to the owners, who
are the Norwegian people as represented by
the political authorities. The Storting’s support
in 2007 of the Government’s plans to increase
the equity portion of the Government Pension
Fund - Global gradually to 60 per cent is an
important anchor for the assessment as to
what constitutes acceptable market risk for the
Fund. A broad underpinning has contributed to
the successful maintenance of the Fund’s long-
term investment strategy, even under very
demanding market conditions in 2008. This
establishes a good foundation so that the Fund
can achieve a good return over time.

— Responsible investment and the Fund’s ethical
guidelines. The aim of this work is to promote
the financial interests of the Fund in the long
term and avoid at the same time that invest-
ments are made that represent an unaccepta-
ble risk of the Fund contributing to unethical
actions (see the discussion below).

—  Good control of operational risk, i.e. 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 external
circumstances that are not a consequence of
the market risk associated with the portfolio.

— Size and characteristics of the Fund. These fac-
tors impose certain limitations on the opportu-
nity to make swift changes to the general inves-
tment strategy and to active management
practice, since a large player may influence the
market prices and thereby make certain inves-
tments less profitable. On the other hand, the
size of the Fund will represent an advantage in
other contexts. Economies of scale imply, for
example, that the costs incurred in spreading
the investments of the benchmark portfolio
represent a small fraction of their value. The
size also entails an opportunity for effective
ownership engagement with low costs in rela-
tion to the size of the Fund. The Fund’s cha-

racteristics provide a good opportunity for
having a long-term perspective on the invest-
ment activities. The size and long-term per-
spective of the Fund also make it easier for pri-
oritised and focused messages to the regula-
tory authorities and companies in which the
Fund is invested to have an impact.

—  Fundamental governance principles. The actual
organisation of the activities should be cha-
racterised by a clear distribution of responsibi-
lity in order to stimulate good decisions. Con-
sequently, decisions concerning the manage-
ment of the Fund have to be based on
knowledge and professionalism. In addition,
openness is a prerequisite for maintaining con-
fidence in the current model for the manage-
ment of the Fund, while making, at the same
time, an important contribution to ensuring
well-functioning financial 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 a large par-
ticipant like the Government Pension Fund.

The Fund as a responsible investor

The investment strategy of the Government Pen-
sion Fund is formulated with a view to maximising
the overall return on the Fund’s assets. The goal
of good financial returns is closely linked to the
wish to be a responsible investor. This responsi-
bility entails ensuring that the Fund is managed in
a way that promotes well-functioning, legitimate
and efficient markets and sustainable develop-
ment in the broadest sense. A broadly diversified
investor like the Government Pension Fund — Glo-
bal (often referred to as a universal owner) will
benefit from making sure that good corporate
governance and environmental and social issues
are safeguarded. It follows from the task of man-
ager of the public’s funds that widely shared ethi-
cal values must be taken into account. In some
cases, the concerns of ensuring long-term finan-
cial returns and taking widely shared values into
account will coincide, but not always. For exam-
ple, the Fund will not invest in companies that are
in gross breach of fundamental ethical norms,
regardless of the effect this will have on returns.
The Government aims for the Government
Pension Fund - Global to be managed responsibly
in a way that ensures good corporate governance
and consideration of environmental and social
issues. The Government requires that responsi-
ble management of the Fund is carried out in
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such a way that support is ensured among the
population of Norway and legitimacy among mar-
ket players. One aim of the responsible investor
role is to promote sustainable development in eco-
nomic, environmental and social terms. This is
regarded as a precondition for good financial
returns over time. The Government wants the
Government Pension Fund - Global to promote
good corporate governance in companies the
Fund has an ownership stake in and to encourage
the companies to respect fundamental ethical
standards. The Government will continue to
refrain from investing in companies that are in
serious or systematic breach of fundamental ethi-
cal norms. To this end, it is important to monitor
and contribute to development of best practice in
the area of responsible investment. In keeping
with the general rules that apply to the manage-
ment of the Government Pension Fund - Global,
priority must also be given to transparency, pre-
dictability and proper procedures in the area of
responsible investment.

To meet these goals, the Ministry wants to
integrate the goals of good corporate governance
and consideration of environmental and social
aspects into all parts of the management to a
greater extent than they are at present (see the
detailed discussion in Chapter 4). However, the
Fund is not capable of safeguarding all the ethical
commitments we have as a nation. The State has
other political, regulatory and financial instru-
ments at its disposal that in many cases will be
better suited to ensuring fulfilment of these kinds
of obligations than laying down constraints on the
management of the Fund. We have the greatest
chance of exerting a positive influence, if the
focus and instruments target the role the Fund
has as a financial investor. At the same time, the
Fund is not intended to act as a development-aid
or foreign-policy instrument.

For large, broadly diversified investors with a
long-term investment horizon, the so-called uni-
versal owner hypothesis provides grounds for the
promotion of integrating consideration of environ-
mental and social aspects and good corporate gov-
ernance (collectively known as ESG factors) into
the management. One company shifting costs
onto the environment, which can increase this
company’s returns in isolation, may have a nega-
tive impact on other companies in the portfolio.
This can result in a weakening of the overall port-
folio. This effect is particularly strong for a “uni-
versal owner”, i.e. an owner who has interests in a
broad selection of companies. In a global competi-

tive economy, a company that lowers its require-
ments with respect to environmental management
and working conditions can win competitive
advantages in relation to companies that maintain
high environmental standards and working condi-
tion requirements. A universal owner like the
Government Pension Fund - Global will thus be
served by national and international regulations
that ensure fair competition and maintain high
standards.

As an extension of this reasoning, the integra-
tion of ESG consideration into financial manage-
ment can also be underpinned by a view that mar-
ket regulation alone cannot ensure a good balance
between different social considerations. For
example, the limited liability that follows from the
structure of a limited liability company, in relation
to the opportunities for gains that lie in the com-
pany acting in a certain way, leads to social or
environmental considerations not being safe-
guarded satisfactorily without special measures.
An example here would be companies that risk
causing environmental damage through their
operations, which could have costly conse-
quences that are not borne by the company itself.

2.1.2 Views concerning how the markets work

Financial theory is a rather young subject, and
pricing in the financial markets does not adhere to
established laws of nature. 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 strat-
egy of the Fund is premised on the following fun-
damental perspectives:

— Market efficiency: The Ministry assumes as a
point of departure that the financial markets
are largely efficient, both at any given point in
time and over time. New information is reflec-
ted swiftly in the prices of financial assets and
the prices are generally “correct”. Studies of
historical returns have identified so-called sta-
tistical irregularities that indicate inefficiency.
However, it is uncertain whether such findings
can be used to predict market movements in
the future, so that a higher risk-adjusted return
can be achieved than otherwise possible. See
Box 2.1.

— Diversification: Since the returns between dif-
ferent investments do not move in step with
each other, a better trade-off between return
and risk can be achieved by spreading the
investments more widely. This is the back-
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Box 2.1 Academic studies of market efficiency and active management

In order for the financial markets to fill their role
and contribute to an efficient allocation of
resources, it is a prerequisite that the markets
have information-efficient pricing of financial
assets. This means that the prices reflect the
information available on the companies’ future
earnings and the market’s required rate of
return for such investments. Efficient resource
allocation can be achieved then, and this means
that investments are made where the highest
risk-adjusted return can be achieved and where
the risk associated with such investments is
borne by those that have the greatest tolerance
for risk.

From a theoretical perspective, there is rea-
son to believe that the financial markets are
reasonably efficient. A large number of the
players are active on the financial markets for
the purpose of maximising the returns on their
investments. The competition is hard and the
reward systems in the financial sector attract
many of the most skilled people. Information
on the companies’ future outlook is relatively
readily available and there is little reason to
believe that some investors have better access
to information and analysis tools than other
investors. Therefore the financial market is
said to be essentially a free competition market.
In such a market competition forces the profit
down to a level where a return is achieved over
time that compensates precisely for the risk
borne, and this means that it would be difficult
for an investor to actively manage investments
and achieve a return in excess of the ordinary
market return.

Financial theory operated originally with
three forms of efficiency — weak, semi-strong
and strong — which was closely linked to the
type of information reflected in the prices.

In an article from 1970, Fama pointed out
that the following three conditions were ade-
quate, but not necessary, for market efficiency:
1) no transaction costs, 2) all information is avai-
lable free of charge, and 3) all the players agree
on the importance of the information with
respect to the current price and spread in the
future price.

Grossman and Stiglitz (1980) pointed out
that adequate profit opportunities (inefficien-

cies) had to exist to compensate for the trading
costs and costs associated with the collection
and analysis of information. This is necessary
for the existence of incentives to collect informa-
tion on the companies and carry out informa-
tion-based trades, which are prerequisites for a
well-functioning market. A more modern variant
of the efficiency hypothesis is therefore that
investors cannot achieve an extraordinarily good
return after an adjustment is made for the costs
related to the collection and analysis of informa-
tion and trading costs.

Researchers in this area are often divided
into two main camps: efficiency theorists and
behavioural theorists. The first camp assumes
that the market players have rational expecta-
tions and that the pricing in the markets is effici-
ent. The second camp believes that the players’
adaptation is not always marked by rational choi-
ces and that the market prices are driven by vari-
ous psychological mechanisms.

Academic studies indicate that future
returns can be predicted to a certain extent on
the basis of historical rates of return and indica-
tor variables (such as price/dividends and
price/earnings). Behavioural theorists explain
this by the fact that the investors’ adaptation is
driven by various non-rational mechanisms. The
efficiency theorists point out on their side that
the predictability cannot be exploited to achieve
an extraordinarily high return after the transac-
tion costs are taken into account, that the predic-
tability is not stable over time, that there are
several problems related to the methods used
for the statistical tests, and that the predictability
can be linked to time variation in the required
rate of return.

One point that is made is the risk that repor-
ted studies do not provide a satisfactory picture
of reality. When an adequate number of resear-
chers work actively with specific data, it can be
expected that structures are identified that are
actually random and sample specific. Reference
is also made to the fact that studies that indentify
unusual findings are often preferred for publica-
tion, which can lead to publication bias since stu-
dies confirming rationality and efficiency are not
published as often as studies that identify effici-
ency violations.




2008-2009

Report no. 20 to the Storting 49

On the management of the Government Pension Fund in 2008

Box 2.1 (cont.)

Fama (1991, 1998) contains a review of event
studies and market efficiency. He points out that
more studies are published that identify irregu-
larities or deviations in relation to what would be
expected in efficient markets. Fama’s analyses
indicate, however, that these studies do not pro-
vide grounds for rejecting the market efficiency
hypothesis, and point out that the irregularities
can appear to be driven by chance events, which
is what would be expected in efficient markets.
In addition, the results are not robust, because
the irregularities disappear when simple chan-
ges are made to the measurement methods.

If the market prices are determined by irrati-
onal investors, regularly deviate from fair value
and it is easy to identify systematic patterns in
the development of the returns, then it would be
expected that professional portfolio managers of
mutual funds, pension funds, insurance compa-
nies, etc. would have achieved an extraordinarily
high return. Cochrane (1998) points out instead:

“Some mutual funds seem to outperform sim-
ple market indexes, even after controlling for
risk through market betas. Fund returns are
also slightly predictable: Past winning funds
seem to do better than average in the future,
and past losing funds seem to do worse than
average in the future. For a while, this seemed
to indicate that there is some persistent skill in
active management. However, multifactor
models explain most fund persistence: Funds
earn persistent returns by following fairly
mechanical styles, not by persistent skill at
stock selection. Again, these statements are not
dogma, but a cautious summary of a large body
of careful empirical work. (...)”

On average the returns on mutual funds have
been lower than the return that would have been
achieved by investing in index funds (Malkiel
2007, Sharpe 1991). French (2008) estimates the
costs related to active management relative to
pure index management in the US equity mar-
ket to be 0.67 per cent per year for the period
from 1980 to 2006. The article points out at the
same time that society’s active management

costs would be lower than this, since active
managers play an important role by contributing
to price discovery and better resource alloca-
tion. After adjustment for survival bias in the
base data, tests show that it is not probable that
funds that do well in one year perform cor-
respondingly well in subsequent years (Malkiel
2007).

In financial theory a distinction is also made
in some cases between macroefficiency and
microefficiency. Macroefficiency  concerns
whether the market manages to correctly price
broad asset classes, for example, whether the
pricing of the aggregate equity market is reaso-
nable in relation to the companies’ aggregate
future earnings and shareholders’ required rate
of return, while microefficiency concerns
whether various securities are priced reasonably
in relation to each other. Samuelson (1998)
argued that the equity market was microeffici-
ent, but macroinefficient. Shiller (2003), who is a
critic of the market efficiency hypothesis and
one of the key academics behind the develop-
ment of behavioural finance, also expressed that
support could be found in the literature that the
markets were reasonably microefficient.

Malkiel (2003), who defines efficient mar-
kets as markets where investors cannot achieve
a return over the average without assuming
above-average risk, argues for his part that the
markets can be efficient in this sense even if the
price level is set incorrectly in general (such as
in equity bubbles). It is pointed out in particular
how sensitive the price level is to changes in the
investors’ required rate of return. We also find
this argumentation with Cochrane (2004).

When evaluating to what extent a violation of
efficiency provides grounds for successful active
management aimed at achieving an extraordi-
nary risk-adjusted return, academics also point
out the challenges related to incentives. It is
generally demanding to ensure that a manager’s
interests are aligned with the interests of the
owner, and at the same time a manager has a
stronger interest to engage in active manage-
ment than the owner.
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ground against which the benchmark portfolio
of the Government Pension Fund is spread
across a broad range of geographical regions,
countries, sectors and companies. See Box 2.2.

—  Risk premium: In accordance with the generally
accepted theory and practice, a higher average
return is expected on equity investments than
on investments in fixed-income securities,
because the risk associated with equities is
higher. However, the magnitude of this excess
return remains uncertain. See Box 2.3.

— Active management: With financial markets
that are generally efficient, it is difficult for
active managers to achieve a return in excess
of the market return. As discussed in Section
1.2.1 there are also certain considerations that
make it appropriate to allow a certain degree of
deviation from the benchmark portfolio. The
framework for the Government Pension Fund
has accordingly been formulated so that the
risk associated with the Fund over time largely
follows the benchmark portfolio that the
Ministry of Finance has defined. Reference is
also made to the planned efforts to evaluate
active management. See Box 1.3.

— Manager and market liquidity: Experience
shows that the selection of, and control over,
the manager is of greater importance if por-
tions of the investments are made in less liquid
markets, where 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 liquid markets,
while 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 inves-
tments from liquid to less liquid markets, to
attach more weight to the quality of control sys-
tems and the structuring of incentives, for
example in relation to fees.

— Responsible investments: The integration of so-
called ESG considerations into the manage-
ment is partly due to the possibility of market
failure that is in the financial interest of the
Fund to counteract. Good corporate gover-
nance to help ensure that companies operate in
accordance with the long-term interests of
owners, and efforts to promote well-functio-
ning and well-regulated markets, are examples
of this. As a long-term and broadly diversified
investor, sustainable development in the long
term will also be decisive.

— Time-critical decisions: The types of changes to
the Fund’s investment strategy that are submit-
ted to the Storting are subject to a decision-
making process which contributes to ensuring
arobust strategy. The decision-making process
is, at the same time, time-consuming and there-
fore less suitable for decisions where time is of
the essence. When it is assumed that the finan-
cial markets are largely efficient (see the
discussion in Box 2.1), it is uncertain at the
same time to what extent a greater number of
time-critical decisions in the Fund’s investment
strategy would strengthen the financial perfor-
mance. The size of the Fund also limits how
swiftly major adjustments to the composition of
the Fund can be implemented without the mar-
ket repercussions 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
periods where markets or market segments
subsequently emerge as “cheap” or “expen-
sive” can be defined in advance.

On the one hand, the desire to seek consensus on
the investment strategy of the Fund may reduce
the return on the Fund. This will, for example, be
the case if the Fund is systematically late when it
comes to investing in new market segments or in
markets in which it turns out, in retrospect, that
investors could have reaped a premium by mak-
ing early investments.

On the other hand, the desire for 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.
Broad-based support for the strategy means that
the strategy can be maintained in times of unrest,
which is an important contribution to avoiding the
classical trap of “buying the top and selling the
bottom”.

The Ministry reports to the Storting on a reg-
ular basis, with the primary 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 the strategy. The strate-
gic choices shall be made at the same time on the
premise that such choices are to remain
unchanged for a long period of time. More fre-
quent reviews of the investment strategy are
therefore not considered to be appropriate.
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2.2 Exploitation of the Fund’s
characteristics

2.2.1 Fundamental features

Many important choices have been made with
respect to the investment strategy for the Govern-
ment Pension Fund in recent years. A risk toler-
ance level has been established for the Fund’s
strategic benchmark portfolio through stipulation
of the Fund’s equity portion, and this risk level
will remain broadly unchanged in the coming
years. The Government Pension Fund - Global
represents about 95 per cent of the overall Fund,
and this share will increase with the inflow of
future petroleum revenues. It will therefore be
natural that it is the evolvement of the strategy for
the Global part of the Fund that will be the most
extensive.

In the future the Ministry’s work on develop-
ing the investment strategy for the Government
Pension Fund - Global will be based on how the
trade-off between return and risk can be
improved by further diversification of the invest-
ments. Exploiting the characteristics of the Fund
better without any significant changes to the over-
all risk level is an additional objective. The invest-
ment strategy will be developed accordingly
through a number of additional, smaller deci-
sions.

Some of these decisions will be of a more tech-
nical and operational nature, such as questions
related to the continued phase-in of the increased
equity portion, and the formulation and establish-
ment of control systems for new asset classes,
such as real estate. Other decisions may entail
minor adjustments to the investment strategy, but
without them making any significant changes to
the Fund’s overall risk or being expected to con-
flict with the role of the Fund as a responsible
investor. As mentioned in Report no. 16 (2007-
2008) to the Storting, this type of decision falls
within the scope of the general framework as
defined on the basis of deliberations by the Stort-
ing. Decisions relating to the investment strategy
that are more comprehensive in scope, and that
are expected to have a material impact on the risk
associated with the Fund, will be submitted to the
Storting the same as before prior to the imple-
mentation of any changes.

The sources from which the return and risk
associated with the Fund have originated thus far
are related primarily to the fact that a market
return has been reaped with a benchmark portfo-

lio consisting of relatively liquid equity and bond
markets. The benchmark portfolio has been grad-
ually expanded and diversified.

It is appropriate for future work on the invest-
ment strategy to focus on evolving the strategy so
as to exploit the special characteristics of the Gov-
ernment Pension Fund in the best possible man-
ner, see the discussion above. Natural evolvement
of the investment strategy may entail further
diversification and investments that benefit from
the Fund’s size, long-term perspective, and ability
to hold less liquid assets. It is particularly perti-
nent to consider changes to the strategy that can
provide compensation in the form of somewhat
higher expected returns in exchange for reduced
tradability (liquidity). These key topics for evolve-
ment of the Fund’s strategy are discussed in more
detail in Sections 2.2.2-2.2.4 below.

A comparison of the investments in the Gov-
ernment Pension Fund - Global with other large
funds internationally shows that these funds often
have a lower percentage of nominal bonds and
that parts of the capital are often invested in alter-
native asset classes such as real estate, unlisted
equities, etc. Evolvement of the investment strat-
egy in accordance with what has been outlined
above may result in a distribution of the asset
classes that is more like the composition of these
funds.

A basic premise of the evolvement of the strat-
egy will accordingly be the need for adequate con-
trol of risk other than market risk, such as opera-
tional risk. Evolvement of the strategy must also
take into consideration the Fund’s role as a
responsible investor, and the significant need to
build up competence that will arise if new invest-
ment areas are chosen. Another requirement will
be the need for the follow-up of the operational
management to help ensure that the interests of
the managers are aligned with the objective of the
Fund’s general investment strategy.

2.2.2 Better risk diversification

Box 2.2 shows how greater risk diversification can
improve a portfolio’s relationship between return
and risk. For a long-term investor such as the
Government Pension Fund, it is the effect of risk
diversification over long investment horizons that
is of the greatest importance. The estimates for
the expected return, risk and correlations in
Tables 2.2 and 2.3 in Section 2.3.2 are thus
adapted to a long horizon. Over shorter invest-
ment horizons, such as one year, other estimates
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Box 2.2 Diversification and measures of risk

The ratio between the expected return and risk
for a portfolio can normally be improved by
including a greater number of assets in the port-
folio. The different assets not fluctuating com-
pletely in step with each other is a prerequisite
for improving the ratio. The ratio can, however,
only be improved to a certain point, at which the
portfolio is said to be efficient or optimally diver-
sified. An efficient portfolio is characterised by
the expected return being the highest possible
for a given risk (alternatively, the expected risk
being the lowest possible for a given return).
There are of course many efficient portfolios,
which collectively form a so-called efficient fron-
tier.

To illustrate the effect of diversification, we
can use two asset classes as our point of depar-
ture: equities and bonds. A portfolio consisting
exclusively of bonds will have a particular expec-
ted return and risk. If the bond portfolio is well-
diversified, through a global bond index that
covers the most important bond markets, for
example, then this portfolio in itself can be close
to or on the efficient frontier for global bond
markets.

The same applies to a globally diversified
portfolio of equities.

Even if individual bond and equity portfolios
may be well-diversified, the ratio between the
expected return and risk can, however, be
improved further by constructing a portfolio
consisting of both equities and bonds. As menti-
oned, it is a prerequisite that the returns on the
two portfolios are not expected to vary comple-
tely in step.

The global bond and equity portfolios of the
Government Pension Fund — Global, where the
strategic weights are 40 per cent bonds and 60
per cent equities, are a reallife example. This
gives a more well-diversified portfolio than is
represented by the two sub-portfolios individu-
ally.

Based on the long-term estimates for the
expected real return, volatility and covariation of
these two portfolios, which are stated in Section
2.3.2, the curve illustrated in Figure 2.1 can be
constructed. This curve illustrates the opportu-
nity set for the expected real return and volati-

lity when the two portfolios are combined with
different weights in a global portfolio of equities
and bonds. The fact that the curve is concave
(bends downward) shows that diversification is
beneficial, in the sense that for a given level of
expected return, the expected volatility is lower
than the weighted average of the volatilities for
bonds and equities.

If a risk-free investment exists, a unique opti-
mal portfolio can be identified on the curve as
the tangential point of a straight line from the
risk-free rate of interest on the y-axis where the
expected volatility is zero (see Figure 2.1). This
line is called the capital market line (CML).

This unique portfolio on the curve can be
calculated. If a risk-free real interest rate of 2 per
cent is assumed and the assumptions in Section
2.3.2 are applied, the result of the analytical for-
mula shows that it is optimal to have around 30
per cent in bonds and 70 per cent in equities.
These weights are not far from the strategic
weights in the benchmark portfolio for the
Government Pension Fund — Global (of 40 and
60 per cent, respectively). However, it is impor-
tant not to attach too much importance to this,
since the solution is dependent on the risk and
return assumptions in Section 2.3.2, and since
the risk-free real interest rate does not exist in
practice for long time horizons.

Return and risk in global portfolios
of equites and bonds
— CML
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Figure 2.1 Expected real return and risk for an
equity and bond portfolio

Source: Finansdepartementet
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Box 2.2 (cont.)

Volatility, which is a measure of risk, is the
standard deviation of the rate of return. If we
assume a risk-free real interest rate of 2 per cent
and apply the assumptions in Section 2.3.2, the
so-called Sharpe ratio can be calculated for the
portfolio of bonds and equities as a function of
their weights in the portfolio. The Sharpe ratio is
the ratio between the expected real rate of
return less the risk-free real interest rate and the
expected volatility. The Sharpe ratio is thus a
measure of the trade-off between the expected
real rate of return beyond the risk-free rate of
interest and volatility. The tangential point in
Figure 2.1 is an example of an optimal portfolio
that has the highest attainable Sharpe ratio
(given the aforementioned assumptions).

Sharpe-ratio and probability
of negative return
0.4

—e— Sharpe
—m— P(R<0)
0.3 < — <

0.1

~N

0.0

T T T T
0% 20 % 40 % 60 % 80 % 100 %
Weight bonds

Figure 2.2 Sharpe ratio and the probability of a
negative real return as a function of the
percentage of bonds in the portfolio

Source: Ministry of Finance

Figure 2.2 illustrates how the Sharpe ratio
varies with the weights in the portfolio (given
here by a bond weighting ranging from 0 to 100
per cent). The Sharpe ratio is highest for a bond
weight of around 30 per cent, which represents
the tangential point in Figure 2.1. This portfolio
gives the best trade-off between the expected
real rate of return and risk.

There are, however, other measures of risk,
which include the risk of a negative return or
large losses over a specific period of time.
Figure 2.2 shows an example of such a measure,
defined as the probability of a negative real rate
of return over an investment horizon of 15 years,
illustrated by P(R<0) in the figure. It should be
noted that the portfolio that is optimal based on
the criterion of the highest possible Sharpe ratio
(tangential portfolio in Figure 2.1 with around 30
per cent bonds) does zot minimise the probabi-
lity of a negative real rate of return over a period
of 15 years. The portfolio that minimises the pro-
bability of a negative real rate of return in Figure
2.2 has a bond allocation of 60 to 80 per cent.

Another measure of the risk of loss, or down-
side risk, is the lowest rates of return that are
expected to occur with a given probability over a
given period of time. This measure is a percen-
tile measure that has similarities with the Value-
at-Risk measure, which is used a great deal for
the management and control of financial risk.

What measures of risk an investor attaches
the greatest importance to will depend, for
example, on the investor’s risk preferences and
whether the assumed rate of return distribution
is normally distributed.

might apply, which may typically reflect the cur-
rent market conditions. It is well-known, for exam-
ple, that the correlations between the returns of
the various asset classes vary over time, and
under financial crises such correlations will often
increase significantly. The year 2008 is an exam-
ple of this. With the exception of government
bonds, which yielded a very good return and
had thus good risk diversification characteristics,
all the other asset classes fell substantially in
value.

With long-term (expected) return characteris-
tics as its point of departure, the Ministry of

Finance has formulated an investment strategy
that aims at diversifying the benchmark portfolio
of the Government Pension Fund — Global. This
has taken place gradually after extensive studies.
The increase in the strategic equity portion
from 40 to 60 per cent is expected to result in a
higher real return on the portfolio over time, see
Report no. 24 (2006-2007) to the Storting. At the
same time the annual volatility is expected to
increase since equity returns fluctuate more than
bond returns. The ratio between return and risk,
measured by the so-called Sharpe rate, is
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expected, however, to increase a little (see Figure
2.2).

The expansion of the benchmark portfolio in
recent years to include new asset classes, such as
non-government guaranteed bonds, shares in
small-cap companies, shares in new emerging
markets and real estate, can be illustrated in a fig-
ure such as 2.1 by moving the curve - the effi-
cient frontier — up. The background for this is the
fact that the returns on the asset classes are not
expected to vary in step with each other. It is pos-
sible then to establish a set of portfolio weights
that increase the expected return without chang-
ing the expected risk (alternatively that the
expected risk is reduced without changing the
expected return). The desire to improve this ratio
will also be the point of departure in the future for
the evaluation of new segments of asset classes
for the Fund.

2.2.3 Multiple risk premiums

The Government Pension Fund - Global is a
broadly diversified fund. This is in accordance
with the most important recommendation from
modern portfolio theory. Security specific, or
non-systematic, risk is not accompanied by a
higher expected return, and it does not, there-
fore, make much sense for a global investor to
bear this type of risk. Attention is directed, there-
fore, to diversification to eliminate non-system-
atic risk, which one does not get paid for, and
reaping instead premiums associated with sys-
tematic risk.

Box 2.3 provides a more detailed review of
some known forms of systematic risk premiums
to which investors often seek exposure. The most
important and well-known is the general equity
market premium, but there is also statistical evi-
dence of special risk premiums in the equity mar-
ket associated with small-cap companies, value
companies and so-called momentum effects.
Many people will also point out that there is a sys-
tematic risk premium associated with investments
in emerging markets and real estate, as well as a
risk premium associated with liquidity variations.
Below is a review of how we have evaluated some
of these risk premiums in connection with the
management of the Government Pension Fund -
Global. Reference is also made to Norges Bank’s
report on the management of the Government
Pension Fund - Global in 2008, where there is a
discussion of the active management’s exposure
to such risk factors.

Equity premium: The Fund’s benchmark port-
folio has undergone several changes during the
history of the Fund, the greatest and most impor-
tant of which in recent times was the decision in
2007 to gradually increase the equity portion from
40 to 60 per cent. The expected return in the
equity market is higher than the bond market,
because the systematic risk of equities is higher.
It is difficult to estimate the size of this equity pre-
mium, but the Ministry’s projections assume 2.5
percentage points (see Table 2.2).

Small-cap companies: A decision was made to
include small-cap companies in the Fund’s bench-
mark portfolio in 2007. The reason for this was
the fact that small-cap companies represent an
important segment in the so-called global market
portfolio, which consists of all financial assets
(equities, bonds, real estate, infrastructure, etc.).
An additional diversification benefit is achieved by
investing in small-cap companies. In accordance
with the discussion in Box 2.3 concerning risk
premiums, it can also be argued that such invest-
ments give a risk premium beyond that which fol-
lows from the general market exposure. During
the period from 1998 to 2008, the return on invest-
ments in small-cap companies was significantly
higher than that of large-cap companies.

Value companies: Typical value companies can
be found among both large-cap and small-cap
companies. With the inclusion of small-cap com-
panies in the benchmark portfolio we achieved at
the same time a portfolio with the same exposure
to value companies (and growth companies) as
the exposure that the world’s equity markets have
to these factors.

Emerging markets: In 2008 a decision was
made to expand the benchmark portfolio to
include all the emerging stock markets in the
FTSE equity indexes (“advanced emerging mar-
kets and secondary emerging markets”). This
expansion resulted in further diversification in
the Fund’s investments and exposure to the
growth potential of emerging economies. The
performance of emerging stock markets is par-
ticularly sensitive to global and national real eco-
nomic and financial crises. In global crises very
low returns in emerging stock markets and
reduced consumption in the rest of the world will
coincide. This makes investments in emerging
stock markets systematically risky for investors.
In well-functioning markets it would be expected
that this risk would be compensated for in the
form of a special risk premium for such invest-
ments. Empirical surveys also indicate that there
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is a liquidity risk premium associated with
investments in emerging stock markets. During
certain periods the returns in emerging stock
markets have been substantially higher than in
developed markets. At times of crisis the oppo-
site has been true.

Real Estate: Real estate represents a substan-
tial portion of the global market portfolio, and
comparable funds have substantial investments in
this asset class. In 2008 a decision was made to
invest up to 5 per cent of the Government Pension
Fund - Global in real estate. It was pointed out
that such investments may give better diversifica-
tion of risk in the Fund, and that real estate as real
assets will provide better protection of the real
value of the Fund in the long term. In addition, it
was emphasised that the Fund could achieve a
higher return if it were exposed to a priced real
estate factor and by reaping a liquidity risk pre-
mium.

Liquidity: Somewhat simplified, liquidity is a
measure of how costly it is to trade a security.
Sources of illiquidity include transaction costs
(such as broker fees and costs related to the
processing of orders) and market impact costs.
This means that the purchase or sale in itself is of
importance to the price that has to be paid for the
securities. In addition, there is the fact that liquid-
ity costs vary over time, and typically rise signifi-
cantly during periods of market unrest, which
gives rise to a risk premium (see Box 2.3). Inves-
tors who do not need to sell their securities are
better equipped to reap liquidity risk premiums
than the average investor. Decisions to expand
the benchmark portfolio for the Government Pen-
sion Fund - Global to include small-cap compa-
nies, emerging stock markets and real estate have
partly been based on a desire to reap a liquidity
premium.

The average investor in the securities markets
must by definition hold the market portfolio. This
means that the average investor’s portfolio has
the same percentage of equities, same percentage
of real estate and same percentage of bonds, etc.,
as the market portfolio. By investing in the global
market portfolio, the same exposure to priced risk
factors (equity market, small-cap companies,
value companies, emerging economies, real
estate, liquidity) as the average investor is
achieved.

An important issue is whether one is different
from the average investor by, for example, having
a different investment horizon or risk tolerance. If
the answer is, for example, that one is less sensi-

tive to recessions, then the portfolio should be
weighted more towards the recession factors than
the average investor. This can mean that the
benchmark portfolio will be composed so that it
contains a greater percentage of small-cap compa-
nies, a greater percentage of value companies, a
greater percentage of emerging markets and
more exposure to the liquidity factor than the
market portfolio.

For the Government Pension Fund — Global
the question is whether the risk tolerance is such
that increased exposure to priced factors gives an
expected excess return that more than compen-
sates for the costs associated with increased
future variation in our consumption opportunities.
The Fund does not yet have a strategy of substan-
tial exposure to real estate, infrastructure,
unlisted equities and portions of the bond market,
and it deviates accordingly from the average
investor on these points. Work has started to
build up a real-estate portfolio, but this will take
time. In other areas, the aforementioned issues
are under evaluation (see the discussion in Sec-
tion 2.5).

2.2.4 Exploiting the Fund’s long-term
investment horizon

Work on the investment strategy for the Govern-
ment Pension Fund — Global is based on long-
term analysis in accordance with the Fund’s long
life. The investment horizon is, under certain
assumptions, of great importance to the invest-
ment strategy, including the tolerance for varia-
tions in the value of the Fund in the short and
long term.

If we go back in time to the development of the
capital asset pricing model in the 1960s, the clear
recommendation was that the optimal portfolio
had the same composition for all investors and
that it was identical with the market portfolio. The
portfolios of the various investors only deviated
from each other with regard to what percentage
of the total assets were invested/borrowed at a
risk-free rate of interest and what percentage was
placed in the risky portfolio. The investment hori-
zon was of no significance in this model.

The original theory was based on three
assumptions that were problematic in practice:

— The simplification that individual investors are
only interested in the portfolio’s expected rate
of return and the standard deviation of this rate
of return. This is only consistent with a certain
type of risk tolerance among the investors
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Box 2.3 Risk premiums

The risk that remains in a well-diversified portfo-
lio is referred to as systematic risk, while the
diversifiable risk is referred to as security-specific
or idiosyncratic risk. The systematic risk reflects
the inherent uncertainty of the economy. Inves-
tors cannot diversify away economic downturns,
credit crunches, inadequate liquidity and market
collapses, etc. An investor can, however, refrain
from investing (or only invest a smaller portion)
in securities such as equities, for example, which
fall relatively more in value in bad times.

Since most investors are risk adverse, and
because systematic risk is inextricably associated
with investments in securities, the investors
demand compensation for this risk in the form of
a higher expected return. Important insight from
the theory indicates that the required rate of
return for an equity or bond is linked to the inves-
tment’s contribution to the portfolio’s systematic
risk and not the risk of the security in isolation.

A key problem is how to measure the contri-
bution to systematic risk by an investment in a
security. In the first (2-period) models that were
developed in the mid-1960s, the financial theo-
rists assumed that the systematic risk of a secu-
rity follows the covariation between the return on
the security and the return on the market port-
folio, measured by the so-called beta. Securities
with a beta greater than one are more risky than
the market in general, and they will have a cor-
respondingly higher required expected return
than the required rate of return for the market
portfolio.

In the 1970s a consumption-based capital
asset pricing model was developed, in which it
was assumed that investors desire stable con-
sumption over time and that the potential varia-
tions in future consumption at a given point in
time also imposes a cost on the investor in the
form of uncertainty concerning the level of future
consumption. Securities that normally have a
high rate of return when future consumption is
low are worth more than securities that have a
low rate of return when future consumption is
low. This is due to the fact that securities for
which the rate of return is negatively correlated
with growth in consumption contribute to a
reduction in the variation (risk) associated with
consumption and, therefore, hedges consump-
tion.

The original capital asset pricing model can
be operationalised relatively readily. The defini-
tion of systematic risk is unambiguous and relati-
vely easy to calculate. This model is also intuitive.

The greatest weakness is the fact that it has been
derived from a set of fairly unrealistic assump-
tions, and it has been proven that it does not pro-
vide a particularly good description of reality. It is
unfortunately the case that different market betas
do not explain much of the difference in the rates
of return between different types of equities, for
example. The consumption-based capital asset
pricing model from the end of the 1970s has not
proven to be an empirical success either.

The capital asset pricing model does not, for
example, take into account the following:

— Small-cap companies have proven to outper-
form large-cap companies with regard to their
rate of return, and this cannot be attributed to
differences in the companies’ market betas.

— The capital asset pricing model does not
explain either why companies with a high
book equity relative to their market value
(value companies) have had a higher average
rate of return than companies with a low book
equity relative to the market value of their sha-
res (growth companies).

— Empirical studies also show that companies
that have had a high rate of return over the last
12 months have had a tendency to have a high
rate of return during the subsequent 12-month
period. This momentum effect cannot be
explained either by different market beta
exposure.

The first two effects (small-cap companies and the
value effect) are linked in financial theory to the
consumption-based capital asset pricing model.
The intuition is that small-cap companies and
value companies are companies that are more
exposed in times of crisis. In economic downturns
it is assumed that it is easier for companies like
this to go bankrupt or suffer severe financial pro-
blems than other companies. The rate of return
for such companies will thus be particularly poor
under such market conditions and significantly
poorer than what the companies’ market beta
exposure would indicate. Such companies have
accordingly a particularly poor rate of return
during periods when the level of consumption is
already low (and the marginal utility of consump-
tion is high). Instead of securing stability, they
contribute to reinforcing the fluctuations in con-
sumption. In accordance with the reasoning from
the consumption-based capital asset pricing
models, the expected return on such equities will
be higher than that of the average equity. Many
theorists believe that this is a credible explanation.
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Box 2.3 (cont.)

No corresponding theory to explain the
momentum effect has been developed. Some
behavioural theorists explain the momentum
effect by the investors underreacting to good
company news, for example.

There is some evidence in empirical studies
supporting the existence of a uniquely priced
risk factor linked to direct investments in real
estate, even if the data makes such studies diffi-
cult. In the studies that have been made, it is
stressed that this factor contributes to explain-
ing the rate of return on real estate beyond
what follows from equity and bond factors.
Unfortunately these studies do not indentify
this factor in more detail. It emerges thus as a
statistical factor, which is not so easily explai-
ned intuitively.

Liquidity is another important factor. Since
this varies over time, it entails that there is
uncertainty related to future transaction costs.
Liquidity also affects price levels, and liquidity
fluctuations may, therefore, also affect the price
volatility. Both of these circumstances entail that
liquidity variations represent an extra risk in
addition to the ordinary risk related to fluctua-
tions in the companies’ future earnings. Securi-
ties that are relatively illiquid when the rate of
return in the market is generally low are particu-
larly risky for investors, because they contribute
to reinforcing variation in the consumption. This
must be compensated for through a higher
expected return.

Empirical surveys support that the liquidity
risk is priced and can explain portions of the dif-
ference in the average rate of return between
different investments. A survey of US equity
market data suggests a risk premium of 1.1 per-
centage points per year, while a survey of the
risk premium in emerging stock markets sug-
gests as much as 0.85 percentage points per
month. Studies of US bond market data estimate
the annual risk premium to be 0.5 percentage
points for bonds with a long maturity and high
credit rating and 1.0 percentage points for bonds
with a poor credit rating.

Direct investments in real estate are generally
significantly less liquid than investments in the
equity market. Direct transaction costs are
higher and the information asymmetry and
search costs are greater. There is a great deal of
uncertainty related to the time of the sale, which
is in addition to risk related to the price that is
obtained. Surveys show that there is a clear relati-
onship between illiquidity in the real estate mar-
ket and economic cycles. It can be argued that
the variation in illiquidity is greater for direct real
estate investments than for listed equity invest-
ments. Empirical studies of the rate of return in
the real estate market indicate a risk premium lin-
ked to liquidity variations of 0.5 to 1.0 percentage
points. There are several problems related to the
methods used for measurement of the rate of
return for direct real estate investments, so that
the results from empirical surveys are less robust
than for the equity market.

and/or a normally distributed probability dis-
tribution for the rate of return on the securities.
The condition that the investor does not have
income other than income from investments in
securities ignores the fact that most investors
have other income (such as wage income).
The assumption that investors only consider
single-period investment decisions entails that
there is no distinction between short and long
investment horizons.

During the further development of the capital
asset pricing model in the early 1970s there was
an explicit transition to model multiple periods to
take into account the fact that investors may
desire to change the composition of their portfo-
lios over time in accordance with changing cir-
cumstances or investment opportunities.

When the investment opportunities are not
constant over time, illustrated, for example, by
variations in the real interest rate, there may be
major differences between what portfolio
choices an investor with a short investment hori-
zon should make and what choices a similar
investor with a longer investment horizon should
make. For example, the price of an inflation-pro-
tected bond will vary with changes in the real
interest rate and be risky for an investor with a
short investment horizon, while such an invest-
ment would yield a stable real rate of return and
thus more predictable consumption opportuni-
ties for an investor with a long time horizon.
Investments in bank deposits will similarly repre-
sent risky investments for investors with a long
investment horizon, because the interest rate
that investors can reinvest these funds at as the
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short-term instruments mature will vary over

time.

Empirical studies give some statistical evi-
dence supporting that a high rate of return in the
equity market for a period of time is followed by a
low rate of return in the following period (mean
reversion), that the expected risk premium on
equities varies over time, and that changes can be
predicted to a certain extent by means of various
indicator variables. These effects have three
implications for optimal portfolio choices:

— Firstly, it can be argued that the length of the
investment horizon is relevant to the portfolio
choices. Empirical studies indicate a mean
reversion in the equity market over periods of
time ranging from one to five years. This
means then that equities are less risky in the
long term than in the short term. The risk for
an investor with a 20-year investment horizon
is less than 20 times the annual risk (variance).
It can be proven then that the optimal equity
portion is higher for an investor with a long
investment horizon than an investor with a
short horizon, everything else being equal, but
there is a great deal of uncertainty related to
how much higher this percentage should be.

— Secondly, it is in principle optimal to time the
market by having a higher percentage of equi-
ties when the expected future return is high and
a lower percentage when the expected return is
low. Such a strategy introduces, however, its
own form of uncertainty. Investors must pur-
chase equities at the bottom when no one else is
buying and sell at the top when no one else is
selling. There are few buy and sell signals, they
occur with several years’ interval, and there is a
great deal of statistical uncertainty related to the
profitability of such a strategy. For investors
with a short investment horizon, it will not be
relevant to time the market.

— Thirdly, conservative, long-term investors
should increase the average percentage of equi-
ties if the actual return is negatively correlated
with the expected future return. Given the mean
reversion in the equity market, equities will
have a built-in form of intertemporal consump-
tion hedging. After several years of a low rate of
return and reduced prices, a higher future
return can be expected. These characteristics
provide protection against reinvestment risk.
For investors with a short investment horizon,
this protection characteristic is not relevant.

A number of institutional investors are subject to
accounting and capital adequacy rules that can
contribute to a reduction in the actual investment
horizon, in spite of the fact that the investments
are made initially to meet long-term obligations.
The investment horizon of the Government Pen-
sion Fund - Global is, however, very long and
probably longer than the average investor’s hori-
zon. If we assume that mean reversion applies to
the returns on the equity markets, the Fund’s
long investment horizon implies, everything else
being equal, that the Fund’s equity portion should
be higher than for the average investor. The
increase in the Fund’s equity portion from 40 to
60 per cent is consistent with the empirical stud-
ies that conclude that equities are somewhat less
risky in the long term than in the short term, even
though the decision was not dependent on such
an assumption.

The Ministry’s assessments concerning the
Fund’s investment strategy have not been based
on an expectation of timing the market strategi-
cally, even though there are some aspects of timing
in connection with the rebalancing and transition
regime. If the equity market falls a great deal in
value relative to the bond market, the monthly
transfers to the Fund will be used to purchase equi-
ties. If the actual equity portion falls under a cer-
tain level, provisions have been made to sell from
the bond portfolio to increase the Fund’s equity
portion towards the strategic weight of 60 per cent.
Both of these cases entail that equities are pur-
chased when the price of the equities is low. Some-
times this will coincide with periods when the
expected return on the equity market is corre-
spondingly high. Rebalancing back to the strategic
weights is consistent with the assumptions in Sec-
tion 2.1 that the Government Pension Fund is able
to maintain its capacity and willingness to take
market risk after periods of poor market returns.
The most important reason for the rebalancing
regime, however, is to avoid that the portfolio devi-
ates too much from the desired strategic composi-
tion of asset classes and regional distribution, see a
more detailed discussion in Section 2.5.

2.3 Risk associated with the return on
the Government Pension Fund

The risk associated with the return on the invest-
ments of the Government Pension Fund can be
described in various ways. This section illustrates
the risk associated with the Fund on the basis of
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Figure 2.3 Historical simulation for the
Government Pension Fund — Global. Annual real
rates of return measured in the Fund’s currency
basket. Per cent

Source: Ministry of Finance and Dimson, Marsh and Staunton

both historical returns in the equity and bond
markets and a simulation model that describes
potential future developments for the Fund.

The analysis of historical returns in Section
2.3.1 is referred to as historical simulation. The
purpose is to illustrate what fluctuations in the
Fund’s return can be expected within a one-year
time horizon. The model-based simulations in Sec-
tion 2.3.2 are based on estimates for expected
returns, volatility and correlations between vari-
ous asset classes over long horizons. These calcu-
lations focus primarily on the real rate of return
over time. A third method, referred to as histori-
cal scenario generation, was described in Box 1.2
in Report no. 16 (2007-2008) to the Storting.
What the Fund’s return would have been in spe-
cific historical crises was calculated here.

2.3.1 Historical simulations

One way of describing the risk associated with the
Government Pension Fund is to use the returns
on the equity and bond markets in the previous
century and calculate what return the Fund would
have had and how much this return would have
varied during the period. The historical simula-
tions that are referred to here are calculated on
the basis of annual real rates of return for the
period from 1900 to 2008. The data set that the cal-

Figure 2.4 Historical simulation for the Government
Pension Fund - Global. Real rate of return measured
in the Fund'’s currency basket. Index

Source: Ministry of Finance and Dimson, Marsh and Staunton

culations are based on is somewhat different from
the data set that is used to calculate the rate of
return on the Fund’s benchmark portfolio. We do
not, for example, have return data for many of the
emerging markets, because they did not exist for
large parts of the previous century. In addition,
only data for government bonds with a long term
to maturity are available for the period from 1900,
while the Fund’s benchmark portfolio also con-
tains corporate bonds and bonds with a short
term to maturity.

The strategic benchmark portfolio of the Gov-
ernment Pension Fund — Global is assumed to con-
sist of 60 per cent equities and 40 per cent bonds,
distributed across a large number of countries and
currencies. Figure 2.3 illustrates what annual rates
of return such a portfolio would have had for the
period from 1900 to 2008. The previous century
was marked by a number of crises, but the per-
formance of the financial markets as a whole was
very good. The rate of return would have been pos-
itive in most of the years, and the highest rates of
return in the good years are higher than the nega-
tive rates of return in the bad years. The figure
illustrates that the simulated real rate of return for
2008 was calculated to be around -20 per cent,
which is one of the poorest simulated outcomes for
the entire 109-year period.
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Table 2.1 Historical simulation for the Government
Pension Fund - Global. Annual average arithmetic
real rate of return and risk measured in the Fund’s
currency basket. Per cent.

Government

Bond Equity Pension

portfolio  portfolio Fund - Global

Rate of return 1.5 7.4 5.0
Standard

deviation 8.9 15.6 11.1

Source: Ministry of Finance and Dimson, Marsh and Staunton

The simulated real rate of return on the equity
market was around minus 40 per cent in 2008.
This year is the poorest year for the equity market
in the entire period.

Figure 2.4 illustrates the historically simulated
index performance (logarithmic scale) for the
equity and bond portfolios, respectively, and the
Fund overall. For the entire period as a whole, the
performance of the equity markets has been sig-
nificantly better than the bond markets. For the
period from 1998 to the end of 2008, which corre-
sponds to the actual history of the Fund, the rate
of return on the bond market was, however,
higher than the rate of return on the equity mar-
ket.

Table 2.1 shows the simulated historical aver-
age annual return and the standard deviation of
this return for the equity and bond portfolios, and
the Fund overall. The historical simulated stand-
ard deviation for the Fund is calculated to be just
over 11 per cent. At the end of 2008 the market
value of the Fund was around NOK 2300 billion. A
change in the Fund’s value of NOK 250 billion in
the course of a year will accordingly be consistent
with the historical price fluctuations in the securi-
ties markets (if we ignore the currency fluctua-
tions). The fall in value for the benchmark portfo-
lio in the simulation model can be estimated for
2008 at around NOK 550 billion when we ignore
the development of the krone exchange rate. This
is somewhat more than double of what the change
in value would have been in a normal period, but it
is nevertheless not an outcome that is completely
unexpected, given the underlying risk associated
with the securities markets.

Figure 2.5 illustrates the simulated rates of
return plotted in a histogram, which also
includes a plot of the normal distribution with
the same average rate of return and standard
deviation as in the historical simulations. Both
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Figure 2.5 Historical simulation for the
Government Pension Fund - Global. Annual real
rates of return measured in the Fund’s currency
basket. Per cent and frequency (number of years)

Source: Ministry of Finance and Dimson, Marsh and Staunton

the figures and the test results indicate that the
empirical distribution is somewhat skewed to the
left, but, based on standard statistical tests, the
hypothesis that the annual simulated rates of
return for the Fund are normally distributed can-
not be rejected. The simulated standard devia-
tion of 11 per cent can thus provide a satisfactory
illustration.

Figure 2.6 illustrates the empirical cumulative
probability distribution for the simulated annual
rates of return for the equity and bond portfolios,
and the Fund overall. The minimum rate of return
on the Fund is calculated to be around -25 per
cent and the maximum annual return to be
around 30 per cent. The variance of the equity
portfolio is considerably higher, while the vari-
ance of the bond portfolio is considerably lower.
From the figure we also see that the simulated
return in 10 per cent of all years has been lower
than -11 per cent, and the rate of return has been
negative in 30 per cent of the years.

The investment horizon of the Government
Pension Fund - Global is very long. Figure 2.7
illustrates the average annual rate of return and
risk for overlapping periods of 15 years. At year-
end 2008 the average annual simulated rate of
return for the last 15-year period was almost 6 per
cent, and the standard deviation was just under 12
per cent. The figure illustrates that there are few
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Figure 2.6 Historical simulation for the
Government Pension Fund - Global. Cumulative
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Source: Ministry of Finance and Dimson, Marsh and Staunton

15-year periods where the average annual rate of
return has been negative, and the period after the
Second World War has been more positive than
the period before the war. In a long-term perspec-
tive the rate of return for the last 15-year period
has been somewhat better than the average rate
of return, while the risk has been more or less
average.

Figure 2.8 illustrates that the risk associated
with the equity market varies over time. While the
average for the last 109 years is close to 15 per
cent, the average annual standard deviation for
the last 15 years was over 20 per cent at year-end
2008.

2.3.2 Market expectations and simulation for
the Government Pension Fund - Global

The Ministry of Finance’s analysis of the future
rate of return and risk is based on assumptions
concerning the rate of return and risk associated
with the equity and bond markets that were
reviewed in detail in Report no. 16 (2007-2008) to
the Storting. The national and regional markets
are represented by a single global market for
equities, bonds and real estate, respectively,
measured in the benchmark portfolio’s currency
basket. In addition, no adjustments have been
made for any imbalances in the market prices, so

Figure 2.7 Historical simulation for the
Government Pension Fund - Global. Average
annual rate of return and standard deviation (risk)
for overlapping 15-year periods. Per cent

Source: Ministry of Finance and Dimson, Marsh and Staunton

that it is the long-term expectations that are
reported.

Tables 2.2 and 2.3 sum up the assumptions for
the expected long-term real return (net of man-
agement costs) and risk, as well as the correla-
tions between equities, bonds and real estate. The
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Figure 2.8 Historical simulation for the equity
portfolio of the Government Pension Fund - Global.
Annual standard deviation for overlapping 15-year
periods. Per cent

Source: Ministry of Finance and Dimson, Marsh and Staunton
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Table 2.2 Point estimates for the expected long-
term real return and risk for global bonds, real estate
and equities (geometric).! Per cent

Table 2.3 Specific estimates for long-term correla-
tions between the real rate of return on global bonds,
real estate and equities.'

Bonds Real Estate Equities Bonds Real Estate Equities
Rate of return 2.7 3.5 5.0 Bonds 1 0.3 0.4
Standard Real Estate 1 0.6
deviation 6.0 12.0 15.0  Equities 1

1 Global bonds include corporate bonds with approximately the
same percentage as in the bond portfolio of the Government
Pension Fund - Global. The expected real rate of return for
government bonds is 2.5 per cent.

Source: Ministry of Finance

estimate for the risk associated with bonds is sig-
nificantly lower than the estimate based on the
historical simulations in Table 2.1. This is due to
the fact that the Fund’s fixed income benchmark
has a significantly shorter term to maturity than
the historical simulations. It is emphasised that
there is considerable uncertainty regarding the
specific estimates. In actual fact, specific esti-
mates represent the midpoint for a confidence
interval or a given probability distribution. This
estimate uncertainty is to some extent taken into
consideration in the model simulations of the
expected real return and risk associated with the
Fund.

The characteristics of the benchmark portfolio
for the Government Pension Fund - Global has
been analysed on the basis of these assumptions
by means of a stochastic simulation model (see
Section 3.3. in Report no. 16 (2007-2008) to the
Storting for a more detailed discussion of the
assumptions underlying the model simulations).
Table 2.4 shows the expected (geometric) real
rate of return on, and risk associated with, the
benchmark portfolio of the Government Pension
Fund - Global over a 15year period, under the
assumption of an asset composition featuring 60
per cent equities and 40 per cent bonds. The simu-
lation results show that an average geometric
annual real rate of return on the Fund of 4.2 per
cent (6.3 per cent nominal) is expected. An
expected volatility of 9.2 per cent entails that fluc-
tuations around the expected rate of return will
range from -9.2 per cent to +9.2 per cent with 68
per cent probability (i.e. this can be expected to
be the case in two out of every three years).

As illustrated in Section 2.3.1, the volatility of
the financial markets will vary over time. Norges
Bank estimated the risk of the actual portfolio to
be 22.2 per cent in its report on the management
of the Government Pension Fund - Global in

1 Global bonds include corporate bonds with approximately the
same percentage as in the bond portfolio of the Government
Pension Fund - Global.

Source: Ministry of Finance

2008, given the unusually high volatility at that
point in time (cf. Note 9 in the financial report).
This means that the nominal return in Norwegian
kroner in two out of three years is expected to
vary around the mean from +22.2 per cent to -22.2
per cent, based on the actual portfolio and market
conditions at this point in time. The correspond-
ing estimate for year-end 2007 was 8.6 per cent.

2.4 Execution of adopted changes

2.4.1 Investments in real estate

In Report no. 16 (2007-2008) to the Storting the
Ministry stated its intention to invest up to a maxi-
mum of 5 per cent of the capital in the Govern-
ment Pension Fund - Global in real estate, and
that the real-estate investments shall be offset by
a corresponding reduction in the bond weighting.
A unanimous Standing Committee on Finance
supported the plans to invest portions of the Fund
in a separate real-estate portfolio in Recommenda-
tion no. 283 (2007-2008) to the Storting.

In the National Budget for 2009, the Ministry
advised that it continued to work on the prepara-
tion of guidelines for real estate investments. The
majority of the investments are expected to be
made through unlisted instruments. This poses
challenges linked to a number of aspects, includ-
ing the measurement and assessment of return
and risk, and it is therefore necessary to establish
special required rates of return, risk limits and
reporting requirements to ensure fulfilment of the
Ministry’s objectives for the investments in real
estate.

In its work on the preparation of guidelines for
real estate investments the Ministry has received
advice from the firm Partners Group. The advice
from Partners Group is based on best practice for
similar portfolios internationally. In light of this
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advice, for example, the Ministry aims to com-
plete new guidelines by the end of 2009. The work
is challenging, especially with regard to the selec-
tion of key targets related to the rate of return and
risk diversification, as well as the adoption of
guidelines for the phasing-in process.

In 2008, the global real estate market showed
poor returns and a reduction in sales. The Minis-
try is not intending to lay down a fixed scope of
investment for the coming years, as the phasing-
in will have to be adapted to the market conditions
and capacity restrictions. In the initial years the
investments will probably be concentrated in a
few areas, while a more diversified global real
estate portfolio can be achieved over time. The
Ministry still assumes that it may take many years
before the real estate portfolio accounts for as
much as 5 per cent of the Fund.

The rules for investments in real estate will be
included in a new unified regulation governing
the management of the Government Pension
Fund - Global. See the more detailed discussion
of this in Chapter 6.

2.4.2 Equity portion

The work that started in the summer of 2007 to
increase the equity portion of the Government
Pension Fund - Global from 40 to 60 per cent con-
tinues.

Report no. 24 (2006-2007) to the Storting on
the management of the Government Pension
Fund in 2006 gave an account of the expected
return and risk from an increased equity portion
of the short and long terms. The analysis was
based on extensive historical data set, as well as
simulations of the future return and risk based on

given expectations for future equity premium and
risk in the equity and bond markets. A signifi-
cantly lower equity premium than the historically
observed premium was used in the simulations.
The Ministry concluded that an increase in the
equity portion of the benchmark portfolio for the
Government Pension Fund — Global from 40 to 60
per cent represented a good balance between the
expected rate of return and risk in the long term
for investments in the Fund.

In Recommendation no. 228 (2006-2007) to
the Storting the majority of the Standing Commit-
tee on Finance, all the members except the mem-
bers from Fremskrittspartiet (the Progress
Party), noted this and supported the Govern-
ment’s assessment of increasing the equity por-
tion of the benchmark portfolio for the Govern-
ment Pension Fund — Global to 60 per cent.

With regard to the execution of this change,
the Ministry stated in Report no. 24 (2006-2007)
to the Storting that the consequences of the
increased equity portion were based in general on
how it could affect the portfolio’s rate of return
and risk in the long term. It was pointed out at the
same time that there was a great deal of uncer-
tainty related to the shortterm performance of
the market. The risk related to increasing the
equity portion at a point in time that could subse-
quently emerge as more or less favourable was
reduced through spreading the increase in the
equity portion out over time. The considerations
behind the chosen plan to increase the equity por-
tion are described in somewhat greater detail in
Report no. 16 (2007-2008) to the Storting.

A poorer return on equity investments com-
pared with bond investments and record high
petroleum revenues have contributed to large

Table 2.4 Expected long-term real rate of return and risk associated with the benchmark portfolio of the

Government Pension Fund - Global.!

Probability of
Average real rate Standard Standard negative Probability of
Portfolio of return deviation of deviation of accumulated annual
(per cent of (geometric) over annual real rate average real rate real rate of (geometric) real
equities/ 15-year periods of return of return over 15  return after 15 rate of return Sharpe
bonds) (per cent) (per cent) years (per cent) years (per cent) < 4 per cent ratio®
60 / 40 4.2 9.2 24 3.7 46.8 0.29

L A composition of 60 per cent equities and 40 per cent bonds is assumed over an arbitrary 15-year period.
The Sharpe ratio is calculated as the ratio between the expected arithmetic real rate of return (not shown in the table) beyond the
risk-free real interest rate (estimated at 2 per cent) and volatility (measured by the standard deviation of the annual real rate of

return).
Source: Ministry of Finance
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Figure 2.9 Equity prices and purchases. Index and
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Source: Norges Bank

equity purchases throughout 2008 (see Figure
2.9). Of the equities currently owned by the Fund,
40 per cent were purchased in 2008. The equities
have been purchased in general at much lower
prices than when the increase in the equity por-
tion was adopted in the summer of 2007. The
gradual increase in the equity portion and the
simultaneous substantial fall in the market value
of the world’s equity markets have resulted in a
large increase in the Fund’s average ownership
interest. In the space of one year, this percentage
has risen from around 1/2 per cent to 3/4 per cent
(see Figure 2.10). This means that in 2008, the
Fund has acquired rights to a share in all the
future earnings from another 1/4 per cent of the
world’s listed companies.

However, the major drop in share prices on
stock markets around the world towards the end
of 2008 meant that the equity portion was 50 per
cent at year-end 2008, compared with 53 per cent
at the end of September 2008. The work to
increase the Fund’s equity portion will continue in
2009 according to the same principles as previ-
ously. The Fund’s ownership interests in the
world’s listed companies will thus probably
increase further.

Figure 2.10 Holdings in the equity markets.
Per cent

Source: Norges Bank

2.4.3 Emerging equity markets

The exposure of the benchmark portfolio to
emerging equity markets has until recently been
limited to a relatively small number of countries
(Brazil, Mexico, South Korea, Taiwan and South
Africa). In Report no. 16 (2007-2008) to the Stort-
ing, a new assessment was made of what emerg-
ing equity markets should be included in the
Fund’s benchmark portfolio and what principles
should apply to the selection of these markets.

A unanimous Standing Committee on Finance
supported the planned expansion of the Fund’s
benchmark portfolio to include new, emerging
markets in Recommendation no. 283 (2007-2008)
to the Storting. Following the Storting’s delibera-
tion on the recommendation, the Ministry
adopted a resolution to change the benchmark
portfolio.

As stated in the National Budget for 2009, the
Ministry stated its intention to gradually phase in
the new markets in consultation with Norges
Bank to limit the transaction costs, since equities
were to be purchased in markets where the liquid-
ity is poorer than in the developed markets in
which the Fund is already invested. There was at
the same time a desire to achieve the new expo-
sure to the new markets within a reasonable
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period of time. In Norges Bank’s report on the
management of the Government Pension Fund -
Global in 2008, the bank writes:

“NBIM assesses on an independent basis how
well suited the country is for our investments,
with a view to the fact that the country must
have markets that are open to foreigners, the
country must have legislation that protects the
rights of investors, and the country must
satisfy certain minimum requirements for sett-
lement systems. NBIM does, therefore, not
invest in all the countries in the benchmark
portfolio. The inclusion of 19 emerging equity
markets entailed that the benchmark portfolio
for equities was expanded by just under 1000
companies. The expansion was implemented
during the period from September to Novem-
ber 2008.”

After the implementation of this change, the
benchmark portfolio consists of equity markets in
46 countries, and countries classified as emerging
markets represent around 10 per cent of the over-
all market value.

2.4.4 Listed small-cap companies

The Ministry stated in Report no. 24 (2006-2007)
to the Storting that it intended to include small-
cap companies in the Fund’s benchmark portfolio.
The original equity benchmark consisting of large
and medium-sized companies covered around 85
per cent of the overall value of the equity markets
in the world index of the index provider FTSE.
The inclusion of small-cap companies will
increase this percentage to around 95 per cent.
The equity benchmark will thus be more repre-
sentative of the investable portion of the equity
market. Together with the inclusion of emerging
markets, which is discussed in Section 2.4.3, close
to full coverage is achieved. This spreads the risk
associated with the Fund further, and it is reason-
able to assume that the trade-off between the rate
of return and risk will improve.

Following the Storting’s deliberation of Report
no. 16 (2007-2008) to the Storting, the Ministry of
Finance decided, in consultation with Norges
Bank, to implement a gradual transition to a new
benchmark portfolio in which listed small-cap
companies were included. This adaptation was
carried out during the period from October 2007
to the end of the first quarter 2008. At the end of
the phase-in period the bank had invested around
NOK 120 billion spread across more than 4500
companies. The small-cap companies represent

around 12 per cent of the market value of the new
benchmark index, which consists of close to 7,700
limited companies. Norges Bank estimates that
the overall transaction costs related to the phas-
ing in of small-cap companies in the portfolio
totalled NOK 1.1 billion or 0.95 per cent of the
transaction value. There is a more detailed review
of the adaptation to the new equity benchmark in
Norges Bank’s report for the 2nd quarter of 2008
on the management of the Government Pension
Fund - Global.

2.5 Ongoing work to develop the
strategy

As mentioned in Section 2.2.1, the Ministry’s work
on developing the investment strategy for the Gov-
ernment Pension Fund — Global will be based on
how the trade-off between return and risk can be
improved. One goal is to exploit the Fund’s charac-
teristics better. Natural evolvement of the invest-
ment strategy may entail further diversification
and investments that benefit from the Fund’s size,
long-term perspective, and ability to hold less lig-
uid assets. It is particularly pertinent to consider
changes to the strategy that can provide compen-
sation in the form of somewhat higher expected
returns in exchange for reduced tradability
(liquidity). More details of this work are provided
in Sections 2.5.1-2.5.3. This is followed by an
account of rebalancing and oil price risk.

2.5.1 Investment areas related to ESG issues

In Report no. 16 (2007-2008) to the Storting, the
Ministry announced that it would consider the
financial and ethical effects of so-called positive
selection as a tool to earmark a small portion of
the funds in the Government Pension Fund - Glo-
bal for investments in environmental technology
or developing countries. The question of earmark-
ing was raised in the public consultation paper
that was drafted in connection with the evaluation
of the ethical guidelines for the Fund. The consul-
tation paper states:

“The Ministry will study in more detail the pos-
sibility of setting a small portion of the Fund
aside for earmarked investment purposes,
such as environmental technology or develo-
ping countries.”

Several of the bodies consulted who have com-
mented on this believe that the management of
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the Government Pension Fund — Global should
focus more on the environment, social issues and
good corporate governance (ESG considera-
tions). There are, however, also bodies consulted
who have voiced objections and pointed out spe-
cial challenges associated with moving in such a
direction.

Several large institutional investors have inte-
grated ESG considerations into their investment
decisions to a greater extent than the Government
Pension Fund — Global. The scope of the ear-
marked investments is nevertheless modest. In a
report from the research firm Innovest (which is
attached as an appendix to the consultative com-
ments from the WWF) it is stated, for example, that
less than 0.1 per cent of the capital of the under-
writers of the CDP (Carbon Disclosure Project) is
controlled by an investment strategy that explicitly
and systematically attaches important to the chal-
lenges associated with climate change.

In the opinion of the Ministry, the long invest-
ment horizon and the broad ownership both sug-
gest that the Government Pension Fund must
adopt a broader perspective on the consequences
of positive or negative repercussions than would
be adopted by investors and corporate manage-
ment who have a shorter investment horizon and
portfolios with less risk diversification.

At the same time, the special characteristics of
the Fund suggest that investments in unlisted
markets, such as real estate, infrastructure and
unlisted equities should be increased.

Against the backdrop of the Fund’s special
characteristics and input from the public consulta-
tion process for the ethical guidelines, the Minis-
try is planning the establishment of a new invest-
ment programme for the Fund that will focus on
environmental investment opportunities. For the
environmental programme, sub-markets in infra-
structure and unlisted equities, so-called environ-
mental bonds, and the opportunity to invest por-
tions of the listed equities portfolio based on an
environmental index appear to be the most rele-
vant. The investments must be aimed at eco-
friendly assets or technology that is expected to
yield indisputable environmental benefits, such as
climate-friendly energy, improving energy effi-
ciency, carbon capture and storage, water technol-
ogy, and the management of waste and pollution.
It has been decided that any infrastructure invest-
ments will have to target climate-friendly energy
in particular. In the unlisted markets, any such
investments will be made through funds, but it
may be challenging to find funds that focus exclu-

sively on environmental projects. In these kinds of
cases, minimum limits must be defined for the
funds’ environmental exposure.

Work will also continue on assessing whether
it is pertinent to establish an investment pro-
gramme aimed at sustainable investment opportu-
nities in emerging markets. This will include, for
example, an evaluation of investments in unlisted
equities and infrastructure in emerging markets.

On the environmental programme

The environmental programme shall focus on
eco-friendly assets or technologies that are
expected to yield indisputable environmental ben-
efits. The eco-friendly investments that are
expected to be the most prevalent in the years to
come are investments related to the reduction of
greenhouse gas emissions. According to the UN
Intergovernmental Panel on Climate Change
(IPCC), substantial and rapid emission reductions
are required if we are to manage to stabilise the
concentration of greenhouse gases in the atmos-
phere at levels that do not entail a major risk of
extensive global environmental problems.

Energy is responsible for more than 60 per
cent of the annual CO, emissions to the atmos-
phere. The emission reductions will require a
complete restructuring of the world’s energy con-
sumption and supply. There is a great deal of
uncertainty concerning the size of the invest-
ments that are required to achieve the necessary
restructuring. The Stern Review estimates the
costs to be 1 per cent of the world’s GDP if the
concentration of greenhouse gases in the atmos-
phere is to be stabilised at 550 ppm CO, equiva-
lents in 2050. The International Energy Agency
(IEA) estimates in the annual energy forecast
“World Energy Outlook 2008” that around USD
550 billion must be invested annually in renewa-
ble energy and the improvement of energy effi-
ciency until 2030 if the concentration of green-
house gases in the atmosphere is to be stabilised
at 450 ppm CO, equivalents.

Investments in climate-friendly energy and
technology are showing strong growth. As is illus-
trated in Figure 2.11, investments in climate-
friendly energy and technology that contribute to
improved energy efficiency, excluding invest-
ments in nuclear power plants and large hydro-
power plants increased from USD 33 billion in
2004 to USD 148 billion in 2007. These invest-
ments represent around 10 per cent of the overall
global energy investments.
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Figure 2.11 Global investments in climate-friendly
energy and technology, 2004-2008, USD billion.

Source: New Energy Finance

Figure 2.11 also shows that the majority of the
investments are project financing of climate-
friendly energy and technology and small-scale
projects. These projects are primarily infrastruc-
ture projects that are financed by both equity and
loans. The second largest investments are made
by listed companies that invested USD 10 billion
in research and development and USD 11 billion
directly in climate-friendly energy and technology
in 2008. Unlisted equity investments through
funds totalled around USD 13 billion in 2008.

Renewable energy has become less and less
expensive to produce in recent years, and thus it
has become more competitive in relation to non-
renewable energy. A global price for carbon emis-
sions should be able to make renewable energy
more competitive. Until such a price is estab-
lished, the profitability of investments in renewa-
ble energy are dependent on whether the authori-
ties give renewable energy advantages that other
forms of energy do not have through other sys-
tems, such as regulations or direct financial sup-
port. Various forms of subsidies exist in most well-
developed markets. When profitability is depend-
ent on public support schemes and not just ordi-
nary market mechanisms, such investments are
much more exposed than other investments to
changes in the political priorities. One example is
the subsidisation of biofuels and other bioenergy

in the USA and EU, which has been criticised for
not being sustainable. The criticism has been
aimed at the fact that the cultivation of bioenergy
on land that would have otherwise been used for
the production of food is not among the best
measures to reduce greenhouse gas emissions,
and that the subsidies contribute to increasing
global food prices and thus impact the poorer seg-
ments of the population. If such subsidies are sud-
denly eliminated, investors with investments in
technology or infrastructure with high develop-
ment and production costs and a long repayment
horizon will incur large losses.

In addition to the subsidies, the profitability of
investments in climate-friendly energy and tech-
nology will depend on the development of prices
for non-renewable energy. Listed indexes that
consist of companies that are only engaged in cli-
mate-friendly energy and technology, such as
Wilderhill New Energy Global Innovation Index
(NEX), have been highly correlated with the price
of oil. This is due to the fact that the value of alter-
native, climate-friendly energy is higher when the
value of fossil fuels is higher. NEX fell 70 per cent
in 2008 measured in USD, while the price of
North Sea oil fell 58 per cent measured in USD. In
comparison the equity market as a whole fell 39
per cent, measured by the FTSE All World in
USD. In addition to the general fall in the equity
market and the fall in energy prices throughout
2008, companies engaged in climate-friendly
energy and technology have been impacted in
particular by the fact that investors now appear to
demand a greater risk premium for investments
in companies that have high capital investments
and are exposed to technology risk.

Other large funds that it is reasonable to com-
pare the Government Pension Fund - Global with
have made eco-friendly investments in a number of
asset classes, such as environmental bonds, listed
equities, unlisted equities and infrastructure.

The largest comparable allocation in listed
equities was made by the USA’s largest pension
fund, CalPERS, where the board of directors ear-
marked USD 500 million for positive selection
based on environmental criteria. CalPERS has
granted an active management mandate to four
external managers. Several other funds have
smaller ESG mandates, which are managed pas-
sively or actively. The Dutch pension fund PGGM,
which has granted an active mandate to an exter-
nal manager and also manages a portion of the
portfolio internally in accordance with the
FTSE4Good index, is an example of this.
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Most of the other funds emphasise in particu-
lar unlisted equity investments in eco-friendly
energy and technology. CalPERS’s board of direc-
tors has, for example, earmarked USD 600 mil-
lion for unlisted investments in environmental
technology. The two largest pension funds in
Europe, the Dutch funds ABP and PGGM, have
both allocated EUR 500 million to shared infra-
structure investments in sustainable energy and
EUR 500 million to shared unlisted equity invest-
ments in clean technology. CalPERS, ABP and
PGGM all have unlisted investments in sectors
other than eco-friendly energy and technology,
and this means that their unlisted environmental
investments are also the result of large alloca-
tions to broad markets for unlisted equities and
infrastructure. It is also important to note that
these funds have gradually built up their alloca-
tions to unlisted markets and that they have thus
had an opportunity over a long period of time to
acquire the necessary management experience
and market knowledge.

All the forms of eco-friendly investments that
are made by other funds are also relevant in princi-
ple for the Government Pension Fund - Global.
When we take into account the Fund’s existing
investments and special characteristics, sub-mar-
kets in infrastructure and unlisted equities, environ-
mental bonds, and the opportunity to invest por-
tions of the listed equity portfolio based on an envi-
ronmental index appear to be the most relevant.

FTSE Environmental Opportunities All-Share
Index is an example of an environmental index of
listed equities. This is an index that is composed
of a selection of companies that are included in
the benchmark portfolio for the Government Pen-
sion Fund - Global. The selection criterion is
whether the companies have more than 20 per
cent of their earnings from environmental activi-
ties related to energy, water, pollution and waste.
The companies in the FTSE Environmental
Opportunities All-Share Index represent just over
6 per cent of the value of the Fund’s benchmark
index for equities. This illustrates that a not-insig-
nificant portion of the equity benchmark index for
the Government Pension Fund — Global already
has a “green” profile.

A tailor-made environmental index can also be
composed for the Government Pension Fund —
Global, which would make it possible to invest in
companies that are more environmentally ori-
ented and not already included in the current
benchmark portfolio.

If portions of the equity portfolio are managed
in accordance with the environmental index, this
would entail a decision to overweight eco-friendly
companies at the expense of other companies.
From a financial perspective, the overweighting of
individual companies or sectors has similarities
with an active investment decision.

Up until today the investment strategy of the
Government Pension Fund - Global has essen-
tially been based on the principle that the weight
of the companies or sectors is determined by the
market capitalisation. A separate allocation to an
environmental index will entail a deviation from
this principle, which is based on the hypothesis of
near market efficiency. It is assumed that efficient
markets will price in all the relevant available
information (see Box 2.1).

The information on which the composition of
such environmental indexes is based will essen-
tially be publically available. As a point of depar-
ture, a higher rate of return than the equity mar-
ket in general should, therefore, not be expected
through the overweighting of such companies.
Only if the companies’ eco-friendly production or
products prove to acquire a higher value in the
future than the financial markets currently
assume will the investments be able to yield an
excess return in relation to the rest of the portfo-
lio. Since an environmental index will contain a
smaller number of companies than the ordinary
equity portfolio, somewhat higher risk must be
expected. The differences in the rate of return will
depend on how the environmental index is com-
posed.

The environmental index’s selection and
reporting criteria can impact the companies’
behaviour if a large portion of the capital is
invested in accordance with the environmental
index, or if the companies value being included in
such indexes. Since the listed companies suppos-
edly have a major influence on the environment,
the impact of any behavioural changes could have
a great effect. Investments based on an environ-
mental index will closely match the existing man-
agement of the Government Pension Fund — Glo-
bal and be relatively cost-effective and not very
demanding operationally.

It can be questioned how strong the environ-
mental effects of investments in accordance with
the already established environmental indexes
would be. Since a number of environmental
indexes already exist, a possible allocation will not
entail the development of a new product. The
investments will not be of any great significance
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to the companies’ supply of capital, since they will
primarily take place on the secondary markets
where shares are purchased from other investors.

Another alternative is to invest in bonds that
finance environmental projects. This market is
very small at present, with just a few securities
issued, but it should grow in the future. A number
of the same objections that apply to investing in a
listed environmental index will also apply to envi-
ronmental bonds. One difference, however, is that
we can participate in the development of a new
market.

Several comparable funds emphasise in partic-
ular their eco-friendly investments in unlisted
equities and infrastructure. These are asset
classes that the Government Pension Fund - Glo-
bal has not been invested in earlier, which would
thus entail an expansion of the Fund’s investment
universe. Investments in unlisted shares through
a start-up fund can help finance new eco-friendly
technology directly. In addition to the injection of
capital, the start-up funds contribute as a rule to
the transfer of competence and skills, so that the
companies are better equipped to succeed with
the development of technology for commercial
products.

Infrastructure investments will be able to
finance the establishment of eco-friendly invest-
ment projects directly, or they may be made in
established climate-friendly energy projects, such
as windmills, solar cells, hydropower, geothermal
plants, carbon capture and storage, or other cli-
mate-friendly infrastructure, such as improving
the electrical power grid, for example. The
demand for investments in eco-friendly infrastruc-
ture and the demand for private capital make this
an interesting market with substantial growth
potential. One opportunity is to cooperate with
other major institutional investors, such as major
pension funds and other national reserve funds,
on the development of instruments that will better
meet the needs of the largest funds.

In the unlisted markets, it may be challenging
to find funds that are oriented exclusively towards
environmental projects. In these kinds of cases, it
will be relevant to define minimum limits for the
funds’ environmental exposure.

On a possible programme for sustainable growth in
emerging markets

It will be natural to evaluate investments in
unlisted equities and infrastructure in emerging
markets, for example, for a possible investment

programme for sustainable growth in these mar-
kets. This has to do, for example, with the access
to listed investments is more restricted here, rela-
tively speaking, than in more developed markets.
Sustainability is defined here as environmental,
financial and developmental sustainability.

There is no unambiguous set of criteria that
define emerging markets. For investments in
listed equity markets, it is common to use the
classifications of index providers, such as FTSE.
FTSE’s classification of emerging markets is
based on the gross national income per capita and
how the listed equity market is regulated, devel-
oped and functions. The equity benchmark for the
Government Pension Fund — Global has recently
been expanded to include all the emerging mar-
kets that are part of the world index from the
index provider FTSE (mentioned in Report no. 16
(2007-2008) to the Storting).

Emerging markets for unlisted investments
are defined here as all countries with a low to
average gross national income per capita, and the
least developed countries with strong economic
growth.

The emerging markets represent 85 per cent
of the world’s population, while only 28 per cent of
the world’s gross national product. This imbal-
ance has improved in recent decades through
higher average economic growth in emerging
market. This higher growth is attributed primarily
to the fact that the emerging economies have
accumulated capital and increased their work-
force at a far faster tempo than the industrialised
countries. These economies may also have higher
economic growth than the developed economies
in the future. In the long term, the average growth
will be determined primarily by access to produc-
tion factors and how efficiently they are exploited.

Most large institutional managers invest parts
of their equity portfolios in unlisted equities.
Many of these funds have allocated portions of
the unlisted equity portfolio to emerging markets
in recent years. The investments are made indi-
rectly through various fund structures. Of the
comparable funds, it is the three US pension
funds, CalPERS, Washington State and Oregon
State, which have the largest investments in
unlisted emerging equity markets of USD 2.6 bil-
lion, USD 1.5 billion and USD 1.2 billion, respec-
tively. CalPERS started with unlisted equity
investments in emerging markets in 1996, and
these investments represented 17 per cent of all
the unlisted equity investments at year-end 2007.
In comparison, the Emerging Markets Private
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Figure 2.12 Private equity investments in
emerging markets, broken down by region,
2003-2008, USD billion.

Source: EMPEA

Equity Association (EMPEA) estimates that the
combined unlisted equity investments in emerg-
ing markets represented 13 per cent of the world’s
total investments in unlisted equities in 2007. As is
illustrated by Figure 2.12, the total private equity
investments in emerging markets have shown
strong growth in recent years.

Figure 2.12 illustrates that Asia is the region
from among the emerging markets that has
received the largest unlisted investments. In this
region the largest investments have been in China
and India. The region with the least investments
is sub-Saharan Africa, which represented 8 per
cent of the total unlisted investments in 2008.
South Africa has clearly been the largest market
in this region. Africa is also the region with the
lowest gross national product.

Analysis of the relationship between the equity
market’s return and the country’s economic
growth provides little support for the hypothesis
that high growth automatically results in a high
return. Nevertheless, the listed emerging stock
markets have experienced both high growth and
a high return for several years up until 2008. The
return has, however, fluctuated much more than
the rest of the market. This was particular evident
in 2008, when the world’s emerging equity mar-
kets fell substantially more than the rest of the
listed equity market.

The major changes that have taken place in
emerging markets over recent decades, and the
absence of good data for unlisted equity funds,
make comparisons between the return on listed
and unlisted emerging equity markets difficult.
Cambridge Associates LLC possesses one of the
best data sets for unlisted funds. Comparisons
based on their data show that listed emerging
equity indexes have had a clearly higher return
than the average for unlisted funds invested in
emerging markets over recent decades until the
end of the 3rd quarter of 2008. The difference
has, however, lessened towards the end of this
period.

Cambridge’s data also shows that there is a
substantial difference in the returns between the
various regions, and that unlisted funds that have
invested in Eastern Europe have shown the high-
est return during this period. The data for the
regions is, however, limited, and it is only based
on a small number of funds for some of the
regions. The data from Cambridge also shows
that there is a big difference in the returns
between the various funds in emerging markets.

Even though there are major differences
between the various emerging markets, the
investments in these markets are in general very
challenging. Investor rights are often not pro-
tected as well through legislation and supervisory
authorities as in more developed markets. In addi-
tion, transparency and corporate governance in
emerging markets is often weaker than in more
developed markets. Fund managers that invest in
such markets often have the transfer of compe-
tence and better corporate governance as key ele-
ments in their management strategy. Another fac-
tor that entails increased risk is the fact that there
is often a high level of country specific risk associ-
ated with macroeconomic and political factors in
emerging markets.

When investors were asked how much com-
pensation they expected from investments in
unlisted emerging equity markets compared with
unlisted investments in North America, they
responded in a survey conducted by EMPEA
(2008) that they expected an excess return of
almost 7 per cent annually on average.

Even though many of these risk factors can be
reduced through diversification of the invest-
ments and choosing high quality managers with
experience from the markets, the Government
Pension Fund - Global must also demand com-
pensation for the extra risk associated with
unlisted investments in emerging markets.
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Investments in emerging markets also entail
challenges for the implementation of the ethical
guidelines. Access to information is often poor,
and there can be a greater risk at the same time
for human right violations, environmental pollu-
tion and corruption. These factors, combined with
the fact that unlisted investments are often not
very liquid and have accordingly limited opportu-
nities to be sold at a reasonable price, mean that it
is important to conduct a detailed review of the
fund manager before investing. An important
requirement will be that the fund has established
good guidelines for responsible investing.

A substantial portion of the investments in
investment programmes for the environment, and
possibly sustainable growth in emerging markets
as well, may be in unlisted equities (private
equity) and infrastructure. These are markets and
instruments that lie beyond the universe of the
permitted investment alternatives for the Govern-
ment Pension Fund - Global. The investment
alternatives, unlisted equities and infrastructure,
are discussed, therefore, in more detail below.

Unlisted markets in general

Investments in unlisted markets raise new prob-
lems related to the size of the Fund and capacity
restrictions in the market, as well as the manage-
ment structure and an appropriate regulation of
unlisted investments. Reference is made to a dis-
cussion of these problems related to the Fund’s
real estate investments in Report no. 24 (2006-
2007) to the Storting.

Most large institutional managers invest parts
of their equity portfolios in unlisted equities. CEM
Benchmarking has defined a reference group for
the Government Pension Fund — Global, compris-
ing 19 of the largest pension funds in the world.
All of these funds, with the exception of the Gov-
ernment Pension Fund — Global, were invested in
unlisted equities in 2007. The funds’ median allo-
cation was 5.9 per cent, while the highest alloca-
tion to unlisted equity markets was 20.5 per cent.
Seven of the funds were invested in infrastructure
in 2007. The highest allocation was 8.5 per cent,
while the median allocation was 1 per cent.

Most comparable institutional managers
invest in unlisted equities through fund-like struc-
tures. Unlisted equity funds can be divided
roughly into two main categories: Start-up funds
(venture capital), where the fund invests in rela-
tively new enterprises with a potential for quick
growth, and acquisition funds (buyouts), where

the fund buys control of a company and then
restructures the company and improves its profit-
ability. Acquisition funds manage far more capital
than venture capital funds.

In unlisted markets there is no investable
benchmark index, which means that passive
index management is not possible. It also makes it
difficult to test whether unlisted equities have
yielded a better risk-adjusted return than listed
markets.

The data available for funds invested in
unlisted equities is not very suitable for drawing
robust conclusions about the expected return and
risk associated with such investments. There are
relatively few studies on the historical return on
investments in unlisted equities, which is proba-
bly due to the lack of good data. Some studies,
such as Cochrane (2005) and Kaplan and Schoar
(2005), have found that the average net return
(after costs) on investments in unlisted equities
does not deviate a great deal from listed equities.
Other studies, such as Phalippou and Zollo
(2005), have found that the net return on invest-
ments in unlisted funds has clearly been poorer
than the return on the listed equity market. They
also point out that investments in unlisted equity
funds are illiquid and that the return on the funds
has a positive correlation with listed equities.
They question why investors have allocated so
much to unlisted equities when the historical
return has been low.

It seems probable that many of the return driv-
ers for unlisted equities in the long term will be
the same as for the listed markets. Like listed
companies, the earnings of unlisted companies
will have exposure to both economic activity in
general and the sectors they are a part of. Valua-
tion measures, such as the ratio between fair
value and earnings, will also probably be corre-
lated with the performance of the equity market
as a whole, because, for example, the goal of the
funds is to list the companies they have invested
in or sell them to listed companies.

Even though many of the drivers will be the
same for listed and unlisted markets, there will be
sectors and products in the unlisted equity market
that will distinguish them from the listed market.

Empirical studies show that there are greater
differences in the returns between funds that
invest in unlisted equities than those that invest in
listed equities. This means that the selection of a
manager is of greater importance than in listed
markets. If we manage to identify in advance and
obtain access to the best managers, then we can
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obtain a higher return on the unlisted equity mar-
ket in the long term. It can be argued that individ-
ual institutional investors and groups of institu-
tional investors should have better prerequisites
for success with investments in unlisted equities
than others because it is easier for them to obtain
access to the best managers. Lerner, Schoar and
Wongsunwai (2007) have found great differences
in the returns between various institutional inves-
tors in the USA. They found, for example, that
funds chosen by US university funds yielded good
returns, while funds selected by banks and con-
sultants yielded poorer returns.

The management costs for unlisted invest-
ments will be significantly greater than listed
investments. It is common that the funds charge
1.5 to 2.5 per cent of the managed funds in run-
ning management costs and around 20 per cent of
returns over a specific level. The performance-
related fees do not normally fall due until the fund
has sold the investments, and they are intended,
therefore, to give the fund managers incentives to
achieve good results and to align the interests of
the manager with those of the investors.

Investments in unlisted equities can of course
provide an opportunity to achieve an excess
return through the selection of capable managers,
and to reap benefits over time by investing in less
liquid assets. Investments in infrastructure
projects, such as electricity and water supplies,
toll roads, airports and telecommunications, have
traditionally constituted a very limited market.
However, increasing private participation and the
greater need for private funding have made these
kinds of investments more relevant for long-term
financial investors. The market for these types of
investments is expected to grow in the coming
years. The return on and the risk associated with
infrastructure investments will vary widely
among the different investments, but it is normal
to assume that the return and risk of developed
projects will resemble the return and risk associ-
ated with investments in real estate. As is the case
for real estate, investments in infrastructure will
also contribute to diversifying the risk associated
with the Government Pension Fund and to reap-
ing gains over time by investing in less liquid
assets.

In Recommendation no. 283 (2007-2008) to
the Storting, a majority of the Standing Commit-
tee on Finance, all the members except the mem-
bers from Fremskrittspartiet (the Progress
Party), stated that the Government Pension Fund
— Global should be allowed to invest in infrastruc-

ture. The majority referred to the fact that infra-
structure is a rapidly growing asset class among
institutional investors, especially due to the great
needs for infrastructure investments in emerging
economies. It was also stated that a fund that aims
to represent the best international practice in all
aspects of its management must develop invest-
ment competence in the asset classes that major
institutional investors are active in. At the same
time the requirements concerning quality and
verifiability of the management performance must
be maintained.

The Ministry’s assessment of investments in unlisted
markets

The desire to diversify the investments of the
Government Pension Fund — Global further and
the ability to invest in assets with reduced trada-
bility suggests consideration of both unlisted
equities and unlisted infrastructure investments,
which are currently beyond the scope of the
Fund’s investment alternatives. Investments in
unlisted markets will also be in accordance with
common practice internationally. A comparison of
the investments of the Government Pension Fund
— Global with other large funds internationally
shows that these funds often have a lower per-
centage of nominal bonds and that parts of the
capital are often invested in alternative asset
classes such as unlisted equities and infrastruc-
ture, etc.

New investment areas raise at the same time
new problems. A basic premise of the evolvement
of the strategy will be the need for adequate con-
trol of risk other than market risk, such as the
operational risk. Evolvement of the strategy must
also take into consideration the Fund’s role as a
responsible investor, and the significant need to
build up competence that will arise if new invest-
ment areas are chosen.

Several comparable funds that have started
with investments aimed in particular at the envi-
ronment and emerging markets in recent years
have allocated a major portion of these invest-
ments to unlisted markets. Corresponding invest-
ments by the Government Pension Fund - Global
would entail starting with possible investments in
infrastructure, unlisted equities, etc., in special-
ised segments for the environment and emerging
markets. Given that the Fund is not invested in
unlisted markets already, it might be more obvi-
ous to start with investments in the most devel-
oped segments of these markets, and then evolve
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the strategy to include special sub-markets for the
environment and emerging markets.

The Ministry has attached importance here to
a desire to achieve broader exposure to the envi-
ronmental sector, an issue that several of the con-
sultative bodies also addressed. This is a sector
where high growth can be expected over time.
Future assessments of a possible investment pro-
gramme aimed at sustainable growth in emerging
markets will consider, for example, investments in
unlisted equities and infrastructure in these mar-
kets. These assessments will attach importance to
finding a system for these kinds of investments that
constitutes an appropriate and natural evolvement
of the Fund’s strategy and safeguards the need for
good risk management. This will be more demand-
ing in emerging markets than in the developed
markets that will make up most of the investments
in the environmental programme. Following a com-
prehensive assessment, the Ministry aims to estab-
lish an investment programme for environmental
investment opportunities, which can also be a first
step towards investing in unlisted equities and
infrastructure. The scope of such investments will
be small in relation to the Fund’s total capital, and it
can possibly contribute to building up useful com-
petence for evolvement of the Fund’s investment
strategy in more general terms.

Further work

The Ministry intends to study additional issues
related to an environmental programme before
any investments are made. This applies, for exam-
ple, to a closer evaluation of the environmental cri-
teria and the expected return and risk of the vari-
ous investment alternatives, as well as the size of
the market, availability and other operational chal-
lenges. While investments that are already part of
the Fund’s investment universe, such as listed
environmental indexes and environmental bonds,
can be made quite quickly, any investments in
unlisted equities and infrastructure will take more
time. Such investments require that the opera-
tional manager possess special competence, and
they create challenges related, for example, to the
measurement and evaluation of the return and
risk. In addition, there is a need to establish
required rates of return, risk limits, provisions
related to responsible management and reporting
requirements to ensure fulfilment of the Minis-
try’s objectives for the investments.

There are clear capacity restrictions for invest-
ments in unlisted markets in general and for

investments in submarkets like eco-friendly tech-
nology and energy in particular. Based on the size
of the market, which is also limited by the access
to capable managers and funds, the Ministry finds
that the combined amount for the environmental
programme and a possible investment pro-
gramme aimed at sustainable growth in emerging
markets can be around NOK 20 billion, invested
over a five-year period. However, there is uncer-
tainty related to the capacity of the unlisted mar-
kets. This will entail substantial investments in
terms of the size of the markets and the invest-
ments made by other comparable funds interna-
tionally.

The Ministry will work further on these issues
and return to them in the National Budget for
2010.

Need for a more detailed assessment of the
consequences of climate challenges on the global
financial markets

Thorough assessments from various research
firms of how the portfolios can be adapted to a
future low carbon economy were received in the
consultative round (see Section 4.3). Methods
have been developed that attempt to identify fac-
tors that will influence the value of companies in
the future, which these research firms assume
are not taken into account in the current value of
these equities.

Given that carbon emissions will be priced in
accordance with a new international climate
agreement, the sum of the companies’ emissions
may mean increased costs. Certain sectors, such
as power production and metal production will be
exposed in particular to higher carbon pricing. On
the other hand, an overweighting of low carbon
sectors may substantially increase other forms of
risk in the portfolio. Banks and financial institu-
tions, for example, have very low carbon emis-
sions. However, these companies give exposure to
important risk factors such as credit and liquidity,
which the developments in recent months have
illustrated.

A general assumption made for the manage-
ment of the Fund is the fact that the financial mar-
kets are basically efficient in the sense that the
pricing reflects the information available. The
uncertainty related to what the future prices will
be for carbon emissions is accordingly not differ-
ent in principle from other types of uncertainty
that is also incorporated into the prices of financial
assets. In the opinion of the Ministry, it is, there-
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fore, uncertain whether it will be appropriate to
make major changes to an investment strategy
based on well-diversified investments and a high
degree of index management in light of the cli-
mate challenges.

The Ministry sees, nevertheless, based on the
great deal of uncertainty that is represented by
the climate challenges, that there is a need to eval-
uate more closely the consequences of the climate
challenges for the world’s financial markets. Cli-
mate change and the regulatory measures that
are adopted to counteract the development (in the
form of quota markets, for example) may have an
impact on the return on the Government Pension
Fund - Global.

In such an analysis there is a need to evaluate
how the world’s financial markets can be impacted
by the challenges associated with climate change
and what investors by the virtue of their role can do
to counteract unfortunate trends. Thereafter there
is a need to evaluate whether strategies can and
should be established for making active choices for
protection against possible incorrect pricing in the
market related to carbon emissions. In this context,
there should be a critical review of the various
methods for such active choices.

The Stern Review (“The Economics of Climate
Change” from 2006) provided important knowl-
edge about the impact of climate change on over-
all global economic development in the world, and
work of a similar nature can shed light on more
specific effects on financial markets. Against this
backdrop, the Ministry of Finance is aiming to ini-
tiate a study to assess how the challenges associ-
ated with climate change can affect the financial
markets and how investors ought to act in light of
this. This ought to be an international project and
can if necessary be carried out in collaboration
with other investors. The Ministry will present a
more detailed plan for this in the National Budget
for 2010.

2.5.2 Work on the fixed income benchmark

Over the last few years, important strategic deci-
sions have been made concerning increasing the
risk and expected return associated with the Gov-
ernment Pension Fund - Global by raising the
equity portion, through the inclusion of small-cap
companies and emerging markets in the bench-
mark portfolio for equities, and allowing the build-
up of real estate investments.

It may now be natural in the work to evolve the
Fund’s investment strategy to look more closely

at the composition of the benchmark portfolio for
interest-bearing instruments. This follows partly
from the fact that the Ministry stated in Report
no. 16 (2007-2008) to the Storting that it would
return to an evaluation of emerging bond markets
in light of the fact that emerging equity markets
were already included in the portfolio. Further-
more, there may be grounds to consider whether
there are other aspects of the composition of the
benchmark portfolio that ought to be reviewed in
more detail, including whether it is appropriate to
expand the portfolio to also include corporate
bonds with high credit risk (i.e. higher than
investment grade).

To this end, the Ministry invited Norges Bank
and the Strategy Council to shed light on and give
advice on the composition of the benchmark port-
folio for interest-bearing instruments. In a letter
dated 3 November 2008, Norges Bank states that
it is natural to consider including bond invest-
ments in emerging markets and corporate bonds
with high credit risk in the benchmark portfolio.
After an overall assessment that identified, for
example, a number of significant operational chal-
lenges, Norges Bank recommends not expanding
the benchmark portfolio in these areas for the
time being.

In a letter dated 20 March 2009 to the Ministry
of Finance, the Strategy Council writes that
expanding the benchmark portfolio to include
high-yield bonds and emerging markets is con-
sistent in principle with the desire to ensure fur-
ther risk diversification and reap liquidity premi-
ums. However, the Council points out that high-
yield bonds have some undesirable risk proper-
ties in periods of economic downturn, due to the
fact that the return tends to follow the return on
equities, and goes in the opposite direction of the
return on government bonds. Including high-
yield bonds in the benchmark portfolio for fixed
income instruments might weaken the ability of
the benchmark interest rate to protect the fund
capital in economic downturns. Against this back-
drop, and in light of the need to ensure the good
reputation of the Fund, the Strategy Council rec-
ommends that the fixed income benchmark not
be expanded to include high-yield bonds.

With regard to the issue of whether the bench-
mark portfolio for fixed income instruments
should be expanded to include bonds issued in
emerging markets (in local currencies), the Strat-
egy Council refers to the fact that limited data
make it difficult to assess the historical return and
risk associated with such investments. It is also
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pointed out that investments in emerging bond
markets entail a number of operational chal-
lenges. Against this backdrop, the Strategy Coun-
cil recommends not expanding the fixed income
benchmark with bonds issued in emerging mar-
kets in local currencies at this point in time. At the
same time, the point is made that the matter
should be reconsidered when more information is
available.

The Ministry has taken note of Norges Bank’s
and the Strategy Council’s recommendations and
that for the time being it is not recommended to
expand the benchmark portfolio for fixed income
instruments with high-yield bonds and bonds
issued in emerging markets. The Ministry is
therefore working on the assumption that it is not
pertinent to implement this type of change in the
imminent future. These issues will be reassessed
and the Storting will be informed of the findings
at a later date.

2.5.3 Regional and currency distribution

Another topic that the Ministry would like to
review in more detail is the regional and currency
distribution in the benchmark portfolio for the
Government Pension Fund — Global. The distribu-
tion here is based on the goal of preserving the
international purchasing power of the Fund in the
best possible way. Norway’s import pattern has
been an important reference, along with the con-
sideration of the broadest possible diversification
of the Fund’s risk and the Fund’s role as a finan-
cial investor with emphasis on low transaction
costs.

Initially the Ministry aims to shed light on the
issues. Regardless, any plans for changes in this
area will be some way off in the future. Since this
area is of strategic importance for the Fund, any
changes will be presented to the Storting before
they are implemented.

2.5.4 Rebalancing

The strategic benchmark portfolio the Ministry of
Finance defines for the Government Pension
Fund - Global and the Government Pension Fund
— Norway reflects the owner’s preferences
between the expected return and risk in the long
term, and it represents thus the most important
decision in the formulation of the investment
strategy.

The strategic benchmark portfolio defines
what percentages shall apply to investments in the

various asset classes and geographic regions. The
weights of the various asset classes will, however,
fluctuate over time in accordance with the per-
formance of the market. A distinction is therefore
made between the strategic benchmark portfolio,
with fixed weights, and the actual benchmark
portfolio, with floating weights.

The actual benchmark portfolio will thus devi-
ate from the strategic portfolio, and it will then no
longer reflect the owner’s original preferences
between the expected return and risk. It is, there-
fore, common to have a rebalancing mechanism
to bring the weights in the actual benchmark port-
folio back to the strategic weights, before they
start to float again.

The manager’s performance will be compared
with the actual benchmark portfolio. A rebalanc-
ing of the benchmark portfolio will normally
entail that the manager chooses to adapt the
actual portfolio. A rebalancing triggers, therefore,
transaction costs, which the owner is willing in
principle to bear to restore the portfolio’s strate-
gic weights.

The Government Pension Fund - Global
receives new funds every month, and these funds
are invested so that the weights in the actual
benchmark portfolio are brought back to the stra-
tegic weights as far as possible. This injection of
new capital contributes, therefore, to a partial
rebalancing of the actual benchmark portfolio, and
it results in a reduced need for full rebalancing,
where the weights are restored completely to the
strategic weights. Partial rebalancing through the
injection of new capital is a very cost-effective
rebalancing strategy. For a fund like the Govern-
ment Pension Fund — Norway, which does not have
a regular injection of new funds, the costs associ-
ated with rebalancing will typically be higher.

Even with partial rebalancing, the weights of
the actual benchmark portfolio may, however,
deviate significantly from the strategic weights.
Detailed rules have, therefore, been formulated
for when and how full rebalancing is to take place.
The actual benchmark portfolio is subjected to a
full rebalancing if certain conditions concerning
the deviation of the asset classes from the strate-
gic weights are met. Conditions have also been
defined in this connection to avoid unnecessarily
frequent and small rebalancings, which are costly.
For example, the very poor performance of the
equity markets in recent times has triggered a
rebalancing of the Government Pension Fund,
and equities have been purchased to restore the
portfolio to the strategic weights.
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In general, the accumulated transaction costs
over time in connection with full rebalancing
increase with the frequency of the rebalancings.
Frequent rebalancings also incur operational
costs. If the ongoing injection of new funds
decreases in relation to the value of the Fund, the
partial rebalancing from the injections will be less
effective and full rebalancings will in isolation be
more frequent. If such circumstances are
expected, it may be cost-effective to adjust the
conditions for full rebalancing, so that the fre-
quency of future full rebalancings is limited. How-
ever, this must be weighed up against the disad-
vantages of permitting the asset weights in the
actual benchmark portfolio to move further away
from the “optimal” strategic weights.

The Ministry of Finance has recently analysed
the rebalancing regime for the Government Pen-
sion Fund - Global. The reason for the analysis
was the fact that the injection of new capital is
expected to decrease in relation to the value of the
fund. In addition, the Fund’s equity portion has
increased, which entails higher expected volatility
and thus more frequent full rebalancings. The
Ministry has, therefore, evaluated whether it
is appropriate to adjust the conditions for full
rebalancing, or to allow the portfolio weights to
float a little more freely, to reduce the expected
rebalancing costs over time.

The analysis is based on a portfolio simulation
model, where the estimates for the expected long-
term return and volatility for the various asset
classes are those referred to in Section 2.3.2. The
fiscal policy assumptions are retrieved from the
Ministry’s budget publications. The simulation
model generates a large number of paths for the
value of various asset classes over time horizons
from 5 to 20 years. The current rebalancing
regime and alternative regimes are simulated in
the model, and this results in estimates of the
expected number of full rebalancings over the
time horizon, accumulated transaction costs in
connection with the rebalancings, and the portfo-
lio’'s expected return and risk throughout the
period.

The results of this analysis can be summed up
as follows. If the current rebalancing regime is con-
tinued, then a slight increase in the number of full
rebalancings over the next five years in relation to
the last five years must be expected. The number is
nevertheless low. A further, but moderate, increase
in the number of full rebalancings is expected
thereafter. The associated transactions costs will,
therefore, increase somewhat, but from a low level.

If the current regime is adjusted, so that the
asset class weights are allowed to float more, then
the expected number of full rebalancings will be
reduced, as well as the accumulated transaction
costs. This must be weighed up against the disad-
vantages. Firstly, the actual benchmark portfolio
will deviate over time somewhat more from the
strategic benchmark portfolio, which represents
the owner’s desired exposure to the capital mar-
kets. Secondly, the expected risk, in the form of
portfolio volatility and probability for large losses
(“downside risk”), will increase marginally
because the equity portion will be permitted to
rise a little more over time. Thirdly, the expected
return will be reduced marginally, in spite of the
transaction costs saved, partly due to the lower
diversification return.

After an overall assessment, the Ministry of
Finance has decided to continue the current
rebalancing guidelines for the time being. The
analysis and experience will, however, evolve over
time. The Ministry will, therefore, reconsider this
issue at a later point in time.

2.5.5 On oil price risk

The question of whether the Government Pension
Fund - Global should reduce its equity holdings
in the international oil and gas sector has been
raised from time to time. The argument is that the
State assumes an unnecessarily high oil price risk
through financial investments in this sector, in the
sense that the value of the Fund will be too highly
correlated with the value of the State’s revenues
from oil and gas in the North Sea and the level of
activity in the economy in general.

The argument is based on the observation that
the return on equities in the oil and gas sector is
relatively highly correlated with the variation in
the price of oil. This is illustrated by Figure 2.13,
which shows the development of the value of a
broad-based portfolio of oil and gas shares (FTSE
All-World Oil&Gas index, in a basket of local cur-
rencies) since 1994, compared with the develop-
ment of the price of oil (normalised at 100 in
1994). The portfolio value and price of oil follow
each other closely. The figure also illustrates the
performance of a global equity index for all sec-
tors (FTSE All-World), which is not so closely
linked to the price of oil.

Another way of illustrating this is to calculate
the correlation (covariation) between the varia-
tion in the price of oil and total rate of return for
the global sector indexes that are included in the
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Oil price and equities
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Figure 2.13 Development of oil price, a global
equity index for the oil and gas sector, and a broad
global equity index

Source: Datastream

global equity index FTSE All-World. The correla-
tion coefficients are based on monthly figures
since 1994 and are illustrated in Table 2.5. The
closer the correlation coefficients are to 1, the
higher the covariation. The correlation between
the price of oil and rate of return is clearly the
greatest for equities in the oil and gas sector
(coefficient 0.52), and significantly higher than
the equities in the broad-based global index FTSE
All-World (0.18).

The table also illustrates the average (geo-
metric) annual total return and volatility (stand-
ard deviation of the return) over the same
period. It should be noted that it is the oil and
gas index in the FTSE All-World index that has
performed the best since 1994, in spite of the
sharp fall in the price of oil recently. For this sec-
tor the average geometric rate of return for the
15-year period has been as much as 10.5 per
cent. This is more than double the rate of return
for the broad-based FTSE All-World index. In

comparison, for example, the financial sector
yielded an average rate of return of only 3 per
cent.

Equities in the oil and gas sector are in other
words relatively highly correlated with the price
of oil. It may, therefore, be interesting to study the
effect of omitting this sector from a broad-based
global equity index. The outcome of these calcula-
tions is illustrated in Table 2.6. The correlation
between the variation in the price of oil and total
rate of return for the calculated equity index
excluding companies in the oil and gas sector
(“FTSE All-World-ex-Oil&Gas”) falls to 0.14 (from
0.18 for FTSE All-World). However, the average
rate of return also falls over the last 15 years by
0.7 percentage points to 4.2 per cent, while the
volatility increased by 0.3 percentage points to
15.1 per cent.

Hence, according to the historical data since
1994, the covariation of the Government Pension
Fund - Global with the price of oil can be reduced
a little by excluding oil and gas companies from
the equity portfolio, but from an already low level
(correlation coefficient of 0.18 for the equity port-
folio, while the bond portfolio’s correlation is even
lower). There are, however, costs associated with
this small reduction in covariation in the form of a
lower rate of return and higher volatility.

The reduction in the rate of return is related to
the strong development in the value of oil and gas
equities relative to a broad market index, a devel-
opment that accelerated in 2003-2004, when the
price of oil was still low (see Figure 2.13). The
increase in volatility, which is noteworthy since a
sector with relatively high volatility (18.2 per cent)
is excluded, is due to the fact that the equity port-
folio is less diversified when companies in the oil
and gas sector are excluded. This shows that this
sector has had very favourable diversification
properties, since the rate of return has been rela-

Table 2.5 Annual rate of return (geometric) and risk (standard deviation) in per cent, as well as the correlation
with the price of oil for the global sector specific indexes since 1994 (local currency).

FISE FTSE FISE FISE FTSE FTSE FTSE FTSE
Oil& Basic FTSE Cons. Health Cons. Tele FTSE Finan- FTSE All-
Gas mat. Indust. goods care serv. com Utilities cials Tech. World

Correlation with
price of oil 052 025 019 012 -0.08 0.05 004 016 0.05 017 0.18
Rate of return 10.5 5.4 54 4.1 8.0 2.6 5.8 6.7 3.0 5.2 4.9
Standard deviation 182 186 170 171 121 150 168 11.8 185 28,5 148

Source: Datastream
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Table 2.6 Rate of return, risk (volatility) and correla-
tion with the price of oil for global equity indexes
with and without the oil and gas sector since 1994
(local currency)

FTSE

FTSE All-World-ex-

All-World Oil&gas

Correlation with oil price 0.18 0.14

Rate of return (per cent) 4.9 4.2
Standard deviation

(per cent) 14.8 15.1

Source: Datastream

tively lowly correlated (0.59) with the global
equity portfolio without oil and gas equities
(FTSE All-World-ex-Oil&Gas).

If, instead of looking at the correlation of the
price of oil with the equity portfolio of the Govern-
ment Pension Fund — Global, we calculate the cor-
relation of the price of oil with the Fund as a
whole (with 40 per cent bonds), combined with
the value of the remaining Norwegian oil and gas
reserves, we find that the effect of excluding oil
and gas sector equities lessens. To simplify this
analysis we make the assumption that this “petro-
leum wealth” consists of 50 per cent financial
assets (Government Pension Fund — Global) and
50 per cent oil and gas reserves. One finds that
the correlation between the monthly variation in
the price of oil and the value of the petroleum
wealth is very high (0.97). When equities in the
oil and gas sector are excluded from the Fund, the
effect of this correlation is hardly measurable
(correlation falls from 0.972 to 0.970).

In reality, however, the remaining oil and gas
reserves represent an even greater share of such
defined petroleum wealth, and the value of State
ownership in StatoilHydro comes in addition to
this, so that the effect of excluding the oil and gas
sector from the Fund’s equity portfolio becomes
even smaller. Figure 2.14 illustrates the composi-
tion of this petroleum wealth, and it is evident
here that the value of the Fund’s equities in the oil
and gas sector represent a very small share (1.7
per cent).

This analysis does not provide weighty grounds
for changing the current investment strategy,
which entails a broad and well-diversified exposure
to the world’s equity and bond markets across the
various countries and sectors. This strategy builds
on the principle that the weight of the companies or

Composition of Oil wealth

StatoilHydro

Fund without
oil and gas
shares

N

Oil and gas
sharesin
the Fund

Oil and gas
reserves

Figure 2.14 Composition of the State’s petroleum
wealth (defined as the sum of the net present value
of the State’s net cash flow from petroleum
activities, State ownership in StatoilHydro and the
Government Pension Fund - Global)

Source: Ministry of Finance

sectors in the three regions (Europe, America and
Asia/Oceania) is determined by their market
value. This principle is based on a hypothesis that
the pricing of securities in developed markets is
relatively efficient over time (see the earlier discus-
sion in this chapter). Excluding equities in the oil
and gas sector would represent a violation of this
strategy, especially because this sector currently
represents a significant portion of the equity mar-
kets’ capitalisation. Figure 2.15 illustrates that the
oil and gas sector’s share of the broad-based FTSE
All-World index has been on the rise and is over 11
per cent now.

The effect of excluding such a large portion of
the equity market would be a significant increase
in the weight of the other sectors (where the
financial sector is still the largest sector, even
though this sector’s percentage fell to around 20
per cent at year-end 2008). Somewhat less expo-
sure to the price of oil would be achieved, but
there would be greater exposure to other sectors
and risk factors.

There are also more qualitative arguments to
continue the current investment strategy. Several
oil companies are, for example, active in the
research and development of renewable energy,
which is a sector that shows strong growth. Long-
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Figure 2.15 Qil and gas sector share of the broad-
based global equity index FTSE All-World

Source: Datastream

term ownership in oil companies provides expo-
sure to these sectors.

The more fundamental question of how the
State handles the price of oil risk, however, is a
question that can be answered primarily through

the management of the petroleum resources.
The most important parameters here are the
strategy for the production and sale of oil and
gas resources, the tax system, the State’s owner-
ship in the petroleum sector, as well as the fiscal
policy guidelines on the use of the petroleum
revenues. By having a good policy in these areas,
we contribute to a stable and sustainable eco-
nomic development in the long term, and we
thus avoid the pitfalls that so many petroleum-
producing countries have experienced. By
investing revenues from the production of oil
and gas in the Government Pension Fund and
limiting withdrawals from the Fund in accord-
ance with the fiscal policy guideline, an impor-
tant reduction is achieved in Norway’s exposure
to the oil price risk. Financial assets in the Gov-
ernment Pension Fund are built up to meet the
challenges of tomorrow in step with the extrac-
tion of the petroleum reserves.
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3 Reporting on the work on the ethical guidelines for the
Government Pension Fund in 2008

3.1 Introduction

The Government Pension Fund — Global and the
Government Pension Fund — Norway are subject
to ethical guidelines. The Ministry of Finance laid
down ethical guidelines for the Global part of the
Fund on 19 November 2004, based on a report
and proposal by the Government-appointed Gra-
ver Committee (NOU 2003: 22). The same year,
the Executive Board of Folketrygdfondet introdu-
ced ethical guidelines for the domestic part of the
Fund. The guidelines for the two parts of the
Government Pension Fund may largely be cha-
racterised as founded on a shared ethical plat-
form. At the same time, the tools deployed are
somewhat different in view of differences in terms
of the size and investment strategies of the two
funds, among other things.

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. At year-end 2008, the Fund held
equity investments in approx. 7,900 companies.
Norges Bank’s average ownership stake in these
companies is about 0.8 per cent. The tools used to
integrate the ethical concerns are adapted to this
strategy. The current ethical guidelines of the
Government Pension Fund - Global prescribe
active exercise of ownership and the exclusion of
companies as tools to promote the financial inte-
rests and the ethical commitments of the Fund
(see the more detailed discussion in Section 3.2).

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. At
year-end 2008, the Fund had holdings in a total of
51 companies listed on the Oslo Stock Exchange
and 123 companies in Denmark, Finland and Swe-
den. Folketrygdfondet’s average ownership stake
in Norwegian companies is about 6.1 per cent. Its

average ownership stake in other Nordic compa-
nies is about 0.25 per cent.

In its management of the Government Pension
Fund - Norway, Folketrygdfondet emphasises
positive selection of the companies in which its
assets are 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 relati-
vely limited number of companies.

In this chapter, the Ministry reports on the
main points in its work on the ethical guidelines
for the Government Pension Fund in 2008. The
results of the evaluation of the ethical guidelines
for the Government Pension Fund — Global are
discussed in Chapter 4.

Exercise of ownership

The basic principles for exercise of ownership are
the same for the Government Pension Fund -
Global and the Government Pension Fund — Nor-
way (see Box 3.1). Norges Bank and Folketrygd-
fondet have formulated their own principles for
the exercise of ownership rights, which are
founded on these basic principles. The ownership
efforts of Norges Bank and Folketrygdfondet are
discussed in more detail in Section 3.2.

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. Since 2002, the Ministry of Finance has
excluded 32 companies pursuant to the criteria
stipulated in the ethical guidelines, based on
recommendations from the Council on Ethics.
The basis for exclusion of companies is discussed
in more detail in Box 3.3 below.
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Box 3.1 Basic principles for the exercise of ownership

The principles governing the exercise of
ownership rights as part of the management of
the Government Pension Fund are based on the
UN Global Compact, the OECD Principles of
Corporate Governance and the OECD Guideli-
nes for Multinational Enterprises. Using these
international principles as a basis, Norges Bank
and Folketrygdfondet have defined their own
principles for their exercise of ownership rights.
Both Norges Bank and Folketrygdfondet have
adopted the UN Principles for Responsible
Investment (PRI), and report to the PRI secreta-
riat each year on their compliance with the prin-
ciples.

The UN Global Compact

The UN Global Compact defines a total of ten
universal principles derived from the Universal
Declaration of Human Rights, the ILO Declara-
tion on Fundamental Principles and Rights at
Work and the Rio Declaration on Environment
and Development. The principles are general in
nature and say that businesses should respect
human rights and not be complicit in human
rights abuses, uphold the freedom of association
and collective bargaining, as well as eliminate all
forms of forced and compulsory labour, child
labour and discrimination in respect of employ-
ment and occupation, support a precautionary
approach to environmental challenges, as well
as promote greater environmental responsibility
and the development and diffusion of environ-
mentally friendly technologies, work against all
forms of corruption, including extortion and bri-
bery.

4,700 companies and organisations in more
than 130 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 principles are very extensive and mainly
address the basis for effective corporate gover-

nance, the rights of shareholders and key
ownership functions, equitable treatment of sha-
reholders, transparency and disclosure, and the
responsibilities and liabilities of boards of direc-
tors.

OECD Guidelines for Multinational Enterprises

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

The UN Principles for Responsible Investment

The UN Principles for Responsible Investment
are an initiative in partnership with the United
Nations’ Environment Programme Finance Initi-
ative and the UN Global Compact. The initiative
is aimed at the owners of assets, asset managers
and their professional service partners, all of
whom are encouraged to sign the principles.
The principles can help raise awareness in the
financial markets in areas that need protection,
as part of the work to ensure adequate, long-
term wealth creation in business. The principles
cover aspects linked to being a responsible and
active owner by incorporating environmental,
social and corporate governance issues (ESG)
into management work and exercise of owners-
hip. This kind of integration will also have conse-
quences for what type of information investors
request from companies and what the compa-
nies are expected to report on. The members of
PRI have a duty to report on their own compli-
ance with the principles on an annual basis.
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3.2 Reporting on the exercise of
ownership rights

3.2.1 Ownership activities in Norges Bank

Norges Bank’s exercise of ownership builds on
the basic principles laid down in the ethical guide-
lines for the Government Pension Fund — Global.
These basic principles are of a very overarching
nature and lay down general requirements con-
cerning the content of the exercise of ownership
through reference to the UN Global Compact and
the OECD guidelines on corporate governance
and multinational enterprises (see Box 3.1).
Ownership work is rooted in a document appro-
ved by Norges Bank: “Principles for exercise of
ownership and safeguarding financial wealth.” The
bank’s principles imply that a number of require-
ments are imposed in relation to the companies in
which the Fund is invested, as far as responsible
business conduct and transparency are concer-
ned. Furthermore, the principles imply that there
are requirements as to the companies’ form and
management structure, as well as to their long-
term sustainability, inasmuch as the companies
need to take into account effects of their own acti-
vities on the environment and on society in gene-
ral.

Norges Bank was involved in the development
of the UN-initiated “Principles for Responsible
Investment” (PRI). This is an important internati-
onal platform targeting the investor role. The
bank bases its exercise of ownership and interac-
tion with other investors on these principles. The
principles are described in more detail in Box 3.1.

Norges Bank has invested considerable
resources in establishing solid, target-oriented
ownership activities. The bank’s goal is to be
recognised as one of the world’s most prominent
and serious active owners.

The objective of the exercise of ownership is to
safeguard and build financial wealth for future
generations by promoting good corporate gover-
nance and by striving towards high ethical, social
and environmental norms in the companies. Nor-
ges Bank uses its position as a shareholder to raise
topics relating to traditional shareholder rights
such as the shareholders’ right to equitable treat-
ment and influence, etc. At the same time, the bank
emphasises topics that affect developments and
the framework conditions for the companies’ input
factors. This applies to both human resources,
such as future labour force, and natural resources,
such as access to clean water and clean air.

The tools at Norges Bank’s disposal in its
ownership efforts are linked to the ownership
position the bank has in many companies. A sha-
reholder’s primary means of expressing his opi-
nion is by voting at general assemblies. In 2008
Norges Bank voted at 7,871 general assemblies
on almost 70,000 issues. Since 2007, Norges Bank
has published its vote in each individual case. The
bank has established principles for how it votes.
Norges Bank is working actively to contribute to
more efficient processes for global voting, and
aims to vote at all the general assemblies in the
companies the Fund has holdings in.

Other tools Norges Bank makes use of include
dialogue with individual companies, collaboration
with other investors, participation in international
networks and organisations, input to regulatory
authorities, research and public communication
of opinions and expectations.

When choosing between several possible instru-
ments, Norges Bank considers what will have the
greatest impact in relation to resource use, among
other things. Sometimes it is most expedient to
strive to exert an influence through regulations, as
they will have an impact on all the companies in a
segment. In other cases, change can be achieved
through dialogue with one or more companies.
There has been an increase in this type of activity.

The bank has given priority to a handful of
areas of commitment that are regarded as key in
promoting the Fund’s interests as an investor, and
where there is a close connection between ethics
and long-term financial return. 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.

Areas of commitment

Norges Bank has chosen three main focus areas in
its ownership work: topics linked to traditional cor-
porate governance; children and children’s rights;
and the way companies deal with the external
effects of their activities and the natural resources
in the value chain, including questions related to
long-term changes to the natural environment.

Corporate governance

Good corporate governance is important in order
to ensure the Fund’s return over time and is
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necessary to ensure that the owners have real
influence and dialogue with the companies. It is
also a prerequisite for work on social and environ-
mental issues.

Norges Bank aims to achieve fair financial tre-
atment of all shareholders and strives to exert
influence over the people who have been chosen
to run the company on behalf of the shareholders.
The bank works along two axes in its efforts to
achieve this goal: it targets standard setters and
organisations in order to affect the framework and
regulations for the capital markets, and it targets
the companies and their conduct and strategy.

Since Norges Bank wants an investor profile
that can provide long-term influence, the bank
focuses on ensuring the company’s trust in the
market and the board’s role, routines and respon-
sibilities. At the end of 2008, Norges Bank had
established or continued dialogue with 16 compa-
nies concerning issues linked to good corporate
governance and shareholder rights. A central
topic that the bank has raised with many compa-
nies is the board’s independence. This applies to
the chair of the board and central executive com-
mittees. It is also expected that the majority of the
directors are independent of dominant owners
and the company’s management. In addition,
voting rights and transparency in corporate infor-
mation have been discussed with some of the
companies.

In matters related to corporate governance,
Norges Bank has generally voted in favour of the
proposals forwarded by the management in 2008.
However, in 11 per cent of the cases, the bank
deemed it right to vote against the management’s
proposals. Norges Bank has voted against candi-
dates for the board of directors if the board as a
whole does not satisfy the bank’s expectations
concerning sufficient independence from the
company’s management or dominant owners. The
bank has also voted against managerial salary
schemes in cases where there is no obvious link
between performance and reward.

In 2008, Norges Bank in collaboration with
other investors contributed information and expe-
riences acquired in its role as fund manager for
preparation of a new financial market regulation
in Germany. The goal was to avoid an unintended
narrowing of investors’ opportunities for con-
structive dialogue concerning companies. Norges
Bank also took part in a process to develop new
International Financial Reporting Standards
(IFRS) for companies engaged in activities within
extraction of natural resources (oil, gas and mine-

rals). The opinion has been voiced by a number of
parties that the new accounting standard must
require that companies in the extractive industry
report on value streams paid to authorities on a
country-by-country basis. Norges Bank has sup-
ported this. These kinds of standards would help
simplify valuation of the companies and counte-
ract corruption. See the more detailed discussion
in Section 4.4.

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. Efforts in this area are per se a
moral imperative. In many countries, national
legislation, and compliance therewith, is inade-
quate when it comes to child labour and protec-
tion of children’s rights, making 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 atten-
tion in the past. The reputational and economic
risks of failing to safeguard the rights and health
of children can, at the same time, be considerable.

Norges Bank has prepared a document NBIM
Investor Expectations on Children’s Rights, to cla-
rify to companies what expectations the bank as
an investor has in respect of children’s rights and
child labour in particular. The document is based
on the UN Convention on the Rights of the Child,
as well as ILO conventions on child labour.

In 2008, NBIM has concentrated on implemen-
ting this expectations document, as an analysis
tool and in the bank’s dialogue with the portfolio
companies. The target group for the strategy area
children’s rights consists of companies engaged
in activities in sectors and regions where there is
a high risk of child labour. Over 500 companies
involved in production of genetically modified
seeds, chemicals, cocoa, mining, the iron and
steel industry and the textile industry have been
systematically analysed using the criteria laid
down in the expectations document. In 2008,
efforts in this area have focused on four important
markets: India, Brazil, China and West Africa. In
connection with its annual report for 2008, Norges
Bank has published information on how the vari-
ous sectors meet the bank’s expectations concer-
ning child labour on the basis of these analyses. In
the future Norges Bank is going to report on an
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annual basis on the various sectors’ compliance
with the bank’s expectations in this area.

At year-end 2008, Norges Bank was in talks
with 130 companies and involved in 19 corporate
commitment projects linked to child labour, risk
management in the supplier chain and the board’s
competence in issues related to child labour. A
commitment project with a company is far more
extensive than a dialogue. Dialogue may be limi-
ted to making contact with the company, without
any meetings being held, whereas commitment
projects with companies will often be processes
that run over several years and have long-term
objectives. The purpose of a commitment project
is to communicate Norges Bank’s expectations
and assist the companies in evaluating and impro-
ving their corporate governance processes. Nor-
ges Bank is currently involved in a commitment
project with the company Monsanto, for example,
related to use of child labour in the cotton seed
industry in India. This is discussed in more detail
in Section 3.3.2.

The environment

In line with the ethical guidelines for the Govern-
ment Pension Fund — Global, it is natural to consi-
der the economic impact of environmental sustai-
nability for a long-term global investor, not least in
view of the threat of climate change. There is gro-
wing scientific consensus that the costs of imple-
menting effective measures against global war-
ming will be lower than the detrimental effects on
the global economy of continuing without more
measures than are currently in place. National
and international regimes for limiting greenhouse
gas emissions, such as pricing or quota mecha-
nisms and technological development, are neces-
sary instruments for reducing or eliminating this
threat. Norges Bank has chosen, for purposes of
contributing to this process, to focus on corporate
lobbying of government authorities as far as long-
term climate change is concerned. This approach
may also be of relevance to other environmental
issues.

In 2008, Norges Bank has focused in particu-
lar on the conduct of certain companies related to
the national climate-change regulations in the
USA. In 2008, Norges Bank has continued seven
established commitment projects with US compa-
nies, holding a total of 15 meetings with these
companies.

The commitment projects have dealt with the
extent to which proposals to reduce emissions of

greenhouse gases affect the companies’ business
and investment strategy, and what main issues the
companies in their turn discuss with the legisla-
tors. A bill concerning widespread regulation of
greenhouse gases was discussed in the US Senate
in 2008. In connection with this, Norges Bank has
strengthened its commitment projects with rele-
vant US companies. The bank’s objective for this
contact has been to communicate its and other
long-term investors’ expectations of the compa-
nies and the need for an effective solution to the
problem of climate change. The companies that
Norges Bank has been in dialogue with are major
players in the energy sector in the USA, which are
assumed to have a great deal of influence on US
legislation in the areas of climate change and envi-
ronmental protection.

Norges Bank has chosen to coordinate its
work in the area of climate change with other
investors. Two important initiatives were taken in
2008. Firstly, Norges Bank joined the Carbon Dis-
closure Project. CDP is an independent, non-profit
organisation that seeks to gather and publish
information on corporate emissions of greenho-
use gases and other information relating to corpo-
rate handling of greenhouse gas issues. The Car-
bon Disclosure Project approaches listed compa-
nies and asks them to complete a questionnaire
that among other things covers their emissions of
greenhouse gases, the companies’ position on the
effects of possible climate change, and what they
are doing to reduce their emissions. At present,
just under 400 investors have signed the CDP’s
information request. The results may be able to
provide a basis for following up companies
through ownership work and can also be used in
assessments in connection with investment decis-
ions. As a long-term, financial investor, the
Government Pension Fund will benefit from
access to information about different companies’
environmental strategies.

Secondly, in November 2008 Norges Bank
took part in a statement to heads of governments
and climate negotiators from more than 130 inves-
tors with total assets of USD 6,400 under manage-
ment that future climate agreements must be
strong and binding. The statement declares that
investors care about climate change because it
will affect the global economy and the investors’
investments. According to scientific assessments,
major global reductions in emissions are neces-
sary until 2050. The Statement reads:

“Private capital is essential to achieving the
transformation to a low-carbon economy and
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for contributing to the delivery of mitigation
and adaptation measures. Through the alloca-
tion of capital, and by engaging with companies
in our portfolios, investors can influence how
companies respond to climate change. &...;

A strong global agreement will underpin
investor confidence in the direction that regio-
nal and national climate policy will take and will
support investors in their engagement with
companies.”

The Statement calls for continuation of existing
and planned quota trading, and the hope is
expressed that an extended, more liquid global
carbon-trading market will be introduced in 2012,
with links between the regional quota markets.
Incentives are also required to encourage invest-
ments in low-carbon technologies.

3.2.2 Ownership activities in
Folketrygdfondet

The Executive Board of Folketrygdfondet has laid
down guidelines for exercising ownership rights
on the part of the Government Pension Fund -
Norway. The guidelines are based on the Norwe-
gian Code of Practice for Corporate Governance
and the UN Global Compact, as well as the OECD
principles for corporate governance and for multi-
national companies. In 2008, Folketrygdfondet
formally adopted and signed the UNe-initiated
Principles for Responsible Investment (PRI).
These principles are described in more detail in
Box 3.1.

The overarching objective of the exercise of
ownership by Folketrygdfondet is to safeguard
the financial interests of the Fund. In order to help
promote long-term wealth creation, Folketrygd-
fondet has defined ethical principles for invest-
ment activities that have been integrated into the
guidelines for Folketrygdfondet’s exercise of
ownership.

Key aspects of exercise of ownership

Good corporate governance and corporate mana-
gement shall promote the rights of owners and
other stakeholders in relations with the compa-
nies and also ensure that the companies’ manage-
ment mechanisms 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 sharehol-
ders
— Safeguarding the rights of shareholders and
their scope for promoting corporate gover-
nance
— Ensuring that the appointment of directors is
well prepared, related to defined competency
requirements and vested in the shareholders
— 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 importance to exami-
ning whether the company does itself, or through
entities controlled by it, produce weapons that vio-
late fundamental humanitarian principles in their
normal use. It also examines whether the com-
pany bases its business on actions or omissions
that involve the violation of human rights, child
labour, environmental damage, corruption and
other violations of fundamental ethical norms.
During such examinations Folketrygdfondet
looks at a number of factors, including what pro-
duction methods are used, where production
takes place and the company’s customer relations,
the company’s corporate culture and management
culture, the company’s ownership structure, and
the company’s ownership interests.

In December 2007, the Executive Board of
Folketrygdfondet adopted new ethical principles
for the management of the Government Pension
Fund - Norway, based on the ethical principles
that were stipulated in 2004 (see the description in
Report no. 16 (2007-2008) to the Storting).

Folketrygdfondet submits a report on its exer-
cise of ownership rights each year. The reports
give an account of the activities carried out by Fol-
ketrygdfondet for purposes of attending to its
ownership interests and address the following,
among others:

— Special matters deliberated in the sharehol-
ders’ meetings

— Relevant matters Folketrygdfondet has raised
with the companies

— The number and type of offices held by
employees of Folketrygdfondet

In order to safeguard shareholder value, Folke-

trygdfondet deems it important to follow up the

managerial salary policies of the companies. This

involves evaluating whether managerial salary

schemes are structured in such a manner as to

actually contribute to more effective and perfor-

mance-oriented corporate management, etc. Fol-

ketrygdfondet also examines any option schemes,
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and what these imply in terms of value transfer
from the shareholders to companies’ manage-
ment teams.

Information gathering and company dialogue

In order to ensure the most objective and precise
assessment attainable of the ethical attitudes and
actions of the companies, Folketrygdfondet has
adopted a methodology based on a combination of
open sources such as annual reports, information
in the media and on the Internet, and information
gathered directly from the companies through a
survey of all the Norwegian companies in which
the Fund has a holding.

The first phase of the assessments reviews
companies’ own reporting in the form of annual
reports, sustainability reports, Internet searches,
etc. On the basis of this information, Folketrygd-
fondet tailors 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, communi-
cation and organisation of its ethics work, as well
as the senior management’s attitudes concerning
the environment, human rights, corruption and
unethical conduct. Good corporate management
is deemed to be premised on the interplay bet-
ween 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 autumn 2006, Folketrygdfondet distributed
a questionnaire to 41 Norwegian companies in
which the Fund has a stake. Folketrygdfondet
received responses from 32 of the companies. The
findings are discussed in Folketrygdfondet's
Ownership Report for 2007. In 2008, Folketrygd-
fondet introduced a new initiative aimed at the
companies that did not respond to the question-
naire in 2006, and the questionnaire was sent to
the companies that had not been in the portfolio
in autumn 2006. Three companies responded to
the information request from Folketrygdfondet,
but their answers do not alter the previous assess-
ments of the survey findings.

The survey and Folketrygdfondet’'s assess-
ments of the ethical aspects of the companies’ cor-
porate management and practice give a generally
favourable impression of the attention levels, stan-

dards and practices on the part of the companies
that responded to the questionnaire. A significant
part of the variance in companies’ responses to
the various questions can be attributed to the
nature and size of the companies and the challen-
ges facing them. For example, companies within
the energy sector with extensive global activities
have more well-developed standards and practi-
ces in respect of corruption, human rights and
child labour than do service-providing companies
in the technology sector.

Folketrygdfondet will follow up the compa-
nies’ further efforts and developments relating to
the integration and handling of environmental and
social matters, and will initiate additional discus-
sions should the need arise.

Instruments

Folketrygdfondet’s ethical guidelines apply to the
entire investment portfolio. However, different
methods are used in the follow-up of the various
sub-portfolios.

Folketrygdfondet’s investment philosophy
entails that exercise of ownership is the most
appropriate instrument for following up the Nor-
wegian equity portfolio. If a situation arises that
gives grounds to query the conduct of a company
in which the Fund is invested, the issue shall be
raised with the company. In this way, an attempt is
made to influence the company to correct unac-
ceptable conditions and actions. The investments
in fixed-income securities do not yield the same
ownership rights as the investments in equities
and thus neither do they entail the same responsi-
bilities as owner. Nevertheless, Folketrygdfondet
relates to ethical and other issues linked to its
fixed-interest investments, and if a violation of Fol-
ketrygdfondet’s investment principles is found,
relevant steps will be considered and initiated. For
Norwegian companies where there are both
equity and fixed-income investments, these mea-
sures will affect both forms of investment.

As far as investments in Nordic equities or
fixed-income securities are concerned, Folke-
trygdfondet follows the decisions made by the
Ministry of Finance on the basis of the recom-
mendations rendered by the Council on Ethics for
the Government Pension Fund - Global. This
means that if the Ministry of Finance decides that
the Government Pension Fund - Global should
not invest in some companies, these companies
are also removed from the investment universe of
the Government Pension Fund — Norway.



2008-2009

Report no. 20 to the Storting 87

On the management of the Government Pension Fund in 2008

Table 3.1 Overview of companies that have been excluded from the investment universe of the Government
Pension Fund - Global on grounds of production of certain types of weapons

Product Date Company

Anti-personnel land mines 26 April 2002 Singapore Technologies Engineering

Cluster munitions 31 August 2005 Alliant Techsystems Inc, General Dynamics corpo-
ration,

L3 Communications Holdings Inc., Lockheed
Martin Corp., Raytheon Co., Thales SA

30 November 2006 Poongsan Corporation

31 December 2007 Hanwha Corporation Textron Inc.

31 December 2008 Textron Inc.

Nuclear arms 31 December 2005 BAE Systems Plc, Boeing Co., EADS Col, EADS
Finance BV, Finmeccanica Sp. A., Honeywell Inter-
national Corp., Northrop Grumman Corp., Safran
SA., United Technologies Corp

31 December 2007 Gen Corp. Inc.

Serco Group Plc.

Sale of weapons and military 28 February 2009
material to Burma

Dongfeng Motor Group Co Ltd.

1 The company EADS was initially excluded on 31 August 2005 on the grounds of its involvement in production of cluster muni-
tions. EADS no longer produces cluster munitions; however, the company is involved in production of nuclear arms, and on the
grounds of this, the Ministry of Finance upheld the company’s exclusion on 10 May 2006.

Source: Ministry of Finance

Following up individual companies

Folketrygdfondet continuously monitors the
equity and fixed-income portfolio by means of
Internet searches in editorial sources around the
world. This means that over 80,000 editorial sour-
ces are monitored and more than half a million
new items are scanned each day. The searches
are systematic, and Folketrygdfondet is notified if
companies in the portfolio are associated with key
ethical topics such as corruption, human rights,
child labour and environmental issues. This
makes it possible to check up on whether the
company is complying with its own guidelines
concerning ethical issues. A similar monitoring
system has also been established for the invest-
ments in bonds.

Cases that received much media attention in
2008 include the management of Eltek being char-
ged with insider trading and Telenor’s activities in
Bangladesh.

Folketrygdfondet has followed up these mat-
ters pursuant to the ethical principles for the
Fund. The companies have given an account of
the problems and described the measures they
have taken. Folketrygdfondet has taken note of
this for the time being.

Participation in international initiatives and
collaboration with other investors

In 2008, Folketrygdfondet formally adopted and
signed the UN Principles for Responsible Invest-
ment (PRI) (see Box 3.1). By signing the UN Prin-
ciples for Responsible Investment, the organisa-
tion commits to a “comply or explain” approach.
Folketrygdfondet’s Ownership Report for 2008
describes how Folketrygdfondet follows up the
UN principles.

In 2008, Folketrygdfondet took part in a colla-
borative project with the largest investors in Nor-
way called Beerekraftig verdiskaping (Sustainable
Value Creation) — an informal investor collabora-
tion to promote sustainable development and
long-term value creation in Norwegian companies
listed on the stock exchange. The objective of the
project is to actively influence Norwegian compa-
nies listed on the stock exchange to develop sus-
tainably and at the same time create long-term
value for their owners. In this context, “sustaina-
ble value creation” means that the companies
must create economic, environmental and social
value. The interests of the companies’ stakehol-
ders must also be safeguarded in a responsible
manner. Good corporate governance and corpo-
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Table 3.2 Companies that have been excluded from the investment universe of the Government Pension

Fund - Global on grounds of conduct

Activity that entails complicity in: Date

Company

serious or systematic human 31 May 2006
rights violations

Wal-Mart Stores Inc. and Wal-Mart de Mexico
SA de CV

31 May 2006
31 March 2007
31 October 2007

severe environmental damages

30 June 2008

30 November 2008

Freeport McMoRan Copper & Gold Inc.

DRD Gold Ltd.

Vedanta Resources Plc., Sterlite Industries Ltd.
Madras Aluminium Company

Rio Tinto Ltd. and Rio Tinto Plc.

Barrick Gold Corp

Source: Ministry of Finance

rate management are important elements in order
to ensure sustainable value creation.

Through the project, the investors sent out a
questionnaire to all the companies listed on the
main index of the Oslo Stock Exchange. The com-
panies were asked to answer questions about
whether they have guidelines covering key ele-
ments of responsible and sustainable business
operation, whom these guidelines apply to, where
they are anchored, how they are implemented,
and reporting on compliance. The board’s respon-
sibility for these areas was also covered in the sur-
vey.

The survey revealed wide variation in how far
the companies have come in their efforts to
ensure responsible and sustainable business ope-
rations. Health, safety and environment (HSE)
and responsible business operations are areas
that most companies deal with on the board level,
and most companies believe they have board
members who have specialist knowledge in this
field. HSE is also the area where most companies
have some degree of management system, con-
trol routines, defined targets, and where non-com-
pliance affects the management’s pay. Human
rights is the area where the companies together
have the lowest score.

The Sustainable Value Creation project has
helped initiate a number of positive processes.
Many of the companies that did not respond sta-
ted they wanted to review their internal systems
first and would respond to next year’s survey.
Many of the companies that reported that they do
not have guidelines for follow-up routines stated
that they are planning to make improvements in
this area.

3.3 Reporting on the exclusion
mechanism for the Government
Pension Fund - Global

3.3.1 Exclusion of companies through
screening and exclusion

Pursuant to the ethical guidelines for the Govern-
ment Pension Fund - Global, the Fund shall not
undertake investments that represent an unaccep-
table risk of the Fund being involved in unethical
actions as defined in the ethical guidelines. The
guidelines for exclusion are presented in Box 3.3.
As per March 2009, the Ministry of Finance has
excluded a total of 32 companies from the invest-
ment universe of the Government Pension Fund -
Global on the basis of recommendations from the
Council on Ethics. These companies are listed in
Tables 3.1 and 3.2.

The Council on Ethics for the Government Pen-
sion Fund - Global renders recommendations on
screening and exclusion, but the final decision as
to whether a company shall be excluded lies with
the Ministry of Finance. The Ministry of Finance
bases its decision on, among other things, the
Council’s assessment, but will normally also
attach weight to Norges Bank’s views as to
whether the Bank may, through ownership
efforts, reduce the risk of grossly unethical con-
duct.

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
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Box 3.2 Criteria for exclusion from the Government Pension Fund - Global
Screening The Ministry of Finance has excluded 22

Companies shall be excluded from the Govern-

ment Pension Fund — Global if they:

— produce weapons that violate fundamental
humanitarian principles in their normal use,
or

— sell weapons or military material to states
mentioned in article 3.2 in the supplementary
guidelines for management of the Fund (cur-
rently: Burma).

The Revised National Budget for 2004 provides
an exhaustive list of weapons that are currently
classified as screening criteria: chemical wea-
pons, biological weapons, anti-personnel mines,
undetectable fragmentation weapons, incendi-
ary weapons, blinding laser weapons, cluster
munitions and nuclear arms. The Fund shall not
invest in companies that develop or produce key
components for these types of weapons.

In Report no. 16 (2007-2008) to the Storting,
the Government ruled that the Government
Pension Fund - Global shall not invest in compa-
nies that sell weapons or weapon technology to
regimes on the list of nations whose government
bonds the Fund is prohibited from investing in.
This means that the Fund must not invest in
companies that sell weapons to Burma.

companies from the Fund under the screening
criteria. One of these companies sells military
material to Burma.

Exclusion

Companies shall be excluded from the Fund if
their acts or omissions imply an unacceptable
risk of the Fund contributing to:

— Serious or systematic human rights viola-
tions, such as, for example, murder, torture,
deprivation of liberty, forced labour, the worst
forms of child labour and other child exploita-
tion

— Serious violations of individuals’ rights in
situations of war or conflict

— Severe environmental damage

— Gross corruption

— Other particularly serious violations of funda-
mental ethical norms

Ten companies have been excluded from the
Government Pension Fund — Global to avoid an
unacceptable risk of the Fund contributing to
serious or systematic human rights violations
and severe environmental damage.

Finance if the Council finds that there are
grounds for recommending exclusion of the com-
pany from the Fund.

The Council on Ethics has five members and
maintains its own seven-person secretariat. The
secretariat conducts surveillance of companies
and prepares matters for the Council.

A closer look at 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 and
nuclear arms. The technical definition of cluster
munitions in the new Convention that was negoti-
ated and formally adopted in 2008 is slightly stric-
ter on certain points than the definition the Coun-
cil on Ethics originally based its assessment of
cluster munitions on. The Council on Ethics deci-

ded to adopt the Convention’s definition, resulting
in one more company being excluded on grounds
of production of cluster weapons.

In 2008, the screening criteria were also exten-
ded, so that companies will be excluded if they
sell weapons or weapon technology to regimes on
the list of nations whose government bonds the
Fund is prohibited from investing in. At present,
this means that the Fund must not invest in com-
panies that sell weapons to Burma. So far, this has
led to one company being excluded from the
Fund.

Two external consultancies review the Fund’s
portfolio for the Council on Ethics each quarter
and report on companies that may be engaged in
activities that violate the screening criteria. In
addition, the Council in collaboration with other
investors has engaged the company Jane’s Strate-
gic Advisory Services to draw up a list of compa-
nies that produce cluster weapons. When the
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Council deems it likely that a company produces
weapons that would merit screening, the company
is approached and asked to comment on the
Council’s assessment. If the company confirms
the information invoked by the Council, the Coun-
cil will render an exclusion recommendation.
Companies that do not reply when approached
are recommended for exclusion if the documenta-
tion in the possession of the Council shows that
there is a high probability that the company pro-
duces weapons that violate the screening criteria.

This procedure offers a reasonable degree of
assurance that companies producing weapons
that violate the screening criteria will be excluded
from the Fund. Nevertheless, it cannot be guaran-
teed that all companies will at all times be cor-
rectly screened by the Council’s monitoring sys-
tem.

A closer look at exclusion on the basis of conduct

Whilst screening relates to the products of the
companies, exclusion relates to the production
methods and conduct of the companies. The
Council therefore conducts its own investigations
to identify companies that may be involved in vio-
lation of human rights, environmental damage,
corruption and other violations of ethical norms.

The Council on Ethics has engaged a firm of
consultants to perform daily Internet searches of
news websites for all the companies in the portfo-
lio. Each month, the consultancy compiles a
report with an overview of the companies that can
be linked to severe environmental damage, com-
plicity in human rights violations, corruption or
other infringements of ethical norms. This report
generally picks up around 30-40 companies a
month. The majority of the Council on Ethics’
investigations are initiated as a result of these
reports. The Council on Ethics is also contacted
by people or organisations requesting that the
Council assesses topics or individual companies.
The Council on Ethics also monitors companies
or sectors of its own accord, especially in the
event of a situation that suggests that the Council
needs to be extra vigilant.

In its selection of cases, the Council on Ethics
will attach weight to how serious the violations of
norms are, whether a company is accused of seve-
ral counts of unethical conduct, whether it is
likely that such conduct will continue, and the
scope for documenting the conduct of which the
company is accused, etc. The intention is to iden-
tify companies where there is an unacceptable

risk that violations of the ethical guidelines are
taking place and are expected to continue. In
many cases, several companies are accused of
similar norm violations in the monthly reports. In
order to identify the most serious norm violations,
the Council on Ethics considers these cases
together. In some cases, the Council on Ethics
even reviews entire sectors in the portfolio.

Weight is attached to a number of factors in
the more detailed assessment of a company. The
degree of severity of the norm violation is asses-
sed again, and the Council also investigates
whether the violation is systematic and whether
norm violations have been reported in several of
the company’s operations. The Council also evalu-
ates how serious the norm violation is compared
with conduct in other companies with similar ope-
rations and in relation to other companies in the
same country or region. It is essential that the
norm violation can be documented and that there
is factual evidence to support the accusations
levelled at the company. Further, there must be an
unacceptable risk that the norm violations will
continue. In many cases, a closer investigation
reveals that the accusations are less serious than
initially assumed, that they are old events that
have been reported again, or that the company
has already implemented measures to remedy the
situation. In these kinds of cases, the Council
does not pursue the matter unless new informa-
tion is received suggesting that the company
ought to be reassessed.

In some cases, the Ministry of Finance asks
the Council to investigate individual companies.
In these cases the Council always makes a recom-
mendation, even if the recommendation is not to
exclude the company.

There is often a need for supplementary infor-
mation to shed light on cases beyond what is avai-
lable from publicly 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 alleged violations of norms are taking
place. This may involve fieldwork and assess-
ments of companies’ documentation. The Council
attaches considerable weight to ensuring quality
and confidentiality in this work.

Companies that the Council on Ethics believes
ought to be excluded will, in accordance with the
guidelines, be requested to comment on the
grounds on which the exclusion recommendation
is based. The companies may also be asked to
answer specific questions. The Council on Ethics
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emphasises describing in detail the grounds
underpinning the exclusion recommendation and
the provision of thorough documentation. 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 com-
pany in question is being considered for exclusion
pursuant thereto. The companies are asked to
respond within a specific deadline. In several
cases, the secretariat of the Council has attended
meetings with companies that have wished to pro-
vide additional information.

The Council on Ethics routinely assesses
whether the grounds for excluding a company
still exist and may, in light of new information,
recommend that the Ministry of Finance reverse
an exclusion ruling.

It is unrealistic to expect to be able at all times
to identify all companies that are complicit in seri-
ous violations of norms worldwide. Nor is it the
case that a company can be excluded immediately
on the basis of stories in the media, for example,
even if they are serious and credible. It is essen-
tial that the ethical guidelines are implemented in
a predictable and credible manner over time. This
means that the Council on Ethics must be allowed
sufficient time to complete processes and evalua-
tions in relevant cases, and that the companies
have to be given the opportunity to present their
version of the matter, or to adopt the necessary
measures. Only through such thorough proces-
ses will the ethical guidelines be able to carry
weight with and have impact on other investors,
and thus take on relevance beyond the direct
effect on the Fund’s own investments

The Fund’s investments in emerging markets
have increased as a consequence of all the coun-
tries in the index provider FTSE Group’s global
equity index being included in the benchmark
index in 2008. The number of companies in the
portfolio increased by approx. 800 companies last
year. The Council on Ethics has reported that
experience so far indicates that there is less infor-
mation available about companies domiciled in
these markets. In order to improve its access to
information about companies in emerging mar-
kets, the Council on Ethics will gather informa-
tion wusing special regional news searches.
Nevertheless, the expansion of the portfolio poses
a challenge for the Council. The possibilities for
gathering information are limited in several of the
countries that are now included in the benchmark
portfolio. It can be very demanding to gather con-

crete, reliable documentation from countries that
do not practise transparency in the government
administration or where it may be illegal or dange-
rous to spread information about companies’ acti-
vities.

3.3.2 The Ministry of Finance’s processing of
cases that do not result in exclusion

In the period 2006-2008, the Ministry has consi-
dered two cases that were based on recommenda-
tions on exclusion from the Council on Ethics, but
where it was concluded that exclusion was not the
most appropriate reaction. The cases were publis-
hed in September 2008 and March 2009.

In its deliberation of these cases, the Ministry
deemed that excluding the companies was not an
appropriate reaction, holding that other instru-
ments might yield a more positive impact. These
cases also illustrate a general need for a broader
set of tools for use in cases where it is particularly
difficult to assess the risk of future norm viola-
tions. The Ministry has attached importance to
assessments of objectives and pertinence that are
considered to be in line with the intentions under-
pinning the current regulations in order to
resolve these cases in this way (see the discussion
below). At the same time, there is a need to for-
mulate clear rules for the processing of similar
cases in the future, to ensure the system is trans-
parent, comprehensible and predictable.

The Ministry is proposing amendments to the
current ethical guidelines that meet these needs.
This is consistent with several of the consultative
inputs the Ministry has received in connection
with the evaluation of the ethical guidelines (see
the more detailed discussion in Chapter 4). Rules
that are currently laid down in the ethical guideli-
nes for the Government Pension Fund - Global,
along with proposals for new rules that amend
and supplement these guidelines will be incorpo-
rated in a new regulation for the management of
the Fund. The regulation will lay down the entire
management framework for the Government Pen-
sion Fund - Global in a single document (see the
more detailed discussion in Chapter 6). Chapter 4
discusses the results of the evaluation and propo-
sals for changes to the current ethical guidelines.

Child labour case

In November 2006, the Council on Ethics recom-
mended to the Ministry of Finance that Monsanto
Co. be excluded from the investment universe of
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the Government Pension Fund - Global. The
Council’s recommendation was based on an
assessment that, at that time, the Fund owning
shares in the company constituted an unaccepta-
ble risk of contributing to the worst forms of child
labour. In light of input from Norges Bank in
spring 2007, the Ministry of Finance decided that
it would be appropriate to use ownership influ-
ence for a limited period to see if this could
reduce the risk of contribution to grossly unethi-
cal activities.

Against the background of new assessments
of the Monsanto case by both the Council on
Ethics and Norges Bank in spring 2008, the
Ministry ruled that improvements had been made
and that Norges Bank’s continued ownership
influence in Monsanto would do much to rectify-
ing the problems. The Ministry therefore decided
to maintain its ownership in the company and that
Norges Bank as an active owner would continue
to collaborate with Monsanto in order to combat
serious forms of child labour.

Norges Bank reported on its plans for and
subsequently the results of its ownership activi-
ties in meetings and correspondence with the
Ministry of Finance in 2007 and the first half of
2008. In its contact with Monsanto, the bank has
attached importance to ensuring constant impro-
vements in the conditions for children employed
in the company’s activities.

Parallel to the dialogue with Monsanto, Nor-
ges Bank has taken the initiative to start a collabo-
ration between several multinational companies
involved in production of cotton and vegetable
seed. The goal is to contribute to the establish-
ment of a common standard for dealing with child
labour issues in the entire sector, not just in one
company. Norges Bank believes that a common
standard for multinational companies is the most
effective way to ensure long-term improvements.
The bank also believes that Norges Bank in its
capacity as an investor is in a unique position to
organise this kind of process. An initial meeting
was held with several companies, including
Monsanto Co., in June 2008.

For its part, the Council on Ethics carried out
a number of investigations in different parts of
Monsanto’s cotton seed production in India in the
period after the Council’s first recommendation
and up until spring 2008. The Council was aware
of the work the bank was doing and took this into
account when it made its final recommendation to
the Ministry on maintaining ownership in the
company. The Council on Ethics recognised that,

seen in isolation, there is still a situation that must
be characterised as “the worst forms of child
labour”, and thus a situation that in theory quali-
fies the company for exclusion from the invest-
ment universe of the Fund. However, the Council
on Ethics also recognised that Monsanto had
achieved significant improvements, in some geo-
graphical areas more than others, in terms of
reducing the scope of use of child labour. Further,
the Council on Ethics has voiced the opinion that
Norges Bank’s continued exercise of ownership
in Monsanto, and therefore also maintenance of
the investment in the company, appears to be a
prerequisite for any improvements in the situa-
tion.

This case is complex and serves to illustrate
the challenges a financial investor with an ethical
profile faces in connection with issues that are
tightly interwoven with socio-cultural circumstan-
ces, like child labour. It is hardly possible to prove
that investors benefit from companies stopping
using child labour, at least in the short term. At
the same time, selling the holding in the company
when such a serious situation as this one comes to
light, is not a satisfactory solution either. Perhaps
the shares will be bought by people who are less
concerned about child labour and how children
are treated.

Seen in its entirety, the Ministry regards it as
correct to adopt a more long-term perspective in
this matter and to grasp the opportunity to influ-
ence the company to make changes in a positive
direction. It is also important that the companies
that are contacted through exercise of ownership
and other tools, including possible exclusion,
experience that the rules are predictable. Norges
Bank has drawn up a document outlining its
expectations related to the child labour strategy
(see the description in Section 3.2.1). This will
help improve predictability for companies the
Fund is invested in.

Both Norges Bank and the Council on Ethics
are going to continue to follow developments in
Monsanto and their operations in India closely in
the years to come.

Corruption case

On 15 November 2007, the Council on Ethics
recommended that the Ministry of Finance
exclude the German company Siemens AG from
the investment universe of the Government Pen-
sion Fund - Global. In the Council on Ethics’ view,
there was an unacceptable risk of the Fund



2008-2009

Report no. 20 to the Storting 93

On the management of the Government Pension Fund in 2008

through its investment in Siemens contributing to
gross corruption. In May 2008, in light of new
information that became available after the
recommendation had been rendered, the
Ministry asked the Council on Ethics to reassess
Siemens. In a letter dated 3 September 2008, the
Council on Ethics upheld its original conclusion.
This is the first recommendation from the Council
on Ethics based on the corruption criterion.

Subsequent to the Council on Ethics™ first
recommendation in November 2007, further infor-
mation became available on the enterprise’s anti-
corruption measures in the company’s annual
report for 2007. In its second assessment, summa-
rised in a letter dated 3 September 2007, the
Council on Ethics stated that this information did
not alter the Council’s conclusion. Siemens then
entered into settlements with German and US aut-
horities on 15 December 2008. As part of these
settlements, the company must pay more than
NOK 11 billion in fines. Theodor Waigel, a former
German Minister of Finance and the appointed
contact between the company and the U.S. Securi-
ties and Exchange Commission, will oversee the
company’s anticorruption efforts over the next
four years and check that it is not involved in any
more acts of corruption.

In its assessment of this case, the Ministry
finds it clear that the matters that have been reve-
aled in Siemens merit the title of gross corrup-
tion. The acts of corruption are numerous, they
have been systematic, and large amounts of
money are involved. However, on the basis of the
view that the guidelines, including the exclusion
mechanism, shall have a forward-looking perspec-
tive, the Ministry has found it difficult to conclude
that exclusion is appropriate in this case.

The case clearly contains a number of dilem-
mas. After an overall assessment, the Ministry
has decided to attach most importance to the fol-
lowing elements: Siemens has put efforts to com-
bat corruption high on the agenda and introduced
many different measures. The company has ente-
red into settlements with German and US authori-

ties under which a trusted third party has been
charged with the task of monitoring the company.
The company is also the subject of close scrutiny
from inspection authorities, shareholders, the
press and others. In this kind of situation, the
company is under extreme external pressure to
comply with the measures it has said it will imple-
ment to combat corruption. This alone will help
reduce the risk of future norm violations, which is
the relevant assessment criterion.

Against this backdrop, the Ministry has ruled
that Siemens should be kept under observation
for up to four years, so that the Ministry has a bet-
ter basis for being able to assess whether the mea-
sures that have been implemented, combined
with all the pressure on the company, are yielding
positive results. The threshold for excluding Sie-
mens will be low if new cases of gross corruption
are discovered in the company. The Ministry
assumes that publishing its decision to keep Sie-
mens under observation may provide further
incentive for Siemens to intensify its effort to com-
bat corruption.

Corruption is a criterion in the ethical guideli-
nes, and the Ministry regards it as a point in itself
that this case can be used to focus on corruption
as a problem. At the same time, the spotlight is
being turned on a major player that has imple-
mented extensive measures to combat the culture
of corruption in its activities. This also sends a
message out to other companies about what the
management of the Government Pension Fund —
Global expects of companies when they come up
against these kinds of problems.

The Ministry finds it generally necessary to
introduce observation of companies as a supple-
mentary tool, alongside ownership work and
exclusion. A watch list would be especially well
suited to companies that are in the grey zone in
terms of exclusion, but where, for various rea-
sons, it is necessary to follow developments over
time before a final conclusion can be drawn. This
measure is described in more detail in Chapter 4.
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4 Evaluation of the ethical guidelines for the
Government Pension Fund - Global

4.1 Contents and executive summary

4.1.1 Introduction

The results of the evaluation of the ethical guide-
lines for the Government Pension Fund — Global
are presented in this chapter. The evaluation was
announced in Report no. 24 (2006-2007) to the
Storting. A description of the current system is
given in Chapter 3 above, together with an
account of the work done on the ethical guide-
lines in 2008.

The ethical guidelines were adopted in the
autumn of 2004 following a proposal from a Gov-
ernment-appointed committee headed by Profes-
sor Hans Petter Graver (NOU 2003: 22 For-
valtning for fremtiden (Management for the
future)). These ethical guidelines have been
viewed by many as a great leap forward with
respect to carving out and specifying guidelines
for ethical and responsible investment practices.

The Government wishes to maintain its high
ambition level for the work on responsible invest-
ing. Consequently, it made sense to carry out an
evaluation now that a few years of experience have
been gained with the ethical guidelines. At the
same time this provides an opportunity to absorb
the considerable national and international
progress made in this field. An evaluation during
the present Storting period is also in line with the
Soria Moria declaration.

The Government wants the Government Pen-
sion Fund — Global to be managed responsibly in a
manner that takes good corporate governance and
environmental and social issues into account. The
Government requires responsible management of
the Government Pension Fund - Global to be
structured so as to give it legitimacy among the
Norwegian population and market players. One
goal is to promote sustainable development in eco-
nomic, environmental and social terms. This is
regarded as a precondition for good financial
returns over time. The Government wants the Gov-
ernment Pension Fund - Global to promote good

corporate governance in portfolio companies and
to encourage the companies to respect fundamen-
tal ethical standards. It will continue to refrain from
investing in companies that seriously or systemati-
cally breach fundamental ethical norms. At the
same time the Ministry will emphasise looking at
the exclusion mechanism in connection with the
other work on responsible management. It is
important to monitor and contribute to develop-
ment of best practice in the area of responsible
investments. As with the general management of
the Government Pension Fund - Global, priority
must also be given to transparency, predictability
and proper procedures in this area.

The work on responsible management shall
be anchored in the Fund’s role of financial inves-
tor. This means that the division of work between
the Fund and the Fiscal Budget will be continued.
This also means that the government will con-
tinue the principle that the Fund shall not be used
as a foreign or development aid policy instrument.
A further description of the role as financial man-
ager and what this involves is provided in Chapter
2 and below in Section 4.2.2.

4.1.2 Summary - the most important results
of the evaluation

The main conclusions of the evaluation show that
the ethical guidelines are based on a solid founda-
tion and have proven to be robust over time. Many
important aspects can therefore be maintained. In
light of international developments and the experi-
ences gained with the ethical guidelines so far, the
Ministry is proposing some changes and adjust-
ments concerning existing goals and instruments.
At the same time, the Ministry is proposing a
number of additional measures to bolster and
refine efforts in the area. An overview of the
results of the evaluation is given in Box 1.1, in Part
I of the report.

Both current guidelines that will be continued
and new rules will be incorporated in a new regula-
tion concerning the management of the Govern-
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ment Pension Fund — Global, in addition to other
requirements regarding the investment manage-
ment. This regulation will combine all the rules for
the Fund that are currently divided among a vari-
ety of documents. See the discussion in Chapter 6.

A broad approach

To maintain the Fund’s solid position as a respon-
sible investor, the Ministry proposes that good
corporate governance and environmental and
social factors shall be integrated to a greater
degree as relevant factors in the overall work on
management of the Fund. This is in line with
international developments and will entail an
increased ambition level in this area. The role as
responsible investor will be one of the premises
for the Ministry of Finance’s work on investment
strategy for the Fund, see the more detailed
description in Chapter 2. Furthermore, the Minis-
try will demand that such considerations shall be
safeguarded at other stages of the investment
process, in accordance with the PRI principles.
According to the current ethical guidelines,
there are three tools for promoting the Fund’s
ethical obligations: exercising ownership rights,
negative screening and exclusion of companies
from the universe of permitted investments. The
new approach will provide more tools in the role
of responsible investor. The new instruments will
be added to the existing instruments and are not
intended to undermine their significance.

Clarifying an overarching objective

The ethical guidelines do not specify overarching
goals or targets that apply to the guidelines as a
whole. The two mechanisms — exercise of owner-
ship rights and the exclusion mechanism - are
based on different objectives, respectively ensur-
ing the long-term financial interests of the Fund
and avoiding involvement in grossly unethical
acts or omissions. The Ministry proposes clarify-
ing the overarching objective for the Fund as a
responsible investor, see the more detailed
description in Section 4.3.2 and Box 4.2.

The overarching objective will guide the work
as a responsible investor and the instruments that
can be employed on behalf of the Fund. In relation
to the current guidelines, the proposal represents
stronger emphasis on the desire to contribute to
positive changes in sustainability issues and with
respect to companies’ conduct in corporate gov-
ernance and social and environmental matters.

Continuing and adjusting the exclusion mechanism

The Ministry will continue its policy that the Fund
must not have investments that entail contribution
to companies’ serious or gross violations of funda-
mental ethical norms, pursuant to the same crite-
ria as today. In addition, it intends to exclude
tobacco producers from the Fund’s investments,
see below. There are also plans to further clarify
the issues that the Ministry believes ought to be
given priority when making a decision on exclu-
sion. For example, the Ministry believes that it
must be possible to attach importance to the
expected effects of an exclusion when using this
instrument, beyond the fact that the aim is to
avoid contribution to grossly unethical activity.
The exclusion mechanism ought not to be
regarded in isolation, detached from other work
on responsible management.

The Fund’s increased investments in emer-
ging markets will entail new challenges for appli-
cation of the ethical guidelines. This is discussed
separately. The same applies to application of the
ethical guidelines in war and conflict zones.

Measures are going to be introduced to
ensure predictability for the companies in the
portfolio. The Ministry will work to make the
interpretation and the content of the various crite-
ria for exclusion more readily available by amend-
ing the way it organises information. The Minis-
try believes publication of the Council on Ethics’
methods and principles for selecting companies
that are to be studied more closely, is an appropri-
ate measure. The Ministry will also ensure that a
procedure for reinclusion of excluded companies
in the portfolio is prepared and published.

Negative screening of companies from the portfolio
on the basis of the companies’ products

The Ministry is intending to continue negative
screening of companies that manufacture weap-
ons that violate fundamental humanitarian princi-
ples in their normal use and companies that sell
weapons or military material to states mentioned
in the supplementary guidelines for management
of the Fund. At present, this means Burma. In
addition, a new screening criterion has been pro-
posed to cover companies that produce tobacco.
Negative screening of companies that produce
tobacco has been considered on several occa-
sions. Several commenting bodies have said that
tobacco should be included in the screening
mechanism. Negative screening of entire product
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groups is a very powerful tool and ought to be
restricted to exceptional cases where it can be
shown that there is a clear consensus among the
population of Norway. There have been develop-
ments in the period after the Graver Committee
proposed the current ethical guidelines, both
internationally through a convention dedicated to
tobacco control (which came into force in Febru-
ary 2005) and nationally through restrictions of
the Tobacco Act in 2004, which must be deemed
to represent such a clear shared set of values
relating to screening tobacco producers. With
respect to questions about excluding other
unhealthy or socially unbeneficial services from
the Fund’s investment universe, including alco-
hol, there has not been the same degree of norm
development that can provide a similarly clear
anchoring nationally or internationally. In addi-
tion, tobacco is a product in a class by itself in that
it can cause serious health problems when used
as intended.

In the Ministry’s opinion, it is the production of
tobacco that should form the basis for screening.
Thus, selling tobacco will not be encompassed by
this criterion. The Ministry will study in more
detail different methods for delimiting screening
of companies that produce tobacco. Trying to
operate with zero tolerance for all tobacco produc-
tion may prove to entail particular challenges,
although this will be a starting point when the cri-
terion is formulated.

Exercise of ownership rights

The Ministry intends to continue the main princi-
ples of the current ethical guidelines as far as
exercising ownership rights is concerned. In addi-
tion to the work that is already being done in this
area, the Ministry is planning a number of new
measures that will support a high level of ambi-
tion and a high degree of transparency concern-
ing how ownership rights are safeguarded. The
Ministry will formally require that Norges Bank
integrate good corporate governance and environ-
mental and social responsibilities into its opera-
tions with regard to several parts of the manage-
ment of the Fund, in keeping with the PRI princi-
ples the Bank has adopted. The Bank will also be
subject to new formal requirements on transpar-
ency and reporting on work linked to the owner-
ship efforts.

Norges Bank has selected focus areas for the
exercise of ownership rights. The Ministry sup-
ports this. Choosing focus areas is an important

issue, and the Ministry proposes introducing a
process whereby it is consulted in advance about
important changes to or expansion of focus areas.
The Ministry may decide that significant changes
must be subject to a public consultation process
before a final decision is made. In the Ministry’s
opinion, publication of the document tetailing the
bank’s investor expectations on children’s rights
has been very successful, and the bank ought to
compile more publications outlining its expecta-
tions. An important area in this context will be
expectations linked to environmental issues. A
document on companies’ strategies to combat cli-
mate change is deemed particularly relevant. The
Ministry is also going to ask Norges Bank to pre-
pare an expectations document regarding trans-
parency and reporting on payment flows in com-
panies. Clear expectations from investors like the
Government Pension Fund - Global in this area
can counteract use of closed jurisdictions to con-
ceal unlawful acts, such as corruption, money
laundering and tax evasion, etc. and in this way
contribute to better functioning, legitimate mar-
kets. Publication of more expectations documents
would help create transparency about the work
related to ownership rights and also safeguard the
companies’ need for predictability.

Interaction between the various instruments

In line with what has been said above about an
overarching objective for working as a responsi-
ble investor, the Ministry believes that there is a
need to coordinate the use of instruments to a
greater degree than the current system provides.
The same applies to the activities of Norges Bank
and the Council on Ethics.

The Ministry is planning a new provision
whereby before deciding to exclude a company, it
must be assessed whether other instruments
might be better suited to achieving the Fund’s
objective as a responsible investor. This is already
partly in place in that on receiving a recommenda-
tion on exclusion of a company, the Ministry asks
Norges Bank whether the exercise of ownership
might be used to reduce the risk of new breaches
of the guidelines. This will yield a more targeted
use of the instruments as a group and will help
ensure that exclusion really is the last option after
other measures have been assessed. The Minis-
try is also planning to formalise the use of a
watch-list as a new instrument. In some cases, the
decision to put a company under observation may
be a good alternative, as it can be assumed that
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this will encourage the company to amend its con-
duct or will prompt the company to provide more
information to clarify the situation. It is thought
that the use of a watch-list will be particularly apt
in cases where there is great uncertainty about
future developments.

Closer collaboration and coordination will
necessitate adaptations in the mandates and meth-
ods of both Norges Bank and the Council on Eth-
ics. Once the Storting has considered the results
of the evaluation, the Ministry will continue to
work on the details of a new system in dialogue
with the Council on Ethics and Norges Bank.

Other topics and measures

In its capacity as a major international owner and
investor, the Ministry can help put important
issues on the agenda in terms of research and
international work that affects how environmental
and social issues and good corporate governance
can be safeguarded as effectively as possible by a
financial investor. The Ministry of Finance wants
to increase its commitment in this area.

Many of the bodies consulted have pointed out
that Norway’s oil wealth gives the country a par-
ticular responsibility to investigate problems
linked to carbon emissions and climate change.
For an investor with the characteristics of the
Government Pension Fund — Global in terms of its
long-term perspective and breadth of invest
ments, it will also be in the Fund’s own interests
to find out how climate change can affect develop-
ments in the financial markets.

The Stern Review! provided important know-
ledge about the impact of climate change on the
general economic development globally, and simi-
lar work could be done to shed light on the effect
on financial markets more specifically. Against
this backdrop, the Ministry is aiming to initiate a
study to assess how the challenges of climate
change can affect the financial markets and how
investors ought to act in light of this. This ought
to be an international project that could be carried
out in collaboration with other investors. The Min-
istry will present a more detailed assessment and
plan for this project in the National Budget for
2010.

In general, the Ministry wants to contribute to
the development of best international practice in
the area of responsible investments, and in this

L “The Economics of Climate Change — The Stern Review”,

Nicholas Stern, published by Cabinet Office — HM Treasury
2006

context will assess various measures that can sup-
port this. For example, this might be membership
in a selected international investor organisations,
collaboration with UN bodies that are active in
this field and greater contact with international
experts. Norges Bank and Folketrygdfondet have
both signed the UN Principles for Responsible
Investment (PRI). The Ministry of Finance wants
to express its further support of these principles
by the Ministry also signing them on behalf of the
Government Pension Fund.

The Ministry would also like to refer to the
fact that a new investment programme is being
prepared aimed at environmentrelated invest-
ment opportunities, see the discussion in Section
1.2 above.

In 2007, a new provision was introduced in the
management framework that the Fund may not be
placed in interest-bearing instruments issued by
the state of Burma. Several consultative com-
ments have been submitted concerning the wish
to expand the scope of the ban on investing in cer-
tain nations’ government bonds. The Ministry con-
tinues to believe that excluding a country’s gov-
ernment bonds from the investment universe of
the Fund due to the actions of the country’s
authorities constitutes a drastic foreign-policy
step. Burma is different in many respects, but the
main issue in this connection is the scope of the
international measures against Burma. Currently
no other sanction regimes or measures endorsed
by the Storting has backed have the same scope
as the measures against Burma. Without this kind
of international anchoring, using the threat of
exclusion from investment as a general instru-
ment in Norwegian foreign policy is out of the
question.

Secrecy jurisdictions (so-called fax havens)
can help conceal economic crime, among other
things. The Government takes a serious view of
the harmful effects that ensue from the harmful
practices employed in such secrecy jurisdictions.
The legislation and regulations in each individual
country determines whether it can be classified as
a secrecy jurisdiction. Efforts to combat so-called
tax havens must therefore target these nations’
authorities, as is already the case on a large scale.

It will not be pertinent to use investments in
secrecy jurisdictions as a separate exclusion crite-
rion in the equity portfolio. It is assumed that this
would have little effect and would entail huge
problems of delimitation.

Restrictions have been placed with respect to
the Fund’s real-estate investments so that unlisted
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real estate companies and funds cannot be estab-
lished in secrecy jurisdictions. In its role as inves-
tor the Government plans to strenghten then its
efforts against secrecy jurisdictions through the
Fund’s equity investments. Norges Bank already
supports the Extractive Industries Transparency
Initiative (EITI), an international initiative that pro-
motes transparency about revenue flows in extrac-
tive industries. Norges Bank furthermore supports
the development of new accounting standards
(IFRS) concerning “country-by-country reporting”
for companies engaged in extractive industries
(mining, oil etc.). Tightened requirements for
transparency and reporting by companies concern-
ing revenue flows and tax matters can counteract
the effect of the secrecy offered by secrecy juris-
dictions and be a suitable measure in combating
corruption. Through broad measures such as
those described, work is directed in a targeted
manner on the actual playing rules and “infrastruc-
ture” of the financial markets, as opposed to mak-
ing it a question of the Fund as an investor assess-
ing whether individual companies in the portfolio
have legitimate grounds for activities in so-called
tax havens. Norges Bank will be asked to prepare
an expectations document aimed at companies’
transparency and reporting of payment flows.
Clear expectations from investors such as the Gov-
ernment Pension Fund — Global in this area can
counteract use of secrecy jurisdictions to conceal
unlawful acts such as corruption, money launder-
ing and tax evasion, etc. and in this way contribute
to more efficient, functional markets.

Relationship to the Government Pension Fund
- Norway’s ethical guidelines

The Executive Board of Folketrygdfondet has laid
down guidelines for exercising ownership rights
on the part of the Government Pension Fund -
Norway. The management of the Government Pen-
sion Fund — Norway is different from the manage-
ment of the Government Pension Fund — Global in
many important areas. The largest portion of the
portfolio (80-90%) has been invested in the Norwe-
gian market and larger stakes are permitted (up to
15% in Norwegian companies). Because it is lim-
ited to Norwegian and Nordic companies, it also
has a far smaller investment universe than the Gov-
ernment Pension Fund - Global.

A manager’s investment strategy will largely
affect the efficacy of planning work with questions
about responsibility and ethics in the manage-
ment process. The differences between the Gov-

ernment Pension Fund — Global and Government
Pension Fund — Norway suggest that the guide-
lines for ethics and exercising ownership rights
do not need to be harmonised more than they are
today. The two Funds’ rules for ethics and respon-
sible management are based on the same basic
principles but are adapted to the role and the
characteristics they have as manager. In its con-
sultative statements Folketrygdfondet said that
further harmonisation is unnecessary. Among
other things, Folketrygdfondet emphasises that
compared with companies abroad, the Norwegian
government has other means for influencing Nor-
wegian companies. The Ministry agrees and
believes that in the current situation there are no
strong arguments suggesting further harmonisa-
tion of the two Fund’s ethical guidelines.

4.1.3 Purpose, background and process

The main aim of the evaluation of the ethical
guidelines is to assess whether the guidelines are
fulfilling their intended purpose of ensuring broad
political support for the ethical guidelines and
gathering any feedback that may contribute to
bolstering the image of the Government Pension
Fund - Global as a socially responsible investor.

As part of the evaluation process, the Ministry
of Finance has carried out a number of activities
to gather information and views, from Norwegian
and international stakeholders alike.

In January 2008 the Ministry of Finance, in
cooperation with Norges Bank and the Council on
Ethics for the Government Pension Fund - Glo-
bal, held a large international conference in Oslo
entitled “Investing for the Future”. The confer-
ence gathered representatives from academics,
financial institutions, non-governmental organisa-
tions, companies and investors to discuss the
challenges relating to addressing good corporate
governance and environmental and social factors
in the role of financial investor. This conference
simultaneously marked the start of the evaluation
process.

The Ministry has obtained two external
reports for use in the evaluation. One of the
reports was prepared by Professor Simon Ches-
terman of the New York University School of Law,
Singapore Programme, and The Albright Group, a
U.S. consulting firm. The report concerns the
work Norges Bank and the Council on Ethics
have carried out using the guidelines. The other
report has been prepared by Professors Thore
Johnsen and Ole Gjelberg. This report is an
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updating of their earlier report “Evaluering av
etisk forvaltning: metode, resultat og kostnader”
(Evaluation of ethical management: methodology,
results and costs) from 2003. In particular, the
new report concerns the use of positive selection
as an investment strategy for the Government
Pension Fund - Global. Both reports are available
from the website of the Ministry of Finance?.

The Ministry of Finance held an information
meeting for the consultative bodies on 18 June
2008 in connection with the distribution of the
consultation memorandum on evaluation of the
ethical guidelines. Also present at this meeting
were Norges Bank and the Council on Ethics,
who gave briefings on their activities.

Joseph E. Stiglitz, a professor at Columbia Uni-
versity in the U.S. and 2001 winner of the Nobel
Prize for Economics, was invited to Norway by
the Minister of Finance in August 2008. In this
connection he held a speech open to the public
entitled “Responsible Investments in a global,
long-term perspective”.

The Ministry of Finance has also held meetings
with UNEP FI, IFC, World Business Council for
Sustainable Development and other major asset
managers such as APG in the Netherlands and
TIAA-CREF in the United States, for the purpose of
discussing issues relating to responsible invest-
ments. Several meetings were also held with the
Council on Ethics and Norges Bank at which work
on ethical guidelines and further development of
them was discussed. The Swedish Government is
currently working on an assessment of how the
Swedish AP funds have carried out requirements
for taking environmental protection and ethics into
consideration in their management activities. The
Ministry met with the Swedish committee that con-
tributed to this effort before submitting its recom-
mendation in SOU 2008:107.

4.1.4 Main contents of consultation
memorandum

On 18 June 2008 the Ministry of Finance circu-
lated a consultation memorandum on the evalua-
tion of the ethical guidelines for the Government
Pension Fund - Global for comment to a broad
group of Norwegian institutions and organisa-
tions. The consultation memorandum was also
presented to a sample of international experts in
the field.

2 http://www.regjeringen.no/nb/dep/fin/tema/andre/
Etiske-retningslinjer.htm1?id=446948

In the consultation memorandum the Ministry
found that the ethical guidelines have in general
worked well. It was shown that Norway was an
early adopter of developing ethical guidelines
applying to the entire body of financial assets, not
just parts of it. The system is characterised by
great transparency and has produced visible
results in a relatively short period. See Section 4.1
of the consultation memorandum.

However, the Ministry found that efforts to be
a responsible financial investor have to evolve
over time. The Ministry therefore raised several
key issues for discussion in the consultation mem-
orandum.

The Ministry discussed issues relating to the
excercise of ownership rights, including whether
it is possible to achieve a greater effect from own-
ership activities. Furthermore, the Ministry
raised the issue of whether the exclusion criteria
are as they should be and raised the question of
whether the Council on Ethics should be given
more policy instruments. The Ministry showed
that the Fund’s investments in emerging markets
will increase, and requested the commenting bod-
ies’ view of the special challenges that can arise
relating to the application of the ethical guidelines
in new countries and companies. Furthermore,
the Ministry discussed whether the instruments
can work together in a manner that increases the
efficiency of the ethical guidelines.

The question of positive selection for a smaller
portion of the portfolio was discussed in particu-
lar. The Ministry referred to the fact that other
investors that can be compared with the Govern-
ment Pension Fund are increasingly setting aside
smaller portions of the assets under management
to investments with special objectives. It was
underlined that for an investment of this type
there will also be an overarching requirement for
financial returns over time. The Ministry asked
for input on whether it will be right to take such a
course and, if so, the objectives worth taking a
closer look at.

4.1.5 Main points in the consultative
comments

The time limit for comments expired on 15 Septem-
ber 2008. By the end of the period allowed for com-
ments, more than 50 consultative comments with
substantive remarks had been received. The con-
sultative comments are available at www.regjerin-
gen.no.
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The consultative comments are extensive in
several cases and provide many constructive
ideas. Many commenting bodies attach reports
that they have prepared or commissioned from
external consultants. The main impression is that
the commenting bodies largely have a positive
view of the ethical guidelines and believe that it is
important to continue and strengthen the work.

Several commenting bodies support excluding
tobacco from the Government Pension Fund -
Global.

Many raised questions relating to the use of
the current instruments and their interaction.

The climate challenges and how the manage-
ment of the Government Pension Fund — Global
should be changed in this light are key in many
consultative comments.

Certain commenting bodies, including the
Office of the Auditor General, advocate harmonis-
ing the ethical guidelines for the Government
Pension Fund - Global and Government Pension
Fund — Norway.

In the review of the evaluation in Section 4.3
below, the consultative inputs are quoted where
they thematically belong.

4.2 Responsible investments
- important starting points

4.2.1 Responsible investments - theory,
practice and international
developments

Growth of ethical and responsible investment
practice

Ethical guidelines for management of capital can
be traced as far back as the 1600 and 1700s. The
earliest examples are found in connection with
various church and religious groups that on
account of their beliefs have wanted to avoid
investments in certain activities such as slave
trading, followed by gambling, tobacco and alco-
hol. Through the 1970s ethical considerations
became a subject for other investors too. For
example, investments in companies that profited
from the Vietnam War or the apartheid regime in
South Africa were excluded by certain funds and
investors.

Other methods and principles were also
developed to support socially and ethically
grounded proposals at companies’ general meet-
ings and general guidelines for how social and
ethical considerations could be integrated into

business decisions. Eventually indices consisting
of companies satisfying more specific require-
ments stipulated by the index provider have also
been established. Examples of such indices are
the Dow Jones Sustainability Index and
FTSE4Good. A number of funds with specific
investment strategies based on various social or
environmental criteria also exist.

In recent years, questions relating to social
responsibility and ethics in different sectors of
business and industry and other economic activi-
ties have received steadily increasing attention.
The term Corporate Social Responsibility (CSR)
describes companies’ integration of social and
environmental standards into daily operations.
From an investor or manager standpoint, SRI
(Socially Responsible Investments) has been used
as a term for investing for financial returns while
simultaneously taking ethical and environmental
requirements into account. A term that is becom-
ing more common is Responsible Investment - RI.
The term Responsible Investment is related to
incorporation of ESG (Environmental, Social and
Governance) issues in management work. Some
people refer to such considerations as extra-finan-
cial. This usually means factors that can have a
financial effect in the long term, but which cannot
so easily be identified by established measure-
ment methods, e.g., through common methods
for analysing accounts or through corporate finan-
cial reporting requirements.

The increased attention given to these sub-
jects has resulted in various initiatives that
directly or indirectly have an impact in areas that
have a bearing on issues relating to integration of
ESG issues in financial management. Reference is
made to UN initiatives: UNEP Finance Initiative
(UNEPFI), UN Global Compact and Principles for
Responsible Investments (PRI). See further dis-
cussion in Chapter 3.

Internationally, there has been a debate on the
value of CSR/RI efforts. Box 4.1 provides a brief
overview of some important viewpoints.

Instruments for a responsible investor

Commonly used instruments in socially responsi-

ble investing are:

— Exclusion of companies from a portfolio or an
investment universe: This can take the form of
excluding entire sectors due to one product,
such as weapons, alcohol, tobacco or exclusion
of companies from the portfolio on account of a
company’s conduct.
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Box 4.1 Various views of the value of CSR/RI work

Critical viewpoints have emerged from various
quarters in regard to the expectation that busi-
ness and industry must emphasise social
responsibility. One view, usually linked to the
American libertarian economist Milton Fried-
man, is that businesses will discharge their
social obligations best by concentrating on run-
ning their operations as well as possible.! When
economic actors pursue their own interests, the
invisible hand of the market will produce the
best end result. Taking considerations other
than financial ones will therefore contribute to
economic inefficiency.

As an extension of this reasoning it can be
claimed that someone who manages money on
behalf of others does not have the opportunity to
incorporate considerations in the management
process that are not viewed as completely finan-
cial in the traditional sense. Anglo-American
legal tradition uses the term “fiduciary duties” to
describe a manager’s obligation of loyalty to the
party for whom the assets are managed. Does
the loyalty requirement vis-a-vis owners permit
the manager to take ESG considerations into
account in the management process? Even if the
manager conducts himself in line with his loy-
alty requirements, issues can arise during vari-
ous ESG initiatives vis-a-vis a company if the
board of the company cannot follow up the initia-
tives due to loyalty obligations towards other
stakeholders. A study published by the UNEP
Financial Initiative concludes that ESG initia-
tives can largely be justified in various jurisdic-
tions.2 In a statement from the autumn of 2008 a
representative of the British government also
supported the view that pension funds can
emphasise social and ethical issues in the man-
agement process in addition to purely financial
considerations.? On the other hand, it has been
reported* that in its interpretation the U.S.
Department of Labor has adopted strict limita-
tions with respect to factoring ESG issues into
its management of pension funds.

One viewpoint from another side of the polit-
ical spectrum on encouraging companies to be
socially responsible can be formulated as
follows®: The energy spent on CSR diverts and

distorts the attention that should be paid to
establishing politically adopted rules that pro-
mote the common good. Binding laws should
prevent oil discharges and protect human rights.
Such duties should not be imposed on private
companies.

Although this can be a factor in certain devel-
oping countries, the practical situation for com-
panies that have been established in many coun-
tries will be that “just” following the law in a
number of situations is not satisfactory. As long
as there are no binding international rules and a
number of jurisdictions have poorly functioning
laws, many companies (and investors that have
invested in them) see a need to make an effort
beyond what is strictly according to the law. One
result of globalisation can be an increase of
cases where companies operate in areas with
weak social regulation (“governance gaps”) 6 The
alternative will not be political regulations, but
no regulation at all. Voluntary efforts from com-
panies can be the best solution. Many questions
relating to companies’ CSR are discussed in
Report no. 10 (2008-2009) to the Storting:
Neeringslivets samfunnsansvar i en global
okonomi (Social responsibility of business and
industry in a global economy).

1 See the article “The Social Responsibility of Business is to

Increase its Profits,” from New York Times Magazine 1970.
Freidman’s view is usually distilled as follows: “The Busi-
ness of Business is Business”.

The topic has been studied in Freshfield Bruckhaus
Deringer’s 2005 study “A Legal Framework for the Integra-
tion of Environmental, Social and Governance Issues into
Institutional Investment”, published by the UNEP Finan-
cial Initiative (UNEPFI). By and large, the report conclu-
des that the incorporation of ESG issues is consistent with
a manager’s “fiduciary duty”.

“How the UK Government finally settled the RI fiduciary
duty debate” Hugh Wheelan Responsible Investor, 16 Octo-
ber 2008.

“SRI in the Rockies, US investor concerns on fiduciary
duties”, Responsible Investor 3 November 2008

President Clinton’s Secretary of Labor, Robert Reich, has
argued in this manner, see for example “How capitalism is
killing democracy”, Foreign Policy September/October
2007.

The expression is used in an April 2008 UN Human Rights
Council report “Protect, Respect and Remedy: A Framework
for Business and Human Rights” prepared by John Ruggie,
special representative on the issue of human rights and

transnational corporations and other business enterprises.
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— Exercise of ownership rights implies the use of
rights provided by the ownership of shares in a
company to attempt to influence the company
to act in a manner desirable from an investor’s
point of view. Exercise of ownership rights will
often be based on a dialogue between owner
and company, and will in many cases be kept
confidential.

— Positive selection means that investment
objects that satisfy more specific requirements
or standards within environmental or social
factors are sought.

It has become increasingly common to integrate
ESG issues in the investment process through
requirements relating to strategy, reporting, rela-
tionship with external managers and investment
process.

The report “Responsible Investment in Focus:
How leading public pension funds are meeting the
challenge™ provides a review of the work of
responsible investments in 15 funds, including
large funds such as CalPERS?, TIAA-CREF®,
ABPS, PGGM” and Caisse de dépot et placement
du Québec®. Based on this report and other
sources, it can be said that all of the funds men-
tioned use voting and company dialogue as instru-
ments. Four of them use negative and positive
screening, four of them have an opportunity to
use exclusion, three have ESG issues integrated
in the investment process and four of them have
special ESG investments. The report stated that
many funds use a broad spectrum of instruments
in their work as responsible investors.

A main theme in the report at hand is the pro-
posals to expand and strengthen the instruments
employed in responsible management of the Gov-
ernment Pension Fund - Global.

UN PRI, which Norges Bank prepared
together with other investors, is discussed above

3 2007 report prepared in cooperation between the United

Nations Environment Programme Finance Initiative and The
United Kingdom Social Investment Forum

California Public Employees Retirement System is the lar-
gest pension plan in the US, with total assets in August 2008
of just over USD 180 billion.

Teachers Insurance and Annuity Association, College Retire-
ment Equities Fund supply pension products in the US to
academics etc. At the end of 2007 TIAA-CREF had just over
USD 360 billion under management.

6 ABP s a public pension fund in the Netherlands that in Sep-
tember 2008 had about EUR 195 billion under management.
PGGM manages capital for a pension fund in the health and
social sector in the Netherlands and has total assets of EUR
88 billion.

Caisse de dépot et placement du Quebec manages capital
mainly from public and private pension and insurance sche-
mes in Quebec and had about CAD 120 biilion under net
management at the end of 2008.

in Box 3.1. The first principle of PRI is that ESG
issues shall be incorporated in investment analy-
ses and decision-making processes. The 2008 UN
PRI report ? on the development in the implemen-
tation of the six principles for Responsible Invest-
ment says that the interpretation of the first princi-
ple varies among the various investors. How
much ESG means in practice for various funds’
investment practice may be unclear.

4.2.2 Responsible management of the
Government Pension Fund - Global

Investor role

The starting point for the ethical guidelines for
the Government Pension Fund - Global is the
investor role, i.e. the role as an owner of the com-
panies in the portfolio. The tools available are
those that follow the position of shareholder. The
responsibility for broad national and international
social development initially lies with the national
authorities and with international agencies to
which they have delegated authority or have
established to carry out specific tasks. The expec-
tations one can have to a company’s social respon-
sibility or responsible investment practice as a
tool for a better world must be viewed in the light
of this division of roles. Political efforts, where
rules are formed to ensure important human
interests, will be the chief priority of the Govern-
ment. At the same time the activities of the com-
panies have a large impact on global social devel-
opment. This was discussed in Report no. 10
(2008-2009) to the Storting: Neringslivets sam-
Sunnsansvar i en global skonomi (Social responsi-
bility of business and industry in a global econ-
omy) which points out that, because companies
influence social development in the countries in
which they operate, they have a responsibility that
goes beyond creation of value.

Through our investments in a large number of
the world’s companies, see the discussion of the
importance of universal ownership in Section 2.1,
we have both a responsibility and an interest in
safeguarding environmental and social concerns
beyond that imposed through binding rules.

In the main the Government Pension Fund —
Global is managed with a broad and limited own-
ership in a large number of companies in a large
number of countries. Strategic control and man-
agement of the companies in which the Fund has
invested is not an aim. In contrast to the role as

9" PRI Report on Progress 2008 from UNEP Finance Initiative
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strategic investor, the role of financial investor
influences both how ownership can be exercised
and how the development of the world economy
affects the return on the Fund.

Responsibility for managing the Fund has
been assigned to the Ministry of Finance. This
responsibility involves establishing the main fea-
tures of the investment strategy, deciding risk lim-
its in operative management and following up
operational management. This also means that
the Ministry of Finance is responsible for the
overarching strategy including the Fund’s role as
responsible investor. Norges Bank has been
assigned the task of operational management. See
more detailed discussion of investment strategy
and role as responsible investor in Section 2.

Government Pension Fund — Global as our shared
savings for the future

The Government Pension Fund — Global is owned
by the Norwegian people and is managed on
behalf of present and future generations of the
population. This means that fund management
requirements will have to deviate from manage-
ment of funds where individuals inject capital on
their own behalf. The managers that offer fund
investments for individuals can offer various types
of funds with various degrees of risk and different
emphasis on ethical values. If there is dissatisfac-
tion with the direction of a certain fund, the fund
shares are sold and invested in a different fund.
No such opportunity is given the owners of the
Government Pension Fund — Global. As residents
of the Norwegian state each individual is an oblig-
atory co-owner of the Government Pension Fund
— Global. Its management must be justified to
future generations of Norwegians too. There is
therefore an ethical obligation to manage for the
benefit of future generations. This provides an
obligation to organise management so that the
return is good and the risk level is moderate. At
the same time this entails a need for an ethical
foundation and shared values for the management
that safeguards the obligatory co-ownership.

The Graver Report introduced the term “over-
lapping consensus” as an expression meaning
that ethical guidelines have to build on stable nor-
mative lines, taking both the pluralism of the Nor-
wegian society and uncertainty of the ethical
standpoints of future generations into considera-
tion.

The Ministry finds that the ethical principles
of the management of the Fund must be based on

obligatory co-ownership and the interests of

future generations. Furthermore, the fact that the

Fund is a large actor in the international financial

market should be taken into account.

The following main principles underpin the
ethics behind the management of the Fund.

— The ethical basis must be accepted by broad
groups in society and be stable over time. Indi-
vidual demonstrations of what the majority
believes at any one time do not provide a basis
for changing the content of the Fund’s ethical
principles. Cases in which minority interests
have particular weight are also conceivable.

— In the assessment of how extensive the exclu-
sion mechanism should be, the desire to avoid
contribution to ethical norm violations must be
appropriately weighed against ethical obliga-
tions to ensure financial returns over time so
that future generations receive a reasonable
share of the oil wealth.

— It makes sense to choose as a point of depar-
ture international principles on companies’
relation to environment, human rights,
employee rights and corporate governance as
expressed in the UN Global Compact and
OECD guidelines. The UN has also prepared
its own principles aimed at the investor role,
UN Principles for Responsible Investment
(PRI), covered in Box 3.1. These principles
must be regarded as key and relevant for fur-
ther work on integration of good corporate gov-
ernance and safeguarding of environmental
and social matters in management of the Fund.
The more this work is anchored in universal
principles, the more legitimacy, opportunity for
cooperation and greater influence are attaina-
ble.

— On the basis of these assessments and the fear
of political misuse of investment power (see
the international debate on sovereign invest-
ment funds) the Fund’s management should
not be a tool for specific political prioritising of
the government in power at any one time and
is thus not a tool of foreign policy.

— The ethical obligations must be reconcilable
with the role of financial investor. It is funda-
mentally important to distinguish between the
question that concerns ethical management of
the financial wealth built up, and questions that
in reality concern the use of oil money. The
division of labour between the Fiscal Budget
and the management of the Government Pen-
sion Fund suggests that the Government Pen-
sion Fund shall not be used to fund purposes
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that do not meet the priorities of the Fiscal
Budget. This dividing line must remain in
place. In addition, it is important to maintain
credibility in the role of financial investor to be
able to work with other investors, and thereby
have an even greater impact.

Relationship to the state’s other roles and
instruments

The Graver Committee was instrumental in clari-
fying the role of the Government Pension Fund in
relation to the state’s other roles. The Graver
Committee discussed this in relation to the state’s
role as purchaser and licence issuer (NOU 2003:
22 p. 18 et seq.). Reference was made to the fact
that freedom of action is different in different
roles. The Graver Committee also wrote that as a
purchaser the state is far more regulated through
international rules than it is as a financial investor.
Different associations can also be judged differ-
ently in terms of ethics. For example, it was
shown that the purchase of defence material is not
necessarily inconsistent with the exclusion of
companies that produce weapons. The former is
for defence purposes, the latter to make money.
With respect to the state’s freedom of action as a
licence issuer, the Graver Committee showed that
this was limited by EEA agreement rules on the
right to start companies, which does not automati-
cally permit requirements for the ethical practice
of companies as a condition for the licence.

The issue of coherence was also discussed on
p. 24 of Report no. 10 (2008-2009) to the Storting:
Neeringslivets samfunnsansvar i en global okonomsi
(Corporate social responsibility in a global econ-
omy), which states:

“Questions have been raised about whether
the ethical guidelines for the Government Pen-
sion Fund should also apply to companies with
state ownership. However, it is uncertain
whether it is right or appropriate for the
government, in its role as an owner broadly
speaking, to follow the particular model made
for the Government Pension Fund — Global.
The ethical guidelines for the Government
Pension Fund — Global have been adapted to
the Fund’s role of financial investor and mino-
rity shareholder in thousands of companies
around the world. There are important diffe-
rences between this role and the role the
government has as a large, strategic owner in a
number of Norwegian companies. These diffe-
rences affect the way ethical concerns are inte-
grated and the instruments that are available.

In managing the Government Pension Fund -
Global the government has far wider powers to
sell or not to sell holdings in various companies
than it has through direct, strategic ownership
of Norwegian companies. The direct state
ownership is exercised in accordance with
established principles for corporate gover-
nance,...” [Preliminary translation]

The Graver Committee clearly stated that the
Fund is not suited to meeting all the ethical obli-
gations of the Norwegian people. The Committee
showed that Norwegian authorities have many
other instruments at their disposal and that many
of the obligations we have can obviously be han-
dled better by using other instruments. The
Graver Committee showed that the situation
could be such that making ethical requirements
of a company through the Fund is not very effec-
tive as compared with more direct influence
through legislation or other political means. It
would then seem unethical with respect to future
generations of Norwegians to impose costs on the
Fund solely in order to carry out symbolic, ethi-
cally grounded measures in support of policies
best promoted by other means.

It was also pointed out that it will not be appro-
priate for the Fund to pursue a large number of
goals. Ethical guidelines will be the most effective
if they pursue goals that point in the same direc-
tion. The obligation to use the Fund as an instru-
ment will be stronger in situations that facilitate
the use of the Fund to meet ethical requirements.
For example, the Committee mentioned situations
where ethics and sustainable development com-
plement long-term financial returns.

4.2.3 Climate change as a challenge

The Graver Committee established that sustaina-
ble development is a precondition for the long-
term returns of the Pension Fund. There is broad
agreement that the world faces major challenges
relating to climate change. Global warming can
have a major impact on living conditions. The
world economy will be affected by an increase in
the world’s mean temperature in the 21st century.
The returns of the Government Pension Fund -
Global may be affected by this change too.

In the Government’s view it is important to
take these challenges to the future of the Govern-
ment Pension Fund - Global seriously.

A majority of the commenting bodies have
raised questions relating to the consequences of
human-created climate change. The assessments
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in the consultative comments can be divided into
two main groups of arguments:

1) The Pension Fund should be developed into
an important tool for preventing detrimental cli-
mate change.

2) The returns of the Pension Fund will be
affected by climate change, and for this reason
the Pension Fund should match both the exercise
of ownership rights and the investments to
attempt to reduce risks relating to returns in the
long term.

A number of the consultative comments
emphasise the first factor and highlight an ethical
obligation to use the Fund actively to meet climate
challenges. Other comments largely emphasise
financial interests to justify that the Fund should
adjust its course.

What role can and should the Government Pension
Fund - Global play in climate policy?

In its fourth main report the UN Intergovernmen-
tal Panel on Climate Change (IPCC) concluded
that human-created greenhouse gas emissions
are the main reason for global warming over the
last 50 years. The anticipated climate changes
may cause serious harm to humans and the envi-
ronment. Poor countries will likely be hit particu-
larly hard by flooding and reduced access to
drinking water.

The goal of the global effect through the
United Nations Framework Convention on Cli-
mate Change (UNFCC) is to stabilise the concen-
tration of greenhouse gases at a level that is low
enough to prevent harmful human-created
impacts on the climate system. The Government
wants Norway to be a leader in climate policy and
a driving force in the work on a new and more
ambitious international climate agreement. The
Government has decided that Norway, like the
EU, shall work to keep the global temperature
increase to below 2 °C compared with the prein-
dustrial level.

The Government has a three-tiered strategy
for reaching its climate policy goals. A better inter-
national climate treaty is the first and most impor-
tant element. Norway is participating in the Euro-
pean Emissions Trading Scheme (EU ETS) mar-
ket and will work for a system where carbon
emissions are priced globally. Such a price should
be included in investment and production deci-
sions for companies in the entire world and will
provide incentives for switching to low-carbon
production. The second element is that Norway

must contribute to emissions rveductions in develop-
ing countries and rapidly growing economies such
as China, India etc. Norway has initiated an
important initiative against deforestation in devel-
oping countries. The 2009 budget includes an allo-
cation of NOK 1.5 billion for measures to combat
deforestation and forest deterioration in develop-
ing countries. Beyond this further allocations of
NOK 1.5 billion have been approved for forest
measures.

The third is that efforts to reduce emissions in
Norway will be intensified.

In the Government’s view it is an ethical obli-
gation for Norway to assume its share of neces-
sary obligations to avoid destructive climate
change. Norway’s goal is to be a leader in climate
policy.

As pointed out by the Graver Committee, the
Government Pension Fund — Global is not suited
to meeting all the ethical obligations of the Nor-
wegian people. In addition to the Pension Fund
the Norwegian authorities have many instru-
ments available to them. Other instruments will
be the most efficient way of promoting the three
main climate policy strategies.

In the role of financial investor, the Govern-
ment Pension Fund — Global can still help avoid
detrimental climate change, see below. The start-
ing point will then be climate-related measures
that coincide with the objective of ensuring long-
term returns.

The Government Pension Fund - Global: Why is it
important to meet the long-term climate challenges

Even though the Government Pension Fund -
Global has a delimited role with respect to pre-
venting detrimental climate change, many of the
distinctive features of the Fund indicate that cli-
mate challenges are key to the management of the
Fund. This is also further specified in Chapter 2.
The Fund is a long-term investor. There are chal-
lenges both in the short- and long term relating to
funding the country’s pension obligations and
meeting the challenges of caring for an ageing pop-
ulation. Today, the Pension Fund contributes to
funding such obligations and will continue to fulfil
an important function in the future too. In the 2009
Perspective Report, see Report no. 9 (2008-2009) to
the Storting, the Government illuminated these
challenges. To ensure a well-functioning welfare
society for future generations it is important to
have a functioning world economy with security for
investments and sound returns. The climate chal-
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lenges are important for a long-term investor inter-
ested in a functioning world economy not just in
2010, but also in 2050 and 2100.

The Fund spreads its investments. Over time
the Fund’s investment opportunities have been
expanded to many different types of investments
and different geographic regions. The Fund is in
the process of entering into real estate, and by
expanding the benchmark index to more emerg-
ing markets, the Fund will be exposed even more
than before to the development of the entire world
economy. On the basis of this global investment
strategy it is important for the Fund that a global
climate treaty be established and measures be
implemented to protect against the consequences
of global warming.

The Fund is a universal owner affected by ripple
effects. The returns of a universal owner are
affected by the scope of positive and negative rip-
ple effects of other companies’ activities, see also
Section 2.1. So far, consumers and producers who
emit CO2 gas pay only a limited amount of the
real costs of emission. The emission of carbon
gases may be the largest negative ripple affect fac-
ing the world economy. The Pension Fund will
have a long-term interest in climate challenges
being met by global initiatives and binding stand-
ards. The Pension Fund will benefit from efficient,
global pricing of carbon emissions that can make
climate technology more profitable and bring
forth production patterns with lower carbon emis-
sions.

4.3 Evaluation and further
development of ethical guidelines

4.3.1 Introduction
General starting points

The ethical guidelines have worked for nearly
four years. On the one hand this is a relatively
short period for assessing whether the intention
behind the guidelines has been appropriately
addressed. On the other hand, practice with
respect to socially responsible investments is a
field that is rapidly evolving internationally. Regu-
lar evaluation is necessary for ensuring that work
on responsible investments reflects best interna-
tional practice.

For the time being it must be acknowledged
that it is difficult to document the long-term effect
on the surroundings of the Fund’s efforts as a
responsible investor through ownership input and

effect of the exclusion mechanism. In general it is
difficult to isolate and measure the effects ensu-
ing from better company practices or more sus-
tainable development. Measurement methodolo-
gies and parameters are currently not very well
developed in these areas. These circumstances
suggest that we must accept making choices we
believe are correct, even though the effects can-
not be measured in the same manner as financial
return/risk. This can be compared with other fun-
damental views about how markets work on
which formulation of the Fund’s investment strat-
egy is based, see coverage in Section 2.1 above.

Beyond this, considerable data show that deci-
sions made pursuant to the ethical guidelines are
accorded weight by others in specific situations.
For example, it is known that many managers and
Funds are withdrawing the same companies as
the Government Pension Fund - Global from
their portfolios. There are also examples of cases
where the Fund’s involvement has contributed to
specific results, see more specifics under Section
3.3.2.

4.3.2 Goal of work on responsible
management

Introduction

The ethical guidelines do not specify paramount
goals or targets that apply to the guidelines as a
whole. There are two premises for the ethical
guidelines in Section 1, see also coverage in Chap-
ter 3.

First of all, the Fund is an instrument for
ensuring coming generations a reasonable share
of the country’s oil riches. These financial assets
must be managed so that they provide good
returns in the long term, which depends on sus-
tainable development in an economic, ecological
and social sense. This basis is the starting point
for the work on the exercise of ownership rights.
The paramount goal of the exercise of ownership
rights is to ensure the financial interests of the
Pension Fund, see the ethical guidelines in Sec-
tion 3.1. The Fund’s financial interests shall be
strengthened by using the Fund’s ownership posi-
tions to promote sustainable development. Report
no. 24 (2007-2008) to the Storting reads as fol-
lows, on page 68:

“The Ministry takes the view that there is a
linkage between sustainable economic devel-
opment and sustainable social and environ-
mental development. This means that the Gov-
ernment Pension Fund in the long run will ben-
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efit from companies respecting fundamental
ethical norms.”

Accordingly, the purpose of the exercise of owner-
ship rights is to strengthen the Fund’s financial
interests by seeking to influence companies, their
operating conditions or environment to business
conduct that in the long term supports sustaina-
ble development.

The other principle in Section 1 is that the
Fund shall not undertake investments that repre-
sent an unacceptable risk of the Fund being
involved in unethical actions or omissions such as
violations of fundamental humanitarian principles,
serious violations of human rights, gross corrup-
tion or severe environmental degradation.

The way the grounds for the exclusion mecha-
nism are formulated has a different purpose than
the exercise of ownership rights, namely avoiding
the Fund contributing to grossly unethical acts.

Views of commenting bodies

Many commenting bodies are of the opinion that
the paramount goal of the ethical guidelines
should be to contribute to more responsible busi-
ness and industry.

In its consultative input the Norwegian Centre
for Human Rights asks the question: what is the
main purpose of the ethical guidelines? They give
two alternative responses: preventing complicity
or influencing the company in the right direction.
The centre assumes that the use of instruments
under the ethical guidelines should be focused on
the latter element: influencing companies.

Given a goal of contributing to long-term and
sustainable development in individual companies
and society in general, KLP assumes that the
most efficient route is to combine the exercise of
ownership rights and exclusion.

In its input Storebrand wrote that exclusion by
itself is of little value. Not until the mechanism is
linked with exercising ownership rights can asset
managers really achieve results in social responsi-
bility, as experienced by Storebrand.

Norwegian Church Aid, Bob Pozen and Carlos
Joly advocate that the overriding goal of the ethi-
cal guidelines should be to influence companies
and help change practice in the direction of a
more responsible business and industry. Other
commenting bodies, including Attac, pointed out
the lack of clarity between the relationship
between the goals behind the current instru-
ments, and the possible conflict between them.

The Forum for Environment and Development
is of the opinion that, where financial interests col-
lide with human rights and environmental consid-
erations, the latter shall take precedence.

The Council on Ethics believes that the main
purpose of the exclusion mechanism should still
be to avoid the Funds contribution in particularly
gross violations of norms, and not to affect compa-
nies. The Council on Ethics believes that it must
continue to evaluate the worst violations of norms,
and the mandate must be clear here. The Council
on Ethics believes this has shown itself to function
operationally during the time the Council has
been in operation.

Furthermore, the Council on Ethics points out
that even though recommendations of exclusion
in some cases may also lead to influencing of com-
panies, such influence should not be the purpose
of the exclusion mechanism. In reality such an
arrangement will limit the Council on Ethics’
opportunity to work with the companies contribut-
ing to the worst violations of norms. It could also
lead to difficult overlaps with Norges Bank’s exer-
cising of ownership rights.

The Ministry’s assessment

On the basis of inputs in the consultation round
and experiences with the ethical guidelines so far,
the Ministry is considering whether it may be
appropriate to clarify the overarching goal for the
work on ethics and responsibility in the manage-
ment process. In particular, this will have an
impact on the understanding and development of
the Ministry’s role in the ethical guidelines. The
purpose is that the various instruments that the
system gives instructions for shall work together
to support the overriding purpose.

Under the current ethical guidelines, exercis-
ing ownership rights and exclusion each have dif-
ferent objectives, respectively ensuring the long-
term financial interests of the Fund and avoiding
contribution to grossly unethical acts or omis-
sions. Both instruments are individually well
suited as rules for the work of Norges Bank and
the Council on Ethics. However, few instructions
are provided in the ethical guidelines or in the
Graver Report for whether or how the instru-
ments are to be viewed together. As the ultimate
authority for practising the guidelines and making
decisions on whether companies should be
excluded, it will be appropriate for the Ministry to
work via an overriding goal of a somewhat
broader format. This will provide guidelines for
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the Ministry’s strategy and priorities in the future.
The Ministry’s role furthermore indicates that in
specific cases the Ministry will have to weigh the
use of the individual instruments and how they
can support each other if applicable. Accordingly,
the Ministry will have to take more interests than
those of Norges Bank and the Council on Ethics
into consideration. In such a light an overriding
formulation of goals will be able to provide guid-
ance for weighting various interests in an overall
assessment and for the use of and the relationship
between the available instruments.

In its evaluation work the Ministry has exam-
ined the practices of various other investors with
whom it is natural to compare itself, and seen that
the work of a responsible investor often has the
goal of influencing portfolio companies and mar-
kets in a positive direction.

Furthermore, the Ministry has noted that the
international trend is now headed in the direction
of an emphasis on good corporate governance,
environmental and social factors throughout man-
agement work. Such a viewpoint is motivated by a
belief that a responsible handling of such con-
cerns will also have an impact on long-term finan-
cial returns. This is also reflected in the principles
for responsible investing laid down by UN PRI,
the development of which Norges Bank has con-
tributed to and supported since they were
launched in the spring of 2006. The Ministry of
Finance wishes to mark its further support for
these principles by also signing them on behalf of
the Government Pension Fund. As of today, the
Ministry regards PRI as a well-developed interna-
tional platform for questions relating to the inte-
gration of good corporate governance and envi-
ronmental and social factors into financial man-
agement. In the role as the ultimate entity
responsible for the Fund’s framework, the Minis-
try considers it important that the principles are
made visible in all parts of the management of the
Fund.

As stated in Chapter 2 above, the Ministry
finds that the integration of good corporate gov-
ernance, environmental and social factors in the
management process is partly due to the possibil-
ity of market failure that is in the financial interest
of the Fund to influence. Good corporate govern-
ance that helps companies operate in line with the
long-term interests of owners, and efforts to pro-
mote well-functioning and well-regulated markets,
are examples of this. Sustainable development in
the long term will also be important for the Gov-
ernment Pension Fund - Global. This can be war-

ranted particularly for two reasons: Firstly, the
size and investment strategy of the Fund, which
means that the Fund is invested in a very large
share of listed companies above a certain size
divided into markets and regions throughout the
world. Secondly, the Fund’s very long-term invest-
ment horizon. The “universal owner” hypothesis
can form a theoretical foundation for emphasising
sustainable development. See the discussion in
Chapter 2 above. The content of said principles for
responsible investments, UN PRI, looks to the
very dimension that a long-term, responsible
investor would wish to incorporate.

The Ministry still wants the Fund to avoid
investments in companies that act highly unethi-
cally. However, the design of the current exclu-
sion mechanism could lead to according too little
weight to the assessments of opportunities to
influence a company or comprehensive assess-
ments. This can lead to a somewhat more unnu-
anced use of this instrument and present chal-
lenges over time. The Ministry believes that our
interest in having “clean hands” cannot release us
from our responsibility for undertaking a broader
assessment, so that as an investor, alone or
together with others, we can use our ownership
power to effect positive changes. Reference is
made to further discussion in Section 4.3.4 below.

In light of this, the Ministry wishes to clarify
that it has an overarching goal for the instruments
it has at its disposal at any given time in its role of
responsible investor. In this way it can continue to
build on the work that has been done and utilize
the power already inherent in the separate instru-
ments, while simultaneously helping to ensure
the credibility, legitimacy and clout of the system
in the future.

The Ministry plans to clarify the paramount
goals it is pursuing in its work as responsible
investor. See Box 4.2. This objective will guide our
work as responsible investor, and for instruments
that can be employed on behalf of the Fund. How-
ever, not all instruments will be equally suitable
for achieving the various subgoals that are listed.
A specific assessment must be taken of what is
appropriate. In relation to the current guidelines
the proposal represents a greater emphasis on the
desire to contribute to positive changes in sustain-
ability issues and companies’ conduct with
respect to good corporate governance and social
and environmental factors.
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Box 4.2 Paramount goals for responsible
management

The Government Pension Fund — Global must
be managed so that it provides good returns
in the long term, which depends on sustaina-
ble development in an economic, environmen-
tal and social sense along with well-functio-
ning, legitimate and effective markets.

The Fund shall be managed in a responsi-
ble manner that takes factors relating to cor-
porate governance, environmental and social
matters into due consideration. The instru-
ments the Fund has at its disposal shall be
used with a view to:

— promoting good corporate governance and
greater awareness of social and environ-
mental issues among companies in which
the Fund has holdings

— helping companies in the portfolio respect
fundamental ethical norms

— promoting sustainable development in an
economic, environmental and social sense

— promoting good corporate governance and
organisation of financial markets that safe-
guard the Fund’s interest as a financial
investor

— precluding the Fund from having invest-
ments that conflict with Norway’s obliga-
tions under international law

— avoiding investments that represent an
unacceptable risk that the Fund will
become involved in unethical acts or omis-
sions such as violations of fundamental
humanitarian principles, serious violations
of human rights, gross corruption or
severe environmental degradation.

4.3.3 Exercise of ownership rights

4.3.3.1 Introduction

As the Fund’s manager it is Norges Bank who is
responsible for exercising ownership rights ensu-
ing from the Fund’s position as shareholder in the
portfolio companies. Chapter 3 provides a descrip-
tion of Norges Bank’s corporate governance activ-
ities and the results in this area in 2008.

The question of whether the ethical guidelines
in this area have worked as planned must be
answered by assessing the work that has been
done so far against the objectives and intentions
stipulated in the guidelines.

4.3.3.2 Consultation memorandum

Under Section 3.3 the consultation memorandum
states:

“The main objective of Norges Bank's owner-
ship activities is to protect the long-term finan-
cial return on the Fund, as premised on a sus-
tainable development perspective. The start-up
of ownership activities on the part of Norges
Bank has been a pioneering effort, and the ini-
tial phase was characterised by a focus on
establishing an organisation, acquiring the
required knowledge and developing a strategy
for the exercise of ownership rights. The Exec-
utive Board determined the NBIM active own-
ership strategy in 2006. It is obvious, given the
short period of implementation, that it is too
early to draw any definite conclusions concern-
ing the degree to which the Norges Bank own-
ership activities have contributed to protecting
the longterm return on the Fund. This is rein-
forced by the challenges involved in measuring
the results of ownership activities, as also
pointed out in the Graver Report. It may take
time to achieve improvements, and companies
may opt to present changes as the result of
their own initiatives, rather than efforts on the
part of their owners. Norges Bank's ownership
activities must therefore, for the time being, be
evaluated by reference to other parameters.”

The consultation memorandum subsequently
addressed the same four assessment topics as the
Chesterman and Albright Group Report: organi-
sation and resources, Norges Bank’s interpreta-
tion and implementation of the ethical guidelines,
the question of the effect of corporate governance
activities and reporting.

With respect to organisation and resources, the
report believes that the ownership group in
Norges Bank appears to have reasonable access
to resources and focus from the management. It
points out that good communication between the
ownership group and external managers is impor-
tant. This makes it possible to communicate the
Bank’s guidelines to external managers, so that if
needed they can give notice of problems in spe-
cific companies. Similarly, problems the owner-
ship group uncovers in corporate governance top-
ics can give managers advance warning of bigger
problems in the operation of a company and there-
fore have an impact on investment decisions.

Under the topic Norges Bank’s interpretation
and implementing of the ethical guidelines, the
report discusses whether it has been right of
Norges Bank to make specific priorities and then
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discusses the choice of the priorities. In the
report the first question is answered in the affirm-
ative. Reference is made to the fact that the princi-
ples in the guidelines for the UN Global Compact
and OECD guidelines for multinational enter-
prises are broadly formulated so that they cannot
be used directly. The report furthermore states
that the focus on certain areas protects the Fund’s
returns because the resources set aside for corpo-
rate governance activities are used effectively.
Even though Norges Bank has chosen priority
areas, other subjects will also be relevant to the
ethical guidelines. For example, the report men-
tions the challenges related to supplier chains.
The Bank can deal with these as the issues
emerge, or it can choose to work more closely
with other investors on various subjects to benefit
from a division of work between investors.

With respect to the process of choosing focus
areas, the report points out that very thorough
work was done. However, it was stated that the
process was closed in the sense that it was not
subject to public debate or hearings before the
principles were adopted. The report points out
that, particularly with respect to social and envi-
ronmental subjects, a broader array of viewpoints
is advisable to make priorities viable over time
and through changing political views, changes in
management of the Fund or refocusing of the pub-
lic on new subjects.

Following a further review of Norges Bank’s
priorities, the main conclusion of the report is that
the implementation is “clear, professional and
appropriate”.

With respect to the traditional corporate gov-
ernance themes, the report states that Norges
Bank’s selected subjects are well known and
suited to protecting investors’ access to informa-
tion and will be a counterweight to the companies’
administration.

In regard to the focus areas of child labour and
climate, the report shows that they are based on a
connection between sustainable markets and
long-term financial results. Negative external
effects of climate change and social effects of
child labour will be detrimental for the portfolio in
the long term in light of Norges Bank’s role as a
universal investor with a long-term perspective.

According to the report, Norges Bank’s work
aimed at the protection of children’s rights is pio-
neering. Formulating and publishing expectations
in a separate document!® bolsters its impact with

10 NBIM Investor Expectations on Children’s Rights

respect to dialogue with the companies. With
respect to the focus area of environmental protec-
tion and lobbying, the report finds that the Bank’s
strategy is somewhat narrow. It was stated that
the strategy should preferably be expanded to
cover measures aimed at influencing the compa-
nies to increase the information level of the com-
panies with respect to effects and risks related to
climate change and furthermore that the Bank
can direct its corporate governance activities at
the companies’ handling of regulatory and physi-
cal risks arising from climate change and cooper-
ate with other investors on these subjects.

With respect to the effects of corporate govern-
ance activities, the report points out that many
preconditions have to be met for the exercise of
ownership rights to have an effect. It was stated
that ownership cannot be said to be successful
until the realities on the grass roots level are
changed, not just the internal guidelines of com-
panies. Norges Bank should therefore seek to
confirm that reported measures are in fact carried
out. It is pointed out that the verification of third
parties will have great value, especially with
respect to child labour.

Furthermore, it is pointed out that Norges
Bank must develop instruments in case owner-
ship processes are not successful. In some cases
the nature of violations will be such that a sell-off
should be the outcome. As of today Norges Bank
has no clear system for concluding when an own-
ership process has been unsuccessful, or its con-
sequences. The report concludes that a schedule
for measuring progress should be created for
each ownership process. Furthermore, the own-
ership department should be able to give recom-
mendations to the investment officers about
changes in the portfolio based on the results of
ownership processes. According to the report it
must be ensured that sell-off decisions resulting
from assessments related to corporate govern-
ance activities do not cause disadvantages for
managers.

The report points out that Norges Bank has
largely chosen to act on its own after holding a
dialogue with companies. The report concludes
that the effect of the exercise of ownership rights
can be increased if Norges Bank aligns itself to a
greater degree with other investors, with respect
to subjects that fall within and outside their own
priority areas.

In regard to Norges Bank’s reporting of its
own corporate governance activities, the report
pointed out that the annual report for 2007
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marked a big step forward with respect to Norges
Bank’s transparency and communication.

4.3.3.3 Views of commenting bodies

The input of commenting bodies with respect to
exercising ownership rights has generally con-
centrated on the following main subjects: desire
for increased disclosure and transparency in
Norges Bank’s work on the ethical guidelines,
proposals for greater commitment in EITI and
ongoing work on a new accounting standard for
the extractive industries (“country-by-country
reporting”), proposals for expectations documents
in more fields patterned after the child labour doc-
ument, and pointing out the importance of setting
aside sufficient resources for work. In addition,
there are many viewpoints on corporate govern-
ance activities aimed at climate challenges.

In its consultative comments Norges Bank said
that exercising ownership rights is an important
instrument for protecting ethical considerations
in managing equities. Norges Bank writes:

“The Fund’s long-term view, size, geographic
coverage and growth, the increased number of
companies in the portfolio and the increasing
number of companies where the Fund has rela-
tively large holdings, strengthens the meaning
of exercising ownership rights. Since the yard-
stick of the Fund is a global market portfolio
the Fund will most likely be a long-term inves-
tor in most large listed companies. It is there-
fore in the Fund’s interest to strengthen the
governance structure and ability to create
value in these companies. It is also in the
Fund’s interest to have markets that are well
functioning, open and well regulated to counte-
ract serious market failure and that are subject
to reasonable behaviour standards so that they
contribute to sustainable development.”

Norges Bank believes that the ownership activi-

ties must be based on the Fund’s financial inter-

ests to be effective and have legitimacy. The Bank

believes it is correct to have high ambitions for

what the exercise of ownership rights can

achieve, and emphasises:

— that effects will be evident in the long term, but
only rarely in the short term.

— that even though Norges Bank increasingly
belongs to the group of major shareholders in
a company and often has access to decision
makers, the holdings will not be larger than
that the exercise of ownership rights must
meet understanding and respect from other

actors in the financial market to become partic-
ularly effective,

— that the exercise of ownership rights must be
based on the fact that the role as investor is dif-
ferent from the roles played for instance by
authorities and special interest organisations,
but that the actors can in some cases pull in the
same direction, and

— that companies usually will describe changes
as their own initiatives and not as a reaction to
the wishes of investors. Results of owner activ-
ities is therefore not always easy to document.

Furthermore, Norges Bank believes that the man-
date for the exercise of ownership rights — pro-
moting the Fund’s financial interests by contribut-
ing to sustainable development — specifies a clear
direction for the work. There is a need in the exer-
cise of ownership rights to choose focus areas
deriving from this mandate. The focus areas also
build on an assessment of the type of cases best
suited to dialogue with companies and standard
setters. By choosing focus areas influence can be
increased by expertise and alliances and by creat-
ing expectations in the companies. This demands
a long-term view and predictability. The focus
areas contribute to a division of work among insti-
tutional investors.

The exercise of ownership rights is aimed at
promoting the Fund’s interests by influencing
portfolio companies and market standards.
Norges Bank refers to the fact that a number of
tools are used in its exercise of ownership rights.
The work processes are under development, and
robust procedures will be established to conclude
company dialogues if they fail to produce the
desired result.

In contrast to small niche investors and other
social actors who attempt to affect companies in
individual cases, Norges Bank said it is essential
to protect an investor profile that can provide
long-term influence. To safeguard this, Norges
Bank will avoid micromanaging companies. The
Bank said that it must be careful not to be margin-
alised as an investor who raises questions that
mean little for the companies’ creation of value.
Norges Bank will therefore direct attention to the
management structures, procedures and issues
that are of overarching significance for the com-
pany and that boards and senior management are
expected to deal with.

SIGLA says that active ownership is a well-rec-
ognised method used by many investors and asset
managers. At the same time it can be demanding
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to achieve and document results, particularly in
the short- and medium-term. Norges Bank should
be given the space to continue to develop its work
without major changes or new demands. At the
same time it is reasonable to expect that results
will be communicated to a greater extent and
detail in the years to come since this work will
have greater weight. It will be desirable for
Norges Bank to prepare examples of how it has
succeeded in influencing companies to adopt
more sustainable strategies and how this has
affected the financial return.

Martin E. Sandbu believes that, even though it
can be practical to avoid publicity while a process
is under way, Norges Bank should be able to pub-
lish details of processes that have either been suc-
cessful or have failed. Sandbu believes it is part of
the public administration’s responsibilities to the
population to document how it manages what
explicitly is to be the population’s overlapping
consensus in ethical questions.

In his consultative comments Robert A.G.
Monks points out that achieving results in corpo-
rate governance activities will depend on a care-
fully worked out strategy, and setting aside suffi-
cient resources. Cooperation with other investors
can be useful in some cases, but Monks is more
uncertain whether permanent connections with
other investors will be productive. The Fund must
be careful not to let its reputation become unfa-
vourably influenced by the conduct of others.

In practice, effective corporate governance
activities will according to Monks require Norges
Bank to take a leading position and let others rally
to its banner. The Fund’s owner must decide
whether this is appropriate, particularly in light of
the debate about sovereign wealth funds. If
Norges Bank is to assume a leadership role,
Monks believe that far more than 10 persons will
be necessary. He refers to a far higher number of
persons engaged in active ownership in compa-
nies that he regards as leaders, CalPERS and
Hermes, and says that the programmes of these
institutions are less ambitious than those of
Norges Bank. Forum for Environment and Devel-
opment recommends that the Ministry strengthen
its capacity and increase the resources of the Cor-
porate Governance group in Norges Bank.

KLP refers to the fact that the exercise of own-
ership rights is often criticised because it is diffi-
cult to measure the effects of the work. KLP
believes it will be easier to assess the results of
the work if the ethical guidelines’ criteria for
exclusion are also used for the exercise of owner-

ship rights. To work actively to avoid any exclu-
sion or to reinclude a company will strengthen the
measurability of the exercise of ownership rights.
KLP praises Norges Bank for its 2007 annual
report and transparency about its work in the
area. KLP nevertheless believes that Norges
Bank should consider greater transparency about
the ownership processes. This can have a discipli-
nary effect, strengthen the results and increase
confidence and credibility.

KLP believes that Norges Bank should not use
more resources to verify actual changes in the
companies. KLP recommends its own model
where the company itself must ensure that inde-
pendent third parties verify actual changes.

KLP believes that it may have been a good
idea for Norges Bank to establish focus areas to
take a leadership role in these fields. However,
KLP believes that such a large and respected
actor as the Government Pension Fund — Global
should have fundamental international norms
with respect to having human rights, employee
rights, environmental protection and anti-corrup-
tion on the agenda in both dialogue and the exer-
cise of ownership rights vis-a-vis the companies.
The companies that violate the ethical guidelines’
criteria for exclusion should be a part of Norges
Bank’s dialogue universe.

James B Hawley and Andrew T. Williams
believe that Norges Bank’s active ownership has
been handled in an efficient and expedient man-
ner. They agree with the point made in the Ches-
terman and Albright Group Report that the focus
area in climate work is somewhat narrowly
designed, but still believe that the Bank must
carefully assess the expansion of the focus areas.
For active ownership to work, it should be
closely connected to the Bank’s role as financial
investor. For example, expectations relating to
corporate reporting on effects and risks relating
to climate change can be a practical expansion of
the Bank’s existing focus area. Other expansions
of the Bank’s focus areas should only be done
following thorough assessments. Hawley and
Williams agree that the Bank should develop
guidelines for when an engagement has failed
and a clear specification of its consequences.
Exclusion should be just one of many reactions,
including continued observation, cooperation
with other investors or non-governmental organ-
isations or reduction or freezing of assets. The
Bank must monitor whether actual changes take
place, either with the help of own resources or
third parties.
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Hawley and Williams are furthermore of the
opinion that cooperation with other investors is
important not only for communicating success-
fully with companies, but also for establishing
Norges Bank as a leading actor in selected fields.
However, this should not pose any obstacle to
direct one-on-one communication with relevant
companies. Hawley and Williams underline the
importance of clear external communication, and
emphasise in that respect the level of annual
reporting for 2007.

The Norwegian Financial Services Association
(FNH) underlines the importance of the Govern-
ment Pension Fund - Global cooperating with
other investors on influencing the development of
companies in line with the intentions of the ethical
guidelines. It points out that this can be done
through Principles for Responsible Investment
(PRI) in which FNH believes that the Govern-
ment Pension Fund - Global can play a more
active role.

Many, including Changemaker, Norwegian
Church Aid, Save the Children and Publish What
You Pay want Norges Bank to contribute to
increased transparency about payment flows of
companies through its corporate governance
activities. In particular they mention work on new
accounting standards for companies in extractive
industries, which will require reporting of pay-
ment flows to a country’s authorities, including
costs and production data, broken down by coun-
try. Furthermore, EITI is mentioned as a separate
measure of greater transparency on the part of
companies and Norges Bank should promote this
work.

Kristian Alm and Save the Children point out
that it is not impossible to exercise active owner-
ship based on ownership of bonds, and believes
that the exercise of ownership rights and the ethi-
cal guidelines only have a bearing on the equity
portfolio. Forum for Environment and Develop-
ment expressed similar viewpoints.

Several viewpoints on corporate governance
activities relating to the climate challenge were
submitted during the consultation round.

Bellona presents an extensive environmental
strategy that also includes ownership involve-
ment. In the same way as Norges Bank has pub-
lished expectations relating to child labour (which
according to Bellona have become a standard for
other investors), the Fund should develop a simi-
lar expectations document for use not only in own-
ership activities but also in screening the portfo-
lio. This document should include requirements

for uncovering emissions, guidelines to assess
current and future risks and opportunities for
companies relating to climate change, guidelines
for how various price scenarios for CO5 should be
used in company investment decisions and,
finally, guidelines for developing emission reduc-
tion plans.

The Future in Our Hands (FIOH) proposes
strengthening the climate profile in the Pension
Fund. Ownership activities in the Pension Fund is
viewed as good, but the focus should be expanded
in relation to the current emphasis on undesirable
climate lobbying.

Greenpeace emphasises the importance of
becoming involved in corporate governance. As a
long-term investor the Government Pension Fund
— Global should persuade company managements
to overcome shortsightedness and carry out cli-
mate strategies to switch to a low-carbon econ-
omy that will have an impact long after the cur-
rent management have left. In the same way as
the Government Pension Fund — Global has set
up expectations for companies to avoid child
labour, expectations relating to climate change
should also be developed. Greenpeace itself
presents a framework for “Corporate Governance
for Climate Change”.

Changemaker emphasises how the Pension
Fund should expand its ownership activities relat-
ing to climate.

4.3.3.4 The Ministry’s assessment
General

An assessment of the instrument of active owner-
ship should naturally be based on the division of
labour between the Ministry of Finance and
Norges Bank. Through the establishment of ethi-
cal guidelines the Ministry of Finance has estab-
lished the framework for the exercise of owner-
ship rights, and specified sustainable develop-
ment as an important premise. Furthermore, the
Ministry has laid down work requirements of a
very overarching nature, by specifying that the
exercise of ownership rights shall be based on the
UN Global Compact and OECD Guidelines for
Corporate Governance and Multinational Enter-
prises. The specific formulation of the content of
this instrument is largely left to Norges Bank, see
the Section 3.1 of the ethical guidelines.

With respect to the opportunities to assess
and measure the effects of ownership activities,
the Ministry refers to what was stated in Section
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4.3.1 above. It can be added as a general point that
ownership initiatives will be enjoyed by all inves-
tors, not just those who get involved. In many
cases, ownership activities relating to industry ini-
tiatives and regulatory initiatives will be directed
at “lifting the market”, i.e. getting it to function
better, not to “beat the market”, i.e. ensuring
excess returns for one’s own portfolio compared
with the rest of the market. Consequently, it will
not be easy to measure the outcome of the work
in the absence of a control group with which it can
be compared. It should be kept in mind that com-
panies will often be interested in emphasising cor-
porate governance improvements resulting from
their own initiatives so that an investor’s impact is
not necessarily clearly evident.

Certain commenting bodies have been con-
cerned that the ethical guidelines are not applica-
ble to the bond investments because bonds do not
provide a basis for exercising active ownership.
First of all, the Ministry wishes to point out that
the exclusion mechanism potentially applies to all
companies in the portfolio, regardless of whether
the Fund owns equities, bonds or both types of
securities in a company. Furthermore, in many
cases the Fund will own both equities and bonds
issued by the same company. Active ownership
will have indirect application on the bond portfolio
inasmuch as active ownership is exercised on the
basis of shareholdings in a company in which
bonds are also owned.

Implementing the exercise of ownership rights
- Norges Bank’s work

A description of Norges Bank’s work on exercis-
ing ownership rights is given above in Chapter 3.
On the basis of the Chesterman and Albright
Group Report, consultation inputs and own obser-
vations the Ministry finds that Norges Bank has
done a good job of preparing and implementing
ownership activities in relation to the mandate.

Some important fundamental starting points
for active ownership were formulated in the
Graver Report. The Graver Committee consid-
ered that the exercise of ownership rights is pri-
marily suitable as an instrument where ethics and
long-term financial proceeds take the same direc-
tion (NOU 2003: 22 p. 25):

“The themes that receive most attention in the
public debate on ethics will not necessarily
coincide with the priorities that major asset
managers focus on to protect the long-term
interests of shareholders. In a number of

issues where there is strong ethical involve-
ment by various pressure groups, the link
between ethics and financial return will be
more tenuous than in the more classic owner-
ship issues, such as requirements for account-
ing information and independence between
boards and management. Because of the need
to balance resource use against expected long-
term gains, it is likely that issues where the aim
of protecting the long-term interests of share-
holders seems to be clearest will be given pri-
ority. In cases where the connection between
ethics and long-term return is either unclear or
negative, the exercise of ownership rights will
not be an appropriate instrument for promot-
ing ethical considerations. In other words, the
exercise of ownership rights to achieve long-
term return will not be the answer to all the
ethical challenges Norway faces through its
ownership shares in international business and
industry, nor will it cause politically or ethically
based criticism of the activities of the Petro-
leum Fund to cease. There will always be
grounds for debate on the formulation of
guidelines for the exercise of ownership rights
and for managers' behaviour within these
guidelines”.

The Ministry adopted this view in the 2004
revised National Budget (p. 64). It further states:

“The ordinary division of responsibilities
between a company's owners, management
board and administration should also be
observed. The owners' natural tasks are to
appoint the board of directors and decide over-
arching strategic issues. It is neither feasible
nor desirable for the Government Petroleum
Fund to go into the minutiae of company
administration.”

Certain commenting bodies have said that it is
important for ethical considerations to take prece-
dence in the exercise of ownership rights if there
is a conflict between ethical and financial inter-
ests.

In many cases the Ministry assumes there will
be no conflict between ethical and financial con-
cerns, particularly if the financial assessment is
long-term. However, to the extent there is a con-
flict between these interests, it will not be very
likely that Norges Bank will gain acceptance for
viewpoints at the expense of a company’s long-
term financial returns. If Norges Bank acts in a
manner that is inconsistent with its role as finan-
cial manager, it can cause a risk that the Fund can
be viewed as a political tool. This may be undesir-
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able because it can weaken the Fund’s reputation
internationally as a financial investor and thus
potentially limit the Fund’s investment opportuni-
ties, see the international debate about sovereign
investment funds.

The Ministry assumes that the latitude for
what Norges Bank can legitimately raise with a
company through dialogue can widen if a good
relationship has been built with the company or
by collaboration and division of work with other
investors. Several owners characterised as univer-
sal owners may raise issues that for their overall
portfolio will be favourable, but in the short term
will be considered negative for the individual com-
pany. This may provide an opportunity to widen
the breadth of the dialogue to subjects that in the
short term have relevance for financial return
prospects. It is difficult to specify clear guidelines
for such cases. It must be left to the judgment of
the manager in the specific case. The view of what
is natural for a financial manager to raise with
companies can also change over time. The Minis-
try views it as important that Norges Bank assess
this issue on an ongoing basis.

The Ministry takes a positive view of the fact
that Norges Bank has developed several different
instruments and approaches for its ownership
activities, see description in Chapter 3 above.

The Ministry believes that Norges Bank has
chosen working forms and instruments that align
well with its role as shareholder and financial
manager. In accordance with the ethical guide-
lines, the Bank has prepared internal guidelines
for its corporate governance activities (2004). It is
specified here that the guidelines are dynamic
and that the work will be a process in continuous
development. The Ministry will particularly
emphasise the importance of the work done to
specify expectations for the companies through
Norges Bank’s expectations document on child
labour and voting principles (2008). In the Minis-
try’s view, these documents are well suited to
strengthening the predictability of the exercise of
ownership rights. It is important for ensuring the
legitimacy of the ethical guidelines, both vis-a-vis
the companies in the portfolio and the Norwegian
public. At the same time it provides a good basis
for other investors to follow up the same princi-
ples as those observed by Norges Bank.

The Ministry will also emphasise the
resource-intensive and rather complicated work
done in combination with Norges Bank’s voting,
and not least that the voting process and its guide-
lines are made public. This provides a good occa-

sion for the public to gain insight into Norges
Bank’s work in the area.

The Ministry finds it positive that the Bank
directs its efforts not only at certain companies
but also against influencing markets and market
conditions. For such a large and diversified inves-
tor as Norges Bank, the effect of regulatory fac-
tors may be the means that have the most effect in
that it will cover many of the companies in the
portfolio.

With respect to direct contact with companies,
the criteria for selecting companies for dialogue
as described in the 2007 annual report are
deemed appropriate. These appear to provide a
basis for a good assessment of the relationship
between resource efforts and benefits, including
in the form of potential effect on other companies.
The Ministry notes with satisfaction that Norges
Bank can also discuss matters that arise on a
more ad hoc basis with companies, for example
through news stories and the like.

It is a natural starting point for an investor of
Norges Bank’s size to direct efforts mainly at cor-
porate boards, and it is positive that Norges Bank
seems to have good access to corporate manage-
ments.

The Chesterman and Albright Group Report
raised two issues of importance for the effect of
Norges Bank’s work. This applied firstly to ques-
tions relating to how results of ownership proc-
esses should be verified. Secondly, the report
pointed to an absence of clear processes with
respect to criteria for when an ownership process
should be deemed unsuccessful and the effects it
may have. The Ministry refers to the fact that
Norges Bank is currently preparing a plan for all
ownership processes covering the objective of the
dialogue, schedule, the resources to be set aside
etc. The Ministry assumes that factors relating to
independent verification of information and possi-
ble unsatisfactory outcomes of a process will be
included in such a plan.

Above, the Ministry has described PRI, which
Norges Bank has endorsed, and where the first
principle is that ESG issues shall be integrated
into investment analyses and decision-making
processes. The Ministry intends to lay down
requirements for Norges Bank’s internal strategic
plan in how the Bank plans to integrate considera-
tions relating to good corporate governance, envi-
ronmental and social matters in the management
of the Fund. Among other things, it will include
further details of the resources set aside and of
the priorities the Bank will make etc.
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Several commenting bodies want a larger
degree of transparency about Norges Bank’s cor-
porate dialogues. The Ministry has noted that
Norges Bank emphasises confidentiality in dia-
logue with individual companies as a precondition
for a good and efficient process with the company.
The Ministry believes it is important that Norges
Bank, in its ownership processes, deals with what
are generally accepted procedures among finan-
cial investors regarding corporate contact. How-
ever, it is an important consideration that the pub-
lic receives sufficient information in order to form
a picture of the scope and quality of Norges
Bank’s work. Other reputable investors appear in
an increasing degree to be demonstrating trans-
parency about their active ownership. The Minis-
try will regularly discuss the scope of information
about active ownership with Norges Bank.
Norges Bank should assess the possibilities of
publishing individual cases in ongoing corporate
dialogues on a case-by-case basis, and particularly
when a process is deemed to be concluded. Fur-
thermore, the Ministry will regulate various
aspects of Norges Bank’s ordinary reporting of
ownership activities in the regulations about the
administration of the Government Pension Fund -
Global, see the section about reporting below.

Norges Bank’s ownership activities are per-
formed fully for the account and risk of the Minis-
try of Finance. To the degree that a trade-off must
be undertaken between the efficiency of the own-
ership activities on the one hand and the legiti-
macy on the other, this assessment must ulti-
mately be undertaken by the client.

As covered in Chapter 3, Norges Bank has
chosen focus areas for the exercise of ownership
rights. This applies to four focus areas in tradi-
tional corporate governance. Under social and
environmental factors the Bank has chosen child
labour and children’s rights and corporate lobby-
ing of national and supranational authorities in
issues relating to longterm environmental
changes.

The Ministry endorses the view of the Ches-
terman and Albright Group Report that it has
been a correct strategy to concentrate efforts on
selected areas. In the Ministry’s view, the Bank
has chosen topics that are consistent with Norges
Bank’s role and the long-term goal of healthy
financial returns. In addition, the subjects are per
se very important from an ethical perspective.

Within traditional corporate governance the
Bank has chosen subjects that are crucial for a
shareholder’s ability to exercise influence in pro-

portion to its holding in a company. The Ministry
considers that these questions relate directly to
the prospects of long-term good financial returns,
while good corporate governance is simultane-
ously a precondition for a good approach to work
on social and environment-related issues.

In general, the Ministry would point out that
measures that increase transparency and access
of analysable data will be positive. This will help
improve the market’s efficiency and reduce mis-
pricing in the market. This will be an advantage
for a broad index manager such as the Govern-
ment Pension Fund — Global. Better information
access will also be important for factors other
than purely financial ones, for example with
respect to reporting on social and environmental
matters. Reference is made to special coverage of
environmental reporting in Box 4.3.

The Chesterman and Albright Group Report is
very positive in regard to Norges Bank’s work on
child labour and refers inter alia to the fact that
the Bank has formulated clear expectations of
companies, and made them public. This increases
the possibility of affecting not only the companies
but also other investors. Furthermore, the report
shows that in its work on the expectations docu-
ment the Bank has worked with other investors
and non-governmental organisations. Many of the
commenting bodies have also emphasised Norges
Bank’s work in this area. The Ministry endorses
the positive view. The Ministry also refers to the
specific results of the process covering child
labour in India based on the business activities of
the Monsanto company, see coverage in Chapter
3 above.

The Ministry believes that through its envi-
ronmental focus area Norges Bank will make an
important effort relating to the climate challenge.
The starting point for the Bank’s work is a grow-
ing view in many sectors and industries that there
is a need for greater safety around future legisla-
tion and operating conditions.

It is in the interest of the Fund to avoid the
worst climate change scenarios and this repre-
sents an important premise for Norges Bank’s
corporate dialogues in this field. At the same time
itis in the Fund’s interest for the authorities in the
individual countries, including through interna-
tional collaboration, to choose the most cost-effec-
tive solutions. This will serve the Fund’s earnings
and sustainability in the long term.

Among other things, the voting guidelines for
Norges Bank usually call for supporting proposals
that ask companies to report emissions of green-
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Box 4.3 On corporate environmental reporting

A precondition for efficient allocation of capital
and sustainable development in the long term is
access to information so that hidden costs and
risks in companies and markets can be unco-
vered. A goal for the Ministry of Finance is to
work for more transparency in the markets and
achieve better pricing of costs to prevent compa-
nies from passing costs on to others.

From an environmental point of view it is
important that information is available about
how well the various companies are prepared for
various environmental consequences, such as a
trend of putting strict limitations on carbon
emissions. This has a bearing on the efficiency
of the markets and correct pricing of the compa-
nies.

Measuring and reporting environmental
impact is a necessary basis for integrating ESG
issues. More general use of open environmental
management systems shall ensure that investors
who wish to incorporate environmental consid-
erations into management will have a more relia-
ble basis of comparable data. A number of funds
have already integrated environmental criteria
into their investment decisions and exercise of
ownership rights.

The Norwegian Accounting Act contains
provisions on environmental reporting. For a
more detailed assessment see Report no. 10
(2008-2009) to the Storting: Neeringslivets sam-
Sfunnsansvar i en global skonomi (Social respon-
sibility of business and industry in a global econ-
omy). Established Norwegian policy recom-

mends that companies endorse the global
environmental reporting schemes through the
Global Reporting Initiative (GRI).

Open, comparable and reliable environmen-
tal reporting, well integrated with the company’s
daily operation, will generally be positive for
financial investors. In both direct dialogues and
through voting it is therefore important to
emphasise communicating information con-
nected with risk factors relating to the climate
and other issues.

The Ministry considers this to be in line with
the long-term interest of the Government Pen-
sion Fund - Global. To avoid different reporting
requirements from many different investors it is
important to coordinate reporting requirements.
The Carbon Disclosure Project is an example of
just such a coordinated reporting initiative sup-
ported by Norges Bank.

The Ministry has assessed the benefits of a
coordinated review of the environmental report-
ing of the companies in the portfolio. In that
case its benefits must be weighed against the
considerable work effort that will be necessary
to summarise the environmental development of
nearly 8,000 companies. During the consultation
round several respondents said that they desire
an overall portfolio review of the Government
Pension Fund - Global relating to companies’
CO, emissions and associated risks for the
returns. The Ministry aims to conduct a review
of such issues, see discussion in Sections 2.5
and 4.3.6.

house gases and adaptation strategies when the
existing reporting is not satisfactory and publish-
ing will be in the shareholders’ interest. Proposals
about climate change and business strategy will
be evaluated on a case-by-case basis. Better
reporting about companies’ climate challenges
and strategies will provide a better basis for
informed investment decisions.

Several respondents in the consultation round
believe that corporate governance activities
should be somewhat more broadly aimed at the
climate issue. It is important to underline that
Norges Bank is involved in working with other
investors in this area too. Two important initia-
tives were taken in 2008. Norges Bank became

involved in the Carbon Disclosure Project, an
independent, non-profit organisation that gathers
and publishes information about companies’ emis-
sions of greenhouse gases and other information
relating to companies’ handling of greenhouse
gas issues. In November 2008 Norges Bank took
part in a petition sent to heads of governments
and climate negotiators from more than 130 inves-
tors with total assets of USD 6,400 under manage-
ment, stating that future climate agreements must
be strong and binding. The initiatives are
described in more detail in Chapter 3.

New opportunities to incorporate climate
issues in the management process are opening up
now that the Government Pension Fund - Global
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is to invest in real estate. Through large owner-
ship interests in parts of the real estate manage-
ment Norges Bank, as manager, will be able to
exert greater influence on the requirements made
of the underlying assets in the portfolio than
through the management of the equity and fixed
income portfolio. This supports taking special
environmental considerations in real estate man-
agement. The Government Pension Fund - Glo-
bal should therefore adhere and contribute to the
development of best practise in integrating envi-
ronmental concerns in the management of real
estate. The Ministry intends to require Norges
Bank to participate actively in the efforts pursued
internationally to develop special environmental
considerations in real estate investments.

The Ministry underlines the importance of
well-functioning ownership activities related to
the climate challenge. By virtue of being a long-
term and global actor with investments in many
companies that will be affected by climate chal-
lenges, it is important to influence companies to
prepare for a future economy where emissions of
carbon will be very costly and will be reduced.

All in all, the Ministry is satisfied with the sub-
jects Norges Bank has chosen to focus on in its
corporate governance activities. At the same time
the Ministry sees that the documents that the eth-
ical guidelines specify as the basis for the exercise
of ownership rights, the UN Global Compact and
OECD guidelines for multinational companies
and corporate governance, cover in terms of top-
ics more factors than what Norges Bank’s work
has focused on so far. As part of the high ambition
level the Ministry believes is right to use as the
basis for the Government Pension Fund as a
responsible investor, the Ministry believes the
breadth of Norges Bank’s corporate governance
activities should be gradually broadened. The
Ministry considers that further development of
Norges Bank’s ownership activities should take
place through preparation of expectations docu-
ments in other subjects, and will ask Norges Bank
to prepare more of these documents, including in
the environmental field. Many commenting bod-
ies said that Norges Bank should prepare an
expectations document in the climate field. The
Ministry believes this could be appropriate and
assumes that this could cover expectations relat-
ing to companies’ strategies and risk analyses
relating to climate challenges and restrictions in
climate policies. Reference is also made to Section
4.4.2 below where an expectations document
about the corporate transparency and reporting is

discussed. The Ministry otherwise sees that it is
important that work on new expectations docu-
ments in many areas takes place in step with the
acquisition of skills and good utilisation of
resources within Norges Bank.

As stated under Section 4.3.3.2 the Chester-
man and Albright Group Report emphasised that
the process of choosing priority areas was closed,
and that particularly with respect to social and
environmental issues it is especially advisable to
have a broader range of viewpoints to make priori-
ties viable over time. The Ministry believes that
as the Fund’s owner it is natural for the Ministry
of Finance to be presented with questions about
major changes before the Bank makes the final
decision in the case. The Ministry can decide that
Norges Bank shall present its proposals in
advance to interested parties at an open hearing.
The Ministry aims to implement this by including
a decision about this in the regulations governing
the management of the Government Pension
Fund - Global.

The Ministry is positive to Norges Banks’
cooperation with other investors and participation
in investor initiatives. Individual investors can
increase their impact on companies or regulatory
authorities, and it can also provide latitude for an
appropriate division of work and utilisation of
resources. Norges Bank has a size and resources
entailing special expectations that the Bank could
play a leading role within relevant initiatives that
other and smaller investors cannot be expected to
take. At the same time it is important that the
Bank is careful about what it gets involved in, pre-
cisely to obtain the best utilisation of resource
inputs. The Ministry also considers it likely that
as the Fund’s owner the Ministry of Finance
should consider direct participation in certain ini-
tiatives. Reference is made to the fact that the
Ministry has endorsed PRI, see Section 4.3.2
above.

An important precondition for good corporate
governance, environmental and social factors in
active management is that external portfolio man-
agers can follow up Norges Bank’s strategy in the
area. Norges Bank has described its relationship
to external managers in a letter dated 6 June 2008
to the Ministry of Finance. The Ministry is taking
this information into consideration and believes
that Norges Bank appears to have a conscious
relationship to how such issues are addressed
through contact with external managers. The
Ministry will emphasise the importance of the
relationship between Norges Bank’s external
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managers in this area, and intends for the regula-
tions concerning the management of the Govern-
ment Pension Fund - Global to contain a provi-
sion that a relevant factor in selecting new exter-
nal managers is that they can document that they
have systems to take good corporate governance,
environmental and social issues into considera-
tion in line with Norges Bank’s strategy in the
area.

Resource access, resource use and reporting

Ten persons currently work on the exercise of
ownership rights in Norges Bank. Resource use is
divided into approx. 50 per cent traditional corpo-
rate governance and approx. 50 per cent social
and environmental subjects. The use of resources
in the exercise of ownership rights is decided by
Norges Bank itself, but the costs are covered
through the management fee the Bank receives.

As mentioned above, the Ministry assumes a
positive connection between corporate govern-
ance activities and the Fund’s long-term financial
returns. In line with this the Ministry presumes
that over time Norges Bank will increase resource
efforts in this area.

The strong focus on the Bank’s results in the
form of excess returns may indirectly lead to own-
ership activities being given lower priority than
what is desired because ownership activities by
nature have a much longer time horizon than the
financial returns that are measured from one
quarter to the next. It is a challenge for the Minis-
try to establish an assessment system that suffi-
ciently ensures adequate priority of active owner-
ship efforts. The Graver Report discussed this
question and showed that requirements for
reporting ownership activity will give the man-
ager incentives to give priority to this work.

“In the current model, the Ministry of Finance
is responsible for the Fund's absolute and long-
term return since it defines the benchmark
portfolio and risk limits for the management of
the Fund. Norges Bank is responsible for rela-
tive return, that is, return that exceeds or falls
below the benchmark portfolio return as a
result of active management or deviations from
the benchmark for cost effectiveness reasons.
Frequent reporting of the results, which is
both desirable and necessary, gives the Bank a
natural incentive to focus on generating
results, defined as an excess return compared
with the benchmark index. Resources are allo-
cated to Norges Bank to cover actual manage-
ment costs up to a maximum limit, and the

Bank prioritises these resources within this
limit. The management structure should be
designed to provide strong enough incentives
for Norges Bank to give priority to the long-
term exercise of ownership rights rather than
engaging in other activities when the upper
cost limit is reached.

One way of achieving this is for the Petro-
leum Fund's owner to stipulate requirements
for the manager's reporting on how a mandate
for the active exercise of ownership rights is
fulfilled. By following up the manager and
showing that the exercise of ownership rights
is a central issue, the owner will be giving the
manager a stronger incentive to give priority to
the exercise of ownership rights in the mana-
ger's own organisation.”

According to current ethical guidelines Norges
Bank shall report annually about ownership activi-
ties. The Ministry believes it is desirable to
increase the frequency of reporting on these
activities to quarterly reporting. The Ministry will
organise the reporting routines concerning own-
ership activities so that it is consistent with what
applies to the Bank’s general activities.

Internal incentive structures in Norges Bank
can also have a bearing on how the goal of integra-
tion can be met concerning good corporate gov-
ernance, environmental and social factors. The
Ministry will assess how such factors can be safe-
guarded through principles for performance-
based pay in the new regulations concerning man-
agement of the Government Pension Fund - Glo-
bal.

4.3.4 Exclusion of companies

4.3.4.1 Introduction

An evaluation of the ethical guidelines and work
on this must be connected with the provisions
that cover it in the ethical guidelines. The ethical
principles for excluding companies are that the
Fund shall not undertake investments that repre-
sent an unacceptable risk of the Fund being
involved in unethical actions or omissions, such
as serious or systematic violation of human rights,
gross violations of individual rights in war or con-
flict situations, gross corruption, severe environ-
mental damage or other particularly gross viola-
tions of fundamental ethical norms. A more com-
plete description of the exclusion mechanism is
presented in Section 3.3 above.

Furthermore it is natural in an evaluation to
see what actually has been achieved through
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excluding companies. The preparatory works say
little about the effects an exclusion has or can
have. The Graver Report establishes that such a
mechanism is a defence mechanism to avoid
becoming an accessory. Little attention is there-
fore paid to what happens after the shares in the
company have been sold. Nor is it the case that
there is an attempt to influence companies in a
certain direction through this instrument. Never-
theless it can be assumed that the mechanism has
had certain effects, which the Council on Ethics
also presupposes in its consultative comments. In
such case this is unintended in principle. In the
Ministry’s view, the challenge is therefore to
assess how the use of an exclusion mechanism -
and the real effects it has — can be integrated bet-
ter as part of the whole that the ethical guidelines
represent. A natural step in such a process has
been to clarify the overarching objective for all
instruments used. The exclusion mechanism
must be seen in connection with this overriding
objective, which can have an impact on the assess-
ment of when it is right to decide on an exclusion.
These issues are discussed in more detail under
the Ministry’s assessment in Section 4.3.4.4 and
in Box 4.5.

4.3.4.2 Consultation memorandum
Achievement of objective

Under 3.2 the consultation memorandum states:

“The objective of the measures mentioned in
Section 4 of the ethical guidelines is to prevent
contributions to serious or systematic violations
of ethical norms, as specified in more detail in
Section 4 of the guidelines. This measure is, as
discussed in Section 2.2, based on a deontologi-
cal approach. The assessment as to the risk of
contribution shall be forward looking.

The Ministry assumes, when it comes to the
screening of companies on the basis of the wea-
pons criterion, that the monitoring services
used by the Council on Ethics are effective. It
can be deemed likely that companies producing
the relevant weapons or parts for such weapons
are in fact excluded from the portfolio.

The Ministry is of the view that the compa-
nies excluded on the basis of their behaviour,
are indeed covered by the exclusion criteria,
i.e. that the risk of continued serious ethical
violations has been and remains unacceptable.
Reference is made to the thorough fact gathe-
ring, deliberations and recommendations of
the Council on Ethics. However, one cannot

operate on the assumption that there are no
companies in the portfolio that are engaged in
activities that somehow represent serious ethi-
cal violations. It will not be possible, with 7,000
companies in the portfolio, which also change
their conduct over time, for the Council on
Ethics to be aware of what all the companies
are doing at any given time. The use of external
reporters and tips from the general public will
be of decisive importance in this regard."

Council on Ethics’ work

The Chesterman and Albright Group Report,
which has evaluated the work of the Council on
Ethics, is covered in the consultation memoran-
dum. The report shows that the work done by
Norges Bank and the Council on Ethics has estab-
lished Norway as a leading actor with respect to
ethical issues in the global economy. As for the
Council on Ethics, it is particularly pointed out
that the thorough recommendations have been
published. The report points out that criticism of
the Council on Ethics has largely fallen into three
categories: First, disagreement about the justifica-
tion of certain recommendations. Second, that the
Council was to have made more recommenda-
tions, either on the basis of existing guidelines or
an expansion (the report does not take a position
on any expansion of the guidelines to include
additional factors). Third, it emphasises a point
that has not been very visible in public debate:
whether the Council on Ethics has used its
resources in an efficient manner. On this basis the
report formulates three main issues: the question
of whether the Council on Ethics has been fair,
effective and efficient.

In discussing fairness the report raises ques-
tions relating to the Council on Ethics’ relation-
ship to the companies in the portfolio. The report
discusses three specific topics where there may
be room for change: The Council on Ethics’
method for choosing which companies are to be
investigated, the collection of information from
the companies by the Council and the method for
how an excluded company can apply to be rein-
stated in the portfolio.

The discussion under effectiveness is particu-
larly about how the Council on Ethics’ recommen-
dations can have an impact beyond the specific
company that is affected. This is discussed both in
the significance of the signal effects of “naming
and shaming”, but questions are also raised about
whether the Council on Ethics should prepare
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and publish summaries of its decisions in a man-
ner that is suited to guiding companies in various
points relating to meeting the guidelines.

With respect to efficiency the report believes
that the efforts of the Council on Ethics can be
made more effective. An important part of the dis-
cussion under this point applies to structuring the
Council on Ethics’ process forward to any recom-
mendation differently than today. Among others
this relates to ways of making the Council on Eth-
ics’ priorities and work that does not lead to rec-
ommendations to exclude companies more visible
and accessible to the public.

In the consultation memorandum the Ministry
writes that, on the basis of the report and own
observations, it finds that the Council on Ethics has
carried out the duties following from the ethical
guidelines and its mandate in an appropriate man-
ner. The Council on Ethics currently has one
instrument at its disposal, namely a recommenda-
tion of exclusion. The Ministry is aware that in
many cases the Council on Ethics finds information
about companies that shows that the companies
have room for improvement with respect to mat-
ters that are relevant according to the guidelines,
but the behaviour is not of a nature that qualifies
for exclusion. The consultation memorandum
pointed out that a goal of the evaluation could be to
equip the Council on Ethics with a few more instru-
ments so that its information could still be useful.

Criteria for exclusion

In the consultation memorandum the Ministry
pointed out the importance of ensuring that the
ethical guidelines reflect in the best way possible
an overlapping consensus among the Norwegian
people so that it can be assumed that the owners
of the Fund are behind the guidelines. Under Sec-
tion 3.2 the Ministry writes that it will

“...await feedback from the bodies included in
the public hearing before taking a view on
whether other or more exclusion criteria
should be introduced. The Ministry will, in its
assessment of such feedback, continue to
emphasise that one aims to have a regulatory
framework that reflects, in the best possible
manner, an overlapping consensus in the Nor-
wegian people.”

4.3.4.3 Views of commenting bodies

The input of commenting bodies concerning the
exclusion mechanism has concentrated on the fol-

lowing main subjects: the general use of the exclu-
sion mechanism and criteria for exclusion, the
Council on Ethics’ work and instruments at the
disposal of the Council. Many have also com-
mented that the Council on Ethics’ relationship to
Norges Bank and the need for a greater degree of
coordination and cooperation between the two
bodies. This subject is discussed in greater detail
under Section 4.3.5 below.

General information about the purpose of the
exclusion mechanism.

In its consultative comments the Council on Ethics
stresses that the main purpose of the exclusion
mechanism should still be to avoid contribution,
not to influence companies. If the purpose of
exclusion is to affect change, it will limit opportu-
nities for the Council to assess the worst compa-
nies, the Council says. At the same time the Coun-
cil on Ethics points out that exclusion has the
power to influence, in that the Fund is a major
actor, that there is a high threshold for excluding
a company, and that recommendations of exclu-
sion are public, thorough and well documented.

Some of the commenting bodies warn against
the use of exclusion, unless it is connected with
other instruments such as dialogue and attempts
to influence through the use of ownership rights.
Some of the commenting bodies also ask what a
sale of shares in a company leads to. In many
cases the consequence is that the influence on the
situation that would have been retained through
ownership in the company will be lost, and in the
worst case those affected by the company’s activi-
ties will be even worse off. In its comments Nor-
wegian Church Aid writes that excluding a com-
pany does not release it from responsibility for the
victims and interests of the victims. The organisa-
tion proposes that compensation be incorporated
as an element of the exercise of ownership rights
to protect the victims’ needs in a direct way.

In its consultative comments Norges Bank
writes that exclusion due to conduct is a demand-
ing instrument. It is difficult to be consistent. Fur-
thermore, it will be a risk that the exclusions
could affect companies that are generally ambi-
tious or leading in their industries also in regard
to avoiding grossly unethical acts in which the
Fund is to avoid contributing to. Norges Bank fur-
thermore states that exclusion is not the same as
condemnation, but that it can be viewed as such,
depending on the way the exclusion decision is
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announced. The Bank comments that exclusions
should be presented as administrative decisions.

In its consultative comments KLP writes that
exclusion is a strong instrument that should be
used as a crowbar for dialogue and which will put
the spotlight on reprehensible situations in public
discourse and internally in the companies. Dia-
logue can continue even after a company has been
excluded, as is the practice at KLP. In their joint
consultation input, Andrew 1. Williams and James
P Hawley say that exclusion is a blunt instrument
that is not necessarily the most efficient way to
achieve the goals envisioned for the Council.

In its consultative comments the Norwegian
Savings Banks' Association writes that the exclu-
sion mechanism should be used so that it results in
fewer exclusions. In other words: Exclusion is not
the final objective, but correction of behaviour is.

Application of exclusion criteria and development of
norms

Norwegian Centre for Human Rights sought a
more detailed clarification of what is meant by the
term “human rights” in the guidelines. Bob Pozen
underlines some of the same in his comments
when he wrote that there is a need to clarify the
demands made of companies with respect to
human rights preceding any exclusion. The Amer-
ican Chamber of Commerce in Norway expressed
similar views.

The Council on Ethics says it has emphasised
expanding its understanding of the individual
points in the guidelines, particularly in the first
recommendations in each of the criteria. Qualifi-
cation of the criteria (gross, serious etc.) pro-
vides, together with the preparatory works, clear
guidelines about how strictly the guidelines shall
be practised. The Council on Ethics points out
that it often starts with conventions, international
law, national laws of different countries or other
non-binding sets of norms as reference points for
the various assessment subjects.

The consultative comments from the Ameri-
can Chamber of Commerce in Norway claim that
since exclusions are based on available informa-
tion a large degree of transparency will increase
the chance of being considered for exclusion.
There is a builtin “selection problem”, in that
companies that are excluded do not necessarily
need to be the largest norm violators but are
selected because they report openly or operate in
parts of the world where information is easily
available. The consultative comments from BI

contained similar reasoning. There is a risk of
journalists and non-governmental organisations
focusing on the weaknesses of the “best” compa-
nies while the companies that are actually worst
receive no attention. There can be a division in the
world economy where activities in ethically grey
zones are carried out by lesser-known companies
operating below “the ethical radar screen”.

Some of the commenting bodies have com-
mented on the Council’s interpretation of the con-
cept of contribution. The concept of contribution
is a key part of the grounds for excluding compa-
nies, see the preparatory works (the Graver
Report). The Norwegian School of Theology
believes the probability of positive change in the
company has to be decisive. Martin E. Sandbu
proposes that the Council on Ethics take into con-
sideration a new aspect in assessing whether the
Fund can be deemed to contribute to grossly
unethical activity: a company must be deemed
guilty of previously committed norm violations if
the company does not make amends in an ade-
quate manner for the same norm violations. If a
company fails to make amends, it can be claimed
that the norm violations are ongoing and that it
continues to profit from the damage inflicted. The
Norwegian Burma Committee believes it is prob-
lematic that the ethical guidelines do not require
companies to make amends for damage resulting
from a company’s past activities. The Forum for
Environment and Development is of the same opin-
ion.

HSH believes that, given the way the Council
on Ethics’ role has been defined, a considerable
asymmetry has been established between the
legal nature of the Council’s decisions and the
economic nature of the managers’ decisions. HSH
furthermore states:

“...; In many respects the Council acts like a
court without having such decision-making
powers. It is probably not too strong to say that
both the Council and the Ministry of Finance
base themselves on the Norwegian self-image
of having considerable ethical authority and
power. ...;”

Criteria for exclusion:

Many of the commenting bodies, including the
Confederation of Norwegian Enterprise (NHO) and
KLP, point to the importance of the criteria for
exclusion being clearly anchored in international
norms and rules, in addition to being an expres-
sion of an overlapping consensus among the Nor-
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wegian people. In its consultative comments KLP
said the following:

“We believe that the exclusion mechanism is
served by criteria largely consistent with inter-
national norms. International norms are the
closest the world comes to a common set of val-
ues regardless of country or actor. This pro-
vides legitimacy, opens opportunities for coop-
eration and provides greater influence.”

In their consultative comments, six commenting
bodies (Directorate of Health, Norwegian Cancer
Society, Norwegian Heart and Lung Association,
Norwegian Asthma and Allergy Society, Norwegian
Church Aid and Tobacco-Free), proposed that
tobacco producers should be automatically
excluded from the Government Pension Fund -
Global through a screening mechanism.

The main thrust of the argument from these
commenting bodies is that Norway supports the
WHO Framework Convention on Tobacco Con-
trol, which entered into force in 2005, i.e. one year
after the current ethical guidelines were intro-
duced. The convention was ratified by 160 coun-
tries, including Norway as the very first. States
that support this convention are obligated to fight-
ing globalisation of what the convention calls the
tobacco epidemic. This concept refers in turn to
the very serious and extensive health, social, envi-
ronmental and negative economic consequences
of tobacco use and production of tobacco across
the world.

The Directorate of Health refers to the fact that
smoking is one of the main risk and causal factors
in cardiovascular disease, lung and respiratory
infections and many forms of cancer. It is esti-
mated that around 6,700 people die of smoking-
relating diseases each year in Norway. On a world
basis, nearly five million people die each year due
to tobacco use. This is expected to climb to eight
million in 2030, of which 80 per cent of the deaths
will occur in developing countries.

The Norwegian Cancer Society has a long dis-
cussion of the WHO Framework Convention on
Tobacco Control. According to the Norwegian
Cancer Society the background of the convention
is a strong international desire to combat the
spread of the tobacco epidemic. “The Convention
also reflects an acknowledgement that the inter-
national society must combat a very determined,
powerful and speculative tobacco industry that is
increasingly focusing on the weakest links in the
world community.”

The Norwegian Heart and Lung Association
(LHL) believes that when Norway actively invests
in the tobacco industry this violates the intention
of the tobacco convention. LHL believes that as a
whole the tobacco industry conducts itself in a
manner that is not consistent with the values and
ethics we believe should be present in the compa-
nies in which the State invests. The tobacco indus-
try aggressively markets its products in develop-
ing countries. It is also working intensively to pre-
vent these countries from adopting tobacco use
restrictions like those in industrialised countries
and in the western world. According to LHL,
investing in the tobacco industry while the health
authorities are working to achieve a tobacco-free
country at home and through international coop-
eration can be described as a governmental dou-
ble standard.

Tobacco-Free argues that tobacco is the only
legal product that causes death when used as
intended. If the government decided to screen out
tobacco producers, it would not create a prece-
dent for other potentially harmful products that
do not have such dramatic consequences from
normal use. Furthermore, Tobacco-Free believes
that tobacco products would have been prohibited
had they been introduced today. Tobacco is
exempt from the legislation covering other con-
sumer goods. Exclusion based on a review of the
conduct of individual companies is not a suitable
tool since the tobacco products themselves are
the main problem, plus the fact that they are not
very different from other companies with respect
to violations of conduct criteria under the current
ethical guidelines.

Norwegian Church Aid encourages the Minis-
try of Finance to undertake an ongoing assess-
ment of the criteria that should be used for Gov-
ernment Pension Fund — Global investments in
the alcohol industry. They note that alcohol is one
of the main causes of cancer and a number of
other illnesses and health hazards. From a pov-
erty perspective, the Ministry is encouraged to
take a closer look at the health-related and socio-
economic consequences of alcohol consumption.
Norwegian Church Aid writes further that there
is an established connection between alcohol con-
sumption and violence, particularly gender-based
violence. On this basis the organisation recom-
mends that the Ministry prepare clear ethical cri-
teria for Government Pension Fund - Global
investments in the alcohol industry, both with
respect to exercising ownership rights and the
exclusion mechanism. FORUT, Campaign for
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Development and Solidarity, also recommends
that the Government Pension Fund - Global
should not invest in multinational alcohol compa-
nies. FORUT points to the fact that exclusion of
alcohol producers is much used for what are
called social or ethical fund investments. FORUT
refers to the fact that this is grounded in the prob-
lems alcohol inflicts on individuals, family, com-
munities and nations in the form of health, social
and economic problems. Lifestyle illnesses
caused by alcohol in combination with tobacco,
lack of physical activity and a high-fat diet, repre-
sent the world’s biggest health challenge. FORUT
appends a report where several factors relating to
alcohol are discussed, including health and eco-
nomic problems, unfortunate economic ripple
effects, undesirable effects and aggressive mar-
keting in emerging markets and the occurrence
of political lobbying. FORUT believes that Nor-
way will take the lead and be an example for other
investors if the alcohol industry is excluded from
the investment universe.

According to Future in Our Hands, the exclu-
sion basis should be expanded to exclude compa-
nies that work against international agreements
and undermine long-term sustainable develop-
ment.

Bodo Graduate School of Business argues that
Norges Bank must lay down stricter climate
requirements for the individual company. If this is
not followed up, the exclusion mechanism should
be used. Climate change is the most severe envi-
ronmental damage in history and the school can-
not understand why some companies have not
already been excluded for this reason. Greenpeace
and Changemaker also advocate excluding “cli-
mate offenders” from the investment universe.

The work of the Council on Ethics — more instruments

Many of the commenting bodies cite thorough-
ness and transparency as important and very pos-
itive elements of the Council on Ethics’ work. As it
has evolved, the exclusion mechanism has also
been referred to as pioneering, i.e. related to the
work done on exclusion of weapons manufactur-
ers. The Council on Ethics’ work is recognised
internationally as an important element in the
subsequent process of establishing a new interna-
tional convention against cluster munitions.

Many commenting bodies are of the opinion
that the overarching goal of the ethical guidelines,
including the use of exclusion as an instrument, is
to contribute to more responsible business prac-

tices. In light of this it is claimed that specific
requirements relating to the various exclusion cri-
teria must be made of the companies and commu-
nicated to them and the public. A majority believe
this clarification must be made in advance of any
exclusion of a company.

Many commenting bodies seek an inclusion
procedure for companies that have been
excluded. In its comments, KLP writes that the
government should actively seek to influence
excluded companies. They furthermore comment
that specific demands must be made of the com-
panies which are communicated to them and to
the public, and that the companies’ willingness
and desire for change must play a role in the
assessment. This view has the support of Andrew
T. Williams and James P Hawley, who underline
the importance of the Council on Ethics giving
clear indications to the companies of what is
needed for them to be reinstated after an exclu-
sion. The Council can do this with the use of
either internal or external expertise. In its con-
sultative feedback the Council on Ethics writes
that they have discussed the question of what is
needed for inclusion in the Fund’s universe of
individual companies. However, the Council
regards it as “not very appropriate to introduce a
general requivement to describe criteria for reinstat-
ing the companies that are excluded”.

Some commenting bodies seek an even greater
degree of transparency about the work that is
done. Martin E. Sandbu proposes that the Council
on Ethics’ reports that do not lead to exclusion
should be made public. He claims that this is some-
thing Norwegian citizens have a right to know. On
the other hand, in Sandbu’s opinion, the companies
have no right to protection from transparency.
They may even be expected to see being given a
public ‘clean bill of health’ as positive.

Asa and Sirith Kasher believe that the Council
on Ethics should carry out comparable examina-
tions of companies in the same sector as part of an
investigation into the conduct of individual compa-
nies.

A majority of the commenting bodies that have
expressed an opinion on the Council on Ethics’
work regard it as appropriate that the Council pro-
vide dialogue opportunities with the companies
beyond what is provided by the current system.
Many believe the Council should enter into dia-
logue earlier in its assessment process and that
the contact should have a more open form than
through the presentation of an exclusion recom-
mendation. Many recommend that basing a
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recommendation of exclusion only on written cor-
respondence with a company should be avoided.

NHO says that the assessment of the opportu-
nities for dialogue must take place in light of the
entire company’s activities. The organisation
writes furthermore that it is an advantage to
attempt dialogue. However, it does not take a posi-
tion on whether the dialogue with companies is to
take place through Norges Bank, or directly
through the Council on Ethics.

Professors Andrew T. Williams and James P
Hawley propose giving the Council on Ethics
more instruments that can be used in the spec-
trum between dialogue and exclusion. In its com-
ments, the Norwegian School of Theology also
writes that the Council on Ethics should have
more instruments beyond recommendation of
exclusion. The School considers that information
about the improvement potential of companies
may be valuable even though their ethical con-
duct falls short of exclusion.

In his consultative comments Martin E.
Sandbu writes that a regular process is desirable
to give companies a chance to change their behav-
iour. One solution is a multi-phase process that
Simon Chesterman and The Albright Group pro-
pose in their report. Another will be that the Min-
istry, when it receives a recommendation for
exclusion of a company, routinely does not decide
exclusion, but instead provides NBIM with a set
time limit, for example one or two years, to work
with the company.

Both the Council on Ethics and Norges Bank
write in their consultative comments that the
Council should be given more room for dialogue
at an earlier stage of the report process. The pur-
pose of such a dialogue will primarily be to collect
information, not to engage in influencing com-
pany behaviour, writes the Council on Ethics in its
comments. Norges Bank also emphasises the
opportunity for greater information through dia-
logue, but also writes that such dialogue can pro-
vide scope for the company to correct its behav-
iour.

Many commenting bodies propose various
forms of observation of companies as a further
instrument the Council on Ethics should possess.
These comments are shown in Section 4.3.5.

Several respondents advocate a greater degree of
collaboration between the Council on Ethics and
Norges Bank. See further details under Section
4.3.5 concerning coordination of the instruments.

4.3.4.4 The Ministry’s assessment
General

The Ministry of Finance finds on the basis of the
report by Simon Chesterman and The Albright
Group, consultative inputs and own observations
that the Council on Ethics has performed the tasks
ensuing from the ethical guidelines and its man-
date in a proper manner. In its start-up phase, the
Council on Ethics was quick to begin operations
and has been very productive and identified a vari-
ety of issues. It must also be recalled that only a rel-
atively small part of the combined work of the
Council on Ethics and its secretariat is visible to the
public. The Ministry wishes to underline that a
good basis has been established so that the exclu-
sion mechanism can continue to function in a relia-
ble and satisfactory manner. Criteria that must be
met before a sell-off can take place have been
refined and supplemented and the administrative
procedures that are followed are systematic.

The exclusion mechanism has been in use for
four years. This is a relatively short period of
time. Still, the Ministry believes it is possible to
provide individual assessments of the effects of
the exclusion mechanism. Box 4.4 refers to the
effects of exclusion from Government Pension
Fund - Global equity investments on the bench-
mark portfolio’s return. Box 4.5 covers the
expected other effects of excluding companies
from the portfolio.

Purpose of the exclusion mechanism

According to the current ethical guidelines the
goal of excluding companies from the Fund’s
investment universe is to avoid investments that
represent an unacceptable risk of the Fund con-
tributing to specific unethical actions or omis-
sions. In principle, exclusion is not meant to be
used as a means of influencing the behaviour of
companies, see page 24 of the Graver Report. The
Committee meant that exercising ownership
rights could be more efficient for influencing a
company’s behaviour. Still, it cannot be ruled out
that exclusion can also have indirect effects on
the conduct of companies, see the discussion
below.

The way in which contribution is used in the
ethical guidelines includes in reality two different
factors. To start with, the company’s contribution
to the unethical situation must be assessed. How-
ever, the Graver Committee also considered that
owning shares or bonds in a company that can be
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Box 4.4 The financial effects of exclusion since 2005

In NOU 2003: 22 Forvaltning for fremtiden
(Management for the future), the Graver Com-
mittee wrote that negative screening and exclu-
sion on a certain scale could have financial con-
sequences in the form of reduced risk-adjusted
returns, reduced opportunities to engage in
active management and higher transaction
costs. Below, one of these effects is discussed:
the effect on the returns of the Fund’s bench-
mark portfolio.

When companies are excluded from the
benchmark portfolio in the Government Pen-
sion Fund, all other companies in the same geo-
graphic region are given a higher weight than
otherwise. Consequently, since the Fund’s
benchmark portfolio has a somewhat different
composition than the original index, returns and
risk may also be different.

The effect of the exclusion will increase with
the excluded companies’ relative share of the
Fund’s combined investment universe. By year-
end 2008, 31 companies were excluded from the
investment universe in the Government Pension
Fund - Global. The value of these companies
represented about two per cent of the bench-
mark index for the world stock market. Some of
the excluded companies are of considerable
size. At the beginning of 2009 the value of the
three largest excluded companies equalled over
40 per cent of the market value of all companies
excluded from the equity benchmark. These
three companies were Wal-Mart Stores, Rio
Tinto and United Technologies.

Seventeen of the excluded companies are
from the aviation and defence sector, which rep-
resents about 1 per cent of the world index for
equities. More than 3/4 of this sector, measured
by the companies’ value in the index, has been
excluded from the Fund’s benchmark portfolio.
This is because producers of certain types of
weapons are automatically excluded from the
Fund.

In figure 4.1 the performance of the three
largest excluded companies is compared with
the performance of broad market indices in mar-

kets where companies are listed. The compari-
son has been done for the period after each
exclusion. The figure shows that the exclusions
of United Technologies and Wal-Mart until the
end of 2008/beginning of 2009 lowered the
return on the benchmark portfolio, while the
exclusion of Rio Tinto at this time contributed to
a higher return on the benchmark portfolio.

Figure 4.1 also compares the aviation and
defence sector in the world index with the entire
market. This shows that the aviation and
defence sector produced a higher return than
the overall market during this period. Since a
large part of this sector has been excluded from
the Fund, it has contributed to reducing the
return on the Fund’s benchmark portfolio.

To estimate the combined effect of the
Fund’s benchmark portfolio since 2005, the
Fund’s actual benchmark portfolio during this
period has been compared with the benchmark
portfolio return the Fund would have followed
without exclusions due to ethical guidelines.
These calculations were done by Norges Bank.

Return compared with market index
Per cent
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Figure 4.1 Return in companies or sectors
compared with relevant market index since
exclusion. Per cent

Source: Bloomberg/Ministry of Finance
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Box 4.4 (cont.)

Figure 4.2 shows the effect of the exclusion
on the return on the benchmark portfolio since
2005. The figure shows the overall effect on the
equity benchmark, bond benchmark and on the
Fund’s entire benchmark portfolio. Overall, the
effect of the exclusions until year-end 2008/2009
has been marginally positive (0.03 percentage
points) for the Fund’s overall benchmark portfo-
lio. The return difference has varied over time,
and the variations are largest in the equity
benchmark. For example, since August 2005 the
exclusions have provided a return on the equity
benchmark that is 0.06 percentage points higher
than without exclusion. But as late as August
2008 the result was the opposite, then with a
negative excess return of 0.19 percentage
points.

Total difference in return against index
without exclusion
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-15 4 — Al L-15
Equity
-20 + Bonds r-20
-25 : : : : : : -25
jan.06 jul.06 jan.07 jul.07 jan.08 jul.08 des.08

Figure 4.2 Total return difference. Government
Pension Fund - Global benchmark portfolio
compared with benchmark portfolio without
exclusion. Basis points (1/100 per cent.)

Source: Norges Bank/Ministry of Finance

Table 4.1 summarises the results for the
benchmark portfolio for equities. The table
shows that the return and risk were about the
same before and after exclusion in the period
August 2005 to December 2008. Both annual
return and annual risk measured by standard
deviation are 0.02 percentage points higher after
exclusion than before.

The exclusions from the Fund’s investments
have taken place over time and some of the
exclusions have affected the portfolio’s return
for just a few months. It would be hard to draw
any general conclusions on the basis of these
exclusions. There is still reason to assume that
the effect of the exclusions will increase if the
excluded companies represent a high relative
share of the total benchmark portfolio. If the
exclusions are concentrated on individual sec-
tors that particularly contribute to spread the
risk in the Fund’s combined portfolio, it can also
affect how the Fund’s risk-adjusted return is
affected.

Table 4.1 Effect of exclusion on benchmark portfo-
lio for equities. Per cent

Before

After exclusion exclusion

Annual return! 5,86 -5,88

Risk? 15,75 15,73
Relative vol.? 0,14

L Annualised (geometric) average return.
Risk measured by annual standard deviation.

3 Relative volatility is an expression of the risk that exclusion
will lead to a return different from the benchmark portfolio.

Source: Norges Bank/Ministry of Finance
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expected to commit grossly unethical acts can per
se be considered contribution to these acts on the
part of the Fund.

The liability of companies is increasingly
emphasised internationally by investors and non-
governmental organisations. Among others, the
UN special representative for human rights and
business enterprises has taken a closer look at
this in relation to human rights. See the discus-
sion on page 35 et seq. in Report no. 10 (2008
2009) to the Storting: Neeringslivets samfunnsans-
var i en global skonomi (Social responsibility of
business and industry in a global economy).

The Fund’s concept deviates from the concept
of complicity known in criminal or tort law. In
other contexts the complicity concept will often
require a different degree of closeness, control or
involvement than what ownership interests in a
company can lead to per se. In this connection ref-
erence is also made to the Council on Ethics’ con-
sultative comments, which read:

“The terms complicity and contribute to are
used synonymously and are based on a general
linguistic interpretation, with no particular
legal or other guidelines with respect to their
interpretation. The Council on Ethics inter-
prets the Graver Report to mean that avoiding
complicity is equal to ensuring having “clean
hands”; the Norwegian people, through owner-
ship, do not wish to contribute to highly unethi-
cal acts.”

Under the current system exclusion can be inter-
preted as a means of providing the opportunity to
distance oneself, or avoid being associated with,
companies with unethical practices. One can also
envision this as a desire not to make money on
grossly unethical activities, see page 14 of the
Graver Report.

The idea that the Fund itself contributes to in
the unethical acts of companies can result in a
preference for exclusion as the correct reaction.
In this way, the Fund’s connection to the situation
would immediately cease. Even though the
Graver Report had little faith in exclusion as a
mode of influence, the Ministry believes that it
cannot disregard the fact that this instrument has
certain actual effects. As stated in Box 4.5 exclu-
sion will be an instrument that one can assume
that companies will wish to avoid. An important
question is therefore whether also in exclusion
decisions the expected effects of the decision
should be taken into account, even though in prin-
ciple this instrument is justified from a deontolog-

ical approach. This can apply in the specific case
that the company may wish to change its conduct
to avoid exclusion or be reinstated in the portfo-
lio. But it can also be assessed in a broader and
more long-term perspective, where other compa-
nies’ awareness that exclusion may be invoked,
can make them more willing to change their
behaviour in a positive direction.

The Ministry refers to Section 4.3.2 above in
which the Ministry clarified the objective of the
work on responsible management. The Ministry
believes that the exclusion mechanism should not
be seen as detached from other work on responsi-
ble management. The state will continue to keep
the premise that the Fund shall not contribute to
specific grossly unethical acts. But the Ministry
should also emphasise expected consequences of
exclusion in its exclusion decisions. On the basis
of an overall view cases can be envisaged where
the ethically preferable choice would be to retain
ownership interests in companies that largely act
responsibly, despite the existence of serious viola-
tions of norms in a certain area. For example,
there will be cases where through exercising
ownership rights or dialogue one can work to get
the company to change its practice in the ethically
problematic areas. In other cases a decision on
exclusion will send the wrong signal to the com-
pany and its surroundings, for example if the com-
pany is in the process of changing its practice in a
credible manner to remedy the unethical situa-
tion. This raises questions about the time horizon
within which it is reasonable to look at a com-
pany’s progress, see below.

Application of exclusion criteria and development of
norms

The criteria for exclusion based on conduct as
defined in Article 4.4 of the current ethical guide-
lines are formulated at an overarching level. The
specific content must therefore be defined
through an interpretation of the guidelines. The
Council on Ethics has undertaken such an inter-
pretation case by case based on the preparatory
works (the Graver Report) and other relevant
sources, such as international conventions in vari-
ous areas. The decisions in individual cases will
eventually help develop norms for the Fund’s
practice in various areas. For example, this
applies to determining the content of the terms
unacceptable risk of contribution and severe envi-
ronmental damage or gross violation of human
rights. For environmental cases a standard can
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The primary purpose of exclusion is to avoid
contribution to violations of ethical norms, not to
affect companies’ behaviour and conduct.
Nevertheless, this can be an outcome of exclu-
sion. On the one hand, an exclusion of a com-
pany may mean that Norges Bank can no longer
exercise its rights to influence the company as
an owner, by exercising influence at general
meetings and through direct contact. Less alert
owners can become new owners with possible
negative impact on the degree to which the com-
pany takes ESG issues into consideration. On
the other hand, the threat of exclusion, as KLP
writes in its consultative comments, is used as a
crowbar for dialogue and strengthens opportuni-
ties to influence companies.

The threat of exclusion can affect a com-
pany’s behaviour in several ways. A company
that depends on having a good reputation to sell
its products to consumers will be served by
avoiding negative publicity resulting from exclu-
sion decisions. The impact on reputation can be
less important for companies that do not sell
products to consumers, but for example sell the
raw materials to industrial production. If due to

Box 4.5 Other assumed effects of excluding companies from the portfolio

ESG assessments a large share of potential
investors will not invest in a company, this can
entail higher capital costs for such a company.
This is analysed in more detail by Koedick and
Horst (2008). According to the analysis the
effects on corporate conduct will depend to a
considerable degree on the extent to which
investors exclude the company. In most cases,
exclusion of a company from the Government
Pension Fund will result in only a very small
sell-off of the total equity portfolio. Some inves-
tors follow exclusion decisions that are made
and sell off as a consequence of the decision of
the Government Pension Fund. Examples of this
are KLP and the Italian insurance company Gen-
erali. It is nevertheless not the case that exclu-
sion of companies leads to massive sell-off in the
relevant companies.

Following exclusion the Ministry has regis-
tered some activity on the part of the companies
to argue that the decision to exclude them was
erroneous. This could indicate that companies
emphasise avoiding exclusion. It is difficult to
quantify the consequences this could have for
companies’ actual behaviour.

already be said to have been developed, in that riv-
erine tailings disposals has in several cases been
viewed as severe environmental damage and led
to exclusion. The concept of contribution has also
been given specific content in both environmental
cases and with respect to human rights.

The general wording of the guidelines pro-
vides room for flexibility in individual cases and
allows international developments in different
areas to be taken into account. At the same time
the claim can be made that the system provides
little predictability from the standpoint of the com-
pany. Companies will have little ability to predict
the elements that may lead to exclusion unless a
sufficient number of similar previous cases are
made public. This has also been pointed out in the
Chesterman and Albright Group Report and in
the consultation round.

The Ministry will work to make the interpreta-
tion and the content of the various criteria for
exclusion more readily available to the companies
and the public. This can be done by systematising
information about exclusions already made and

publishing this data in a different manner than
today, see also the proposals in the Chesterman
and Albright Group Report. Greater opportunities
for the Council on Ethics to have a dialogue with
the companies can also lead to greater predictabil-
ity in the individual case, see the discussion
below.

The way the ethical guidelines are formulated,
exclusion can be decided for individual or limited
matters in a company’s operations, provided they
are serious enough. The guidelines do not provide
direct occasion to ask whether the company’s prac-
tice is poorer or better than companies with which
it is natural to compare itself on the basis of region
or industry, for example. Nor do the guidelines
make it necessary to undertake any assessment of
whether the unethical practice represents a mate-
rial part of the company’s operation. It can be said
that the assessment for which the guidelines pro-
vide directions will largely involve how the actual
unethical situation is to be judged and character-
ised in relation to the criteria, and not have much to
do with the overall activities of the company.
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Overall and materiality considerations have
nevertheless been relevant in the work on the
exclusion cases. In an article in the 2008 annual
report the Council on Ethics describes how they
choose companies for further examination. Based
on reports from consultant companies that moni-
tor the portfolio the secretariat makes the initial
assessment of how serious or systematic the viola-
tions of norms appear to be. An assessment is
made whether the situation involves a single inci-
dent or repeated acts. Companies accused of simi-
lar violations of norms are viewed together to
identify the more serious cases. In further exami-
nations an emphasis is also placed on whether vio-
lations of norms are being reported in many of the
company’s operations. The severity of the norm
violation compared with other companies with the
same type of activity in the country or region is
looked at. Nor is it uncommon for the Council, in
assessing companies, to review the entire sectors
in the portfolio.

According to the Council on Ethics’ statement,
the Council uses to some extent a broader assess-
ment of a company’s operation as relevant factors
in the selection of companies. The Ministry
agrees that this should be done. The Ministry
believes that even if the overall activities of a com-
pany are not relevant for whether a certain unethi-
cal matter is to be judged as representing a gross,
serious or systematic violation of the criteria in
the ethical guidelines, it may have an impact on
the ramifications of uncovering such a situation.

Once the Council on Ethics has uncovered the
existence of a risk of future grossly unethical con-
duct in a company and submitted a recommenda-
tion, the Ministry will undertake an independent
assessment of whether the company is to be
excluded from the portfolio. Relevant elements in
the Ministry’s exclusion decision will be those
that have been established through Council on
Ethics practice, and adjusted to the form of norm
violation in question. In cases that concern human
rights there will be a probability of new acts or
omissions representing violations of the criteria,
the severity of the norm violations, the company’s
capacity to control or prevent the act or omission
and whether the norm violations take place in the
company’s interest or facilitate matters for the
company. A set of environmental criteria has been
developed for what is to be considered severe
environmental damage.

The Ministry is responsible for assessing the
comprehensiveness of the Fund’s investment
practice, and is therefore also responsible for

weighing the possibility of avoiding complicity in
unethical conduct with the use of ownership initia-
tives and use of the exclusion mechanism. In
deliberating an exclusion recommendation, this
means that the Ministry must take a broader set
of issues into consideration than the ones follow-
ing from the Council on Ethics’ mandate. Even
though the Ministry in a specific case can agree
with the Council on Ethics that a certain situation
is to be characterised as a violation of the criteria,
the Ministry should evaluate more actions than
exclusion. The Ministry should first consider
whether the exercise of ownership rights can be
an appropriate instrument. This is in line with the
established practice whereby Norges Bank is
asked about any plans it has for exercising owner-
ship rights in the company in question. The com-
pany’s general standard with respect to guidelines
for and work on safeguarding concerns relating to
good corporate governance, environmental and
social issues can have an impact on the degree to
which the company will be receptive to investor
pressure in the problematic areas. If the exercise
of ownership rights does not provide results, the
Ministry of Finance can decide to exclude the
company.

Cases can also arise in which the Ministry
may believe that it is appropriate to monitor the
situation to look at the development of a com-
pany’s practice. As stated above, excluding a
company that is making progress despite serious
ethics issues can send undesirable signals. In
such cases, putting the company on a watch-list,
see below in Section 4.3.5, may be an option. It
must also be assumed that the increasing share
of companies in emerging markets in the portfo-
lio will open the practising of the ethical guide-
lines to new challenges. On the one hand, there
is reason to be particularly attentive to compa-
nies that operate in countries with a poorly devel-
oped regulatory climate. On the other hand,
there can be reason to adopt a somewhat longer
time horizon if companies in regions with under-
developed rules for corporate governance, envi-
ronmental and social issues show a willingness
and ability to deal with their own problematic
issues. See the discussion in Box 4.6. This can
play a role in an assessment of whether the com-
pany does what reasonably can be expected to
reduce the risk within a reasonable time horizon.
The Ministry can also apply a different time hori-
zon to its assessment than the relatively short
one used by the Council on Ethics in a number of
cases.
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Deliberations as discussed above are not sim-
ple but can provide a basis for a nuanced practice
that supports the objective that the Ministry has
described in Section 4.3.2 above. The Ministry
will have to ensure it has systems that provide an
adequate decision-making basis for its own
assessments.

The Ministry will maintain a forward looking
assessment, i.e. it is the risk of new acts or omis-
sions that violate the ethical guidelines that is to
be assessed. In line with the Graver Report, exclu-
sion shall not be a sanction or punishment for ear-
lier acts. Many advocate also taking into consider-
ation whether a company has rectified damage or
loss for those who have been affected by earlier
acts for which the company is responsible. The
Ministry finds that under current practice, failure
to repair damage may, depending on the case, be
a relevant element in the assessment that the
Council on Ethics and Ministry of Finance are to
undertake. This element should also have a bear-
ing when there are questions about whether a
company that has been excluded should be rein-
stated in the investment universe. See further dis-
cussion of this below.

Two cases have been published in 2008/2009
in which the Ministry of Finance has not followed
the recommendation of the Council on Ethics, see
discussion in Chapter 3 above. In the Monsanto
case the Ministry decided to postpone the deci-
sion on exclusion due to Norges Bank’s owner-
ship activities vis-a-vis the company. In the Sie-
mens case the Ministry of Finance decided not to
follow the Council on Ethics’ recommendation
and to put the company on a watch-list instead. So
far, the Ministry of Finance has not provided a
separate reason for its decision, but referred to
the recommendation of the Council on Ethics.
The recommendations of the Council on Ethics
have been published, and an independent reason
on the part of the Ministry will in some cases con-
tribute to further clarification of the basis for the
exclusion, which will have an impact on subse-
quent cases. For example, it would be reasonable
for the Ministry to clarify how it has weighted dif-
ferent instruments or actions in cases where
there is a recommendation that is not followed up
with a decision on exclusion. In general this will
also increase transparency about the manage-
ment of the Fund. Against this background, the
Ministry of Finance aims to provide, where appro-
priate, brief grounds for its decisions made pursu-
ant to the guidelines.

When an exclusion is published a company
and its activities can be characterised in a manner
that can be damaging. This makes high demands
of the quality of the decision-making basis and on
orderly and methodical procedure. This is under-
lined by the fact that the decision-making author-
ity is vested in the ministry of a nation-state. This
fact is pointed out in the Chesterman and Albright
Group Report (p. 26). Suspicion should not be
raised that exclusion decisions have been moti-
vated by business or foreign policy considera-
tions, both to ensure confidence in the markets
and political support over time for the ethical
guidelines. Clarification of general criteria and
elements that the decisions are to be based on,
and more transparency about the Ministry’s own
assessments, can help to ensure this.

Reference is made to the fact that several
important factors covered in this report and that
are also leading up to specific changes in the
framework, will amplify and specify the interpreta-
tion of different parts of the exclusion decisions.
Other measures, such as a possible collaboration
with the UN Global Compact, will also lead to fur-
ther specification of the norm basis.

On application of the ethical guidelines vis-a-vis
companies operating in war and conflict zones

The experience with the ethical guidelines so far
shows that questions arise with particular fre-
quency about whether the Fund has investments
affected by unrest in certain states or geographi-
cal areas. For example, reference is made to the
attention paid to the conflicts and wars in Burma,
Zimbabwe, Congo, Sri Lanka and Israel and the
Palestinian area. It has often been an explicit
desire of non-governmental organisations, private
individuals or political communities that compa-
nies that are active in the relevant areas or are
associated with one of the sides in a conflict must
be sold out of the portfolio.

For one, the Ministry points out that the areas
in question are characterised by very different
types of conflicts. Only Burma has been given
special treatment, in that the Fund cannot invest
in government bonds issued by this state. Nor, in
accordance with a change of the ethical guide-
lines in 2008, must the Fund be invested in com-
panies that sell weapons and military materiel to
states where the Fund is not permitted to buy gov-
ernment bonds. This means that the Fund must
not invest in companies that sell such products to
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Burma. Burma is different in many respects but
the most important in this connection is the scope
of the international measures against the country.
Currently no other sanctions or measures like the
ones Norway has backed have the same scope as
the measures against Burma.

With respect to other conflict areas not cov-
ered by international sanctions backed by the
Storting, the starting point is that the Fund is
invested in companies and relates to companies. It
is not automatic that a company that operates in a
turbulent area neither makes products nor exhib-
its conduct subject to the criteria in the ethical
guidelines. On the contrary, it will sometimes be
the case that a company makes a positive contri-
bution to the population in that it maintains eco-
nomic activities, offers jobs, produces necessities
and in some cases also provides, for instance, a
certain degree of protection or social services,
such as schools or medical services. If companies
were to be excluded purely because of their pres-
ence in an area, or due to a certain nationality,
without any further assessment of the company’s
specific activities, it would in reality represent a
financial boycott of companies for reasons that
otherwise are not part of the ethical guidelines. In
that case, it would be tempting to view the Fund
as a foreign policy instrument, which there is
broad agreement should not be the case.

On the other hand there can generally be rea-
son to pay extra attention to companies that oper-
ate in war and conflict situations. Such areas will
typically be characterised by a high rate of vio-
lence and attacks, at the same time as important
social institutions such as the police and court
system do not exist or function poorly. See the dis-
cussion on page 45 et seq. in Report no. 10 (2008
2009) to the Storting: Neringslivets samfunnsans-
var i en global (Social responsibility of business
and industry in a global economy). This suggests
that the probability of companies becoming
involved in, for example, violations of fundamental
human rights, or corruption is increasing, or that
the companies are improperly exploiting their
position in another manner. At the same time it is
to be expected that the availability of information
in such areas is poor and difficult to verify, which
presents additional challenges. Companies with
activities in an occupied area pose special dilem-
mas. On the one hand it is ethically reprehensible
to contribute to coercive power that maintains an
occupation. On the other hand people in occupied
areas need both a minimum of welfare services
and physical infrastructure that the occupation

force is under international law obligated to offer
and which the occupation force cannot provide
without outside help.

Application of the ethical guidelines in war and
conflict zones is thus demanding. The Ministry
will continue to work on the subject, and views it
as natural to obtain viewpoints from the Council
on Ethics, Norges Bank and other environments
with relevant expertise. The Ministry has been
asked to participate in a project together with the
UN Global Compact to study issues relating to
companies’ activities in conflict areas. The Minis-
try of Finance is in principle in favour of this. It
will also be natural to obtain assessments from
non-governmental organisations with respect to
this subject.

The Council on Ethics’ work in general, including
possible use of more instruments

As mentioned above, the Ministry is satisfied with
the work the Council on Ethics has carried out.
Below the Ministry will assess whether proposals
for changes in work forms and instruments that
have emerged in the evaluation process can fur-
ther strengthen the work. As of today, the only
instrument the Council on Ethics has at its dis-
posal is to recommend the exclusion of a com-
pany. This affects how the Council selects compa-
nies, the contact it has with companies under
review and the effect one can expect the work of
the Council on Ethics to have.

Selection of companies. The Chesterman and
Albright Group Report mentions that the way the
Council on Ethics selects its companies and cases
for further follow-up have not been clearly commu-
nicated to the public. The 2008 Council on Ethics
report includes a description of its selection proc-
ess. The Ministry believes it is a useful addition in
relation to earlier years and is well suited to giving
companies and the public more insight into the
Council on Ethics’ selection procedures. The Min-
istry plans to publicise a description of the Council
on Ethics’ methods and principles for selecting
companies that are to be studied more closely.

Dialogue with companies. Many of the com-
menting bodies propose that the Council on Eth-
ics should have more dialogue, and at an earlier
stage, with the companies. The Ministry supports
this view. The Ministry finds it positive that the
Council on Ethics provides opportunities for
meetings between the Council on Ethics and the
relevant company, in addition to written corre-
spondence. This helps strengthen the information
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basis and to give the company a better chance to
explain the situation in question.

In the Ministry’s opinion, any dialogue between
the Council on Ethics and relevant companies will
also have other positive effects in that the compa-
nies, when applicable, can get signals about the
type of conduct and measures necessary to prevent
exclusion. This will clearly contribute to greater
predictability for the companies and may also serve
to help some companies change their behaviour. At
the same time it must be expected that there are
also a number of companies that either do not want
dialogue or where the dialogue quickly shows that
the company has no interest or willingness to deal
with the relevant problems. However, it must be
clear that the Council on Ethics cannot be expected
to provide instructions in all cases, for example on
how a company shall reduce its pollution.

The Ministry will organise a system whereby
a decision to exclude a certain company is always
communicated to the company in advance of the
publication of the decision. In certain cases, some
time may have elapsed between the time the com-
pany was initially contacted and the decision was
made. The current ethical guidelines already
allow this, but the Ministry believes this should
be a permanent scheme, in line with the recom-
mendations in the Chesterman and Albright
Group Report.

Procedures for reinstating excluded companies.
The Chesterman and Albright Group Report and
several commenting bodies have pointed out the
ethical guidelines should contain a clearer proce-
dure for how a company can be reincluded in the
portfolio. The Ministry agrees that there can be a
need for a clearer procedure for this. It is
assumed that dialogue after an exclusion can have
a positive effect on a company’s conduct. In cer-
tain cases the Council on Ethics will have ample
opportunity to express specific expectations of a
company. The Ministry will, in cooperation with
the Council on Ethics, ensure that such a proce-
dure is drafted and published.

Information and documentation. As the Coun-
cil on Ethics points out in its consultative com-
ments, it can be difficult to document violations of
ethical guidelines in markets where the access to
information is restricted. The importance of the
lack of opportunity to document possible norm
violations is covered in Box 4.6. The Ministry has
noted that in its recommendations the Council on
Ethics has in practice used a lack of willingness
by a company to disclose information as an indica-

tion of the existence of unacceptable practices by
the company. The Ministry will underline that a
lack of information can play a role in the assess-
ment of whether there is an unacceptable risk of
contribution. If in reality it is impossible to obtain
sufficient information to assess the risk of a viola-
tion of norms, this will per se be viewed as taking
an unacceptable risk on the basis of the circum-
stances. For this reason, the norm violation docu-
mentation requirement should be nuanced in
markets where such information in general is dif-
ficult to obtain. The lack of an ability and willing-
ness on the part of companies to disclose informa-
tion that can provide a basis for an assessment
that the risk of contribution is unacceptably high,
should there be other information in the case that
supports meeting the criteria.

Watch-list. Under Section 4.3.5 below the Min-
istry proposes the establishment of a watch-list as
a new instrument. The Council on Ethics may also
use this as one of its instruments. Reference is
made to the discussion under Section 4.3.5.

More or different criteria for excluding companies

The issue of whether negative screening of pro-
ducers of tobacco, based on an assessment that
normal use of the product has highly negative
health and other consequences, is a key challenge
that has emerged in the consultation round. This
question has been raised many times since the
establishment of the Government Pension Fund -
Global.

In the revised 1999 National Budget, the
Bondevik I Government submitted a proposal to
ban investments in companies whose main activ-
ity is the production of tobacco products. The pro-
posal failed to win a majority in the Storting.

The Graver Committee (NOU 2003: 22)
argued both for and against tobacco being
excluded through negative screening. On the one
hand it cited international developments in the
area through a new tobacco convention and on
the other the fact that tobacco is a legal product.

In following up the Graver Committee in the
2004 revised National Budget, the Graver Com-
mittee proposal was followed up and excluding
tobacco production was not proposed. However,
during the Storting’s deliberation, the SV and SP
parties proposed screening for tobacco. Among
other things this was seen in context with the
implementation of the tightening of the Tobacco
Act!L. The proposal was voted down.
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Box 4.6 Questions relating in particular to emerging markets

Report no. 16 (2007-2008) to the Storting propo-
sed greater investment in emerging markets.
This was supported in the Storting’s deliberation,
see Recommendation no. 283 (2007-2008) to the
Storting. Increased investments in emerging mar-
kets will pose particular challenges, as pointed
out in the Chesterman and Albright Group
Report.

Information challenge: A recommendation on
exclusion means assessments of gross violations
of norms by the companies in question. Well-do-
cumented evidence for the decision is therefore
important. At the same time it is important to un-
derline that the evidentiary requirements are bas-
ed on a risk evaluation related to future norm vio-
lations, and are not aimed at determining blame
for past norm violations. This in turn depends on
the risk level the Ministry is willing to accept on
behalf of the Fund.

The availability of information in emerging
markets is often limited. Through its recommen-
dations the Council on Ethics has developed a
high standard of documentary requirements and
evidence of violations of human rights or environ-
mental damage. It can be difficult to meet the
same requirements in a number of emerging mar-
kets. The result can be that a company in a de-
veloped market in a western country and a com-
pany in an emerging market that, based on scope
and degree of violations of the ethical guidelines,
should be treated equally, can be treated diffe-
rently because there are different degrees of opp-
ortunities to document the norm violations. This
can lead to the exclusion of the “worst” compani-
es in developed markets while “even worse” com-
panies in emerging markets remain in the invest-
ment universe. The Ministry finds that a lack of
information about a company’s behaviour, and not
least the willingness of the company to contribute
information by itself, can lead to the risk of contri-
bution to unethical conduct being regarded as
unacceptably high. In practice this could mean
that the same documentary requirements for jus-
tifying an exclusion cannot be made in less trans-
parent markets, where facts can be more difficult
to prove.

Different standards in different countries: Some
will claim that, as an investor, the Government
Pension Fund - Global should not invest in com-
panies with environmental, employee rights or
child labour standards different from those that
can reasonably be made of Norwegian compani-
es. The consequence of this could have been that
capital from the Fund could have been invested
only in developed markets. If all investors who
wish to call themselves responsible investors en-
ded up with such an investment restriction, it
would obviously be unfortunate for access to capi-
tal in emerging markets, and thus for the econo-
mic development of, and living conditions for, peo-
ple in these countries. Reference is made to the

discussion on page 52 of Report no. 10 (2008-
2009) to the Storting: Neringslivets samfunnsan-
svar i en global skonomi (Corporate social respon-
sibility in a global economy), which states:

“Aid alone does not create enduring develop-
ment. Economic growth is a prerequisite. An ac-
tive and dynamic private sector is the foundation
for the creation of value that is essential for com-
bating poverty and achieving the UN Millenni-
um Development Goals. Economic development
creates jobs and contributes to funding infra-
structure and social services. Aid is and will con-
tinue to be important, particularly in the poorest
countries. But without economic activity and va-
lue creation in the individual countries it will be
impossible to realise the millennial goals.” [Pre-
liminary translation]

One cannot therefore say that investing in coun-
tries with lower standards in different areas is per
se unethical. Reference is made to a somewhat
parallel discussion on the part of companies in the
above-mentioned Report to the Storting on page
42. However, we must be prepared to deal with
various ethical dilemmas.

The ethical guidelines are based on internatio-
nally recognised norms and standards. One of the
exclusion criteria, “gross violation of human
rights”, is directly based on the belief laid down in
UN human rights conventions on universal stan-
dards for all people that are not to differ between
countries with different cultures and different
economic development levels. Furthermore,
highly polluting operations, see the criterion on
severe environmental damage, will not affect the
environment less severely because they take pla-
ce in a poor country.

However, the specific provision of social and
economic rights in the individual countries will
also have to take the economic level and political
priorities in the individual country into considera-
tion. This may also play a role in the assessment
of various conditions based on an overarching et-
hical perspective. For example, polluting activities
can affect both the environment and local popula-
tion negatively. On the other hand, that same in-
dustry can be the economic pillar of a society with
few opportunities for other income-providing
work. Other factors, such as whether a company’s
activities contribute to oppression or exploitation
of vulnerable groups, can add further nuance to
the picture.

As the above shows, activities in emerging
markets can offer trade-offs where one can to a li-
mited degree build on experiences from business
in developed countries and markets. The Ministry
will thus face new challenges with respect to ma-
naging the ethical guidelines in an appropriate
manner.
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In the opinion of the Ministry, it is clear that
some of the counterarguments against negative
screening are now weaker.

In the 1999 debate it was argued that a possi-
ble consequence of excluding tobacco would be
that other unhealthy products should also be
excluded, and that the Fund would have fewer
opportunities to spread its risk. There now appear
to be good arguments for not expanding the
group of exclusion criteria beyond tobacco to any
other products harmful to health. Tobacco is in a
class by itself with respect to risk of serious dis-
ease and death resulting from the intended use of
the product.

One argument mentioned in the Graver Com-
mittee was that even if negative screening was not
supported, individual companies could be
excluded for unethical conduct. So far, the Coun-
cil on Ethics has not submitted any recommenda-
tion on exclusion of tobacco companies. The Min-
istry finds that as long as the product itself is the
problem, screening is the correct instrument.

Since the ethical guidelines were adopted in
2004 Norway has ratified the WHO Framework
Convention on Tobacco Control. Many comment-
ing bodies emphasise that this convention pro-
vides good arguments for the Government Pen-
sion Fund - Global to divest from all tobacco com-
panies. The Ministry will point out that the
Convention had been negotiated when the Graver
Committee made its recommendation and that
ratification by itself does not entail an obligation to
implement negative screening for tobacco. At the
same time it is a fact that an international conven-
tion is now in place to limit the use of tobacco,
with support from many countries. It is natural to
emphasise this development when evaluating the
ethical guidelines for the Government Pension
Fund - Global.

For an investor with a long-term perspective
one may in some cases expect a concurrence
between the investor’s financial interest and what
follows from taking ethical considerations, but not
necessarily. Further analysis of the financial con-
sequences of screening for tobacco is given in
Box 4.7. The analysis shows that the conse-
quences are probably negative in the form of
poorer ratios between risk and expected return.
However, this aspect cannot be decisive in rela-
tion to a decision that is based on an assessment

1 Act no. 34 of 23 May 2003 amending Act no. 14 of 9 March
1973 relating to prevention of the harmful effects of tobacco.

of the ethical minimum norms that should be fol-
lowed in the management process.

In the Ministry’s opinion, it is the production of
tobacco that should form the basis for screening.
Thus, selling tobacco will not be encompassed by
this criterion. The Ministry will study in more
detail different methods for delimiting screening
of tobacco producers. Trying to operate with zero
tolerance for all production of tobacco in the port-
folio may prove to pose particular challenges,
although this will be a starting point when the cri-
terion is formulated.

On this basis the Ministry plans to screen
tobacco producers from the Government Pension
Fund - Global.

Two commenting bodies have asked for the
production of alcohol to form the basis for screen-
ing. Screening is a strong instrument that should
be limited to special cases where a clear set of
shared values can be deemed to exist in the Nor-
wegian population. There have been develop-
ments in the period after the Graver Committee
proposed the current ethical guidelines, both
internationally through a convention dedicated to
tobacco control (which came into force in Febru-
ary 2005) and nationally through restrictions of
the Tobacco Act in 2004, which must be deemed
to represent such a clear set of shared values
relating to screening tobacco producers. With
respect to questions about excluding other
unhealthy or socially unbeneficial services from
the Fund’s investment universe, including alco-
hol, the same degree of norm development that
can provide a similarly clear anchoring does not
exist nationally or internationally. Above, the Min-
istry found that tobacco is in a class by itself with
respect to risk of serious disease and death result-
ing from the intended use of the product. The
same cannot be said for alcohol for instance.

For highly addictive products whose excessive
use has major negative social consequences, the
Ministry assumes that marketing that must be
regarded as grossly unethical vis-a-vis minors will
be assessed against the exclusion criteria “other
particularly gross violations of fundamental ethi-
cal norms” in Article 4.4 of the ethical guidelines.

4.3.5 Interaction between the various
instruments
4.3.5.1 Introduction

In Report no. 24 (2006-2007) to the Storting: On
the Management of the Government Pension Fund
in 2006, the Ministry describes the interaction
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Figure 4.3 shows the performance of tobacco
shares and the overall stock market since 19931
The figure shows that the return on tobacco
companies has been considerably higher than
for the market in all. A capital amount of NOK
100 invested in tobacco companies would have
grown to NOK 805 at the end of January 2009.
Similar investment in the entire stock market
would have provided a final capital amount of
NOK 192.

Total development in all world tobacco
companies and stock market together
1200 1200
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1000 - ——FTSE All World - 1000
800 - + 800
600 - L 600
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Figure 4.3 Index performance in the world index
for shares (FTSE AllWorld) and the sector index for
tobacco companies (FTSE AllWorld Tobacco). Local
currency. Index. 31.12.1993 = 100

Source: Datastream/Ministry of Finance

Box 4.7 Performance of tobacco shares

Tobacco shares have provided higher
returns than the world index in 13 of the last 15
years. Even though the risk measured by stan-
dard deviation will also be higher in tobacco, the
ratio realised between return and risk is consi-
derably higher in tobacco than for the market as
a whole.

The stable consumption pattern created by
consumers of tobacco through the habit that is
formed may mean that the value of tobacco com-
panies will not be very exposed to changes in
the consumption patterns of people, connected
for example to an economic downturn. Figure
4.3 provides support for such an assertion, since
tobacco shares have provided better returns
than the entire market in the two shaded peri-
ods, 2000-2002 and 2008-2009, which represent
periods with declines in the world stock mar-
kets. Exclusion of the tobacco sector can there-
fore mean the exclusion of a sector that can have
a dampening effect on the equity portfolio’s los-
ses in periods of declining world stock markets.

At the same time there is uncertainty about
how the tobacco sector will perform in the
future. Historical returns do not necessarily pro-
vide a good estimate of future developments.

1 The world’s equity market is represented by the FTSE All-
World index, which includes large and medium-sized com-
panies in FTSE’s world index. Tobacco shares are repre-
sented by the tobacco sector in the same index. The return
is measured in the index’s currency basket (local cur-
rency).

and achievement of goals for the use of instru-
ments under the current ethical guidelines. The
instruments follow two different goals, while at
the same time it was regarded as important that
they complement each other in the best way pos-
sible and that the intention behind the guidelines
is met. It was pointed out that an assessment of
whether the Fund runs an unacceptable risk of
contributing to grossly unethical circumstances
will depend on whether one uses its ownership to
bring the same circumstances to an end. The
same subjects were covered in the next Report to
the Storting about the Fund (Report no. 16 (2007-
2008) to the Storting), which states that owner-

ship influence to ensure respect for fundamental
ethical norms should normally be included in an
instrument chain where exclusion of a company is
the last resort.

There is a need for good interaction between
the instruments available at all times to the Fund
in its role as responsible investor. Good coopera-
tion will help strengthen both the function and the
credibility of the system. In the opposite case
there is the risk of the guidelines being frag-
mented, not very predictable and not very com-
prehensible. In turn, this will weaken the power
and effect of the guidelines.
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The challenges relating to the current system
are not about the Council on Ethics and Norges
Bank failing to discharge their duties in an appro-
priate manner. It primarily revolves around the
fact that the instruments the two bodies are in
charge of putting into operation pursue different
objectives, which in turn places major constraints
on the opportunity for coordination and coopera-
tion.

The Ministry wishes to continue the use of
both exercise of ownership rights and exclusion.
But in light of the experiences so far and in light
of the international development in the area there
is a need to coordinate the instruments better and
put them in a more comprehensive structure
under an overarching objective. In addition, the
spectrum of instruments must be expanded to
create greater predictability for the companies.
Many of the commenting bodies have given valua-
ble input on this, see Section 4.3.4.3 above.

4.3.5.2 Consultation memorandum

The consultation memorandum under Section 3.4
states that the Ministry deems that there will be a
certain amount of room for interaction between
active ownership and exclusion of companies. It is
important that the conditions best facilitate such
interaction in cases where it is natural, and where
one with probability can achieve better results
compared to when the instruments are used sepa-
rately. For example, it is conceivable that a system
with a graded use of instruments, where the exer-
cise of ownership rights is tested as far as possible
to start with, while the exclusion of a company is a
last resort.

The consultation memorandum refers to the
fact that there are many indications that the cur-
rent structure does not facilitate such interaction
well enough. The responsibility for these two
instruments lies in different organisations, which
affects the opportunity for information flow and
communication etc. The two organisations have
also, on the basis of their assigned mandates,
rather different approaches and work methods.
This can make an efficient interaction between
the instruments difficult.

The Chesterman and Albright Group Report
provides many specific proposals. One of them is
that a watch-list can be established of companies
that give cause for concern, and that can be the
subject of discussion between the Council on Eth-
ics and Norges Bank. Furthermore, the report
mentions that quarterly meetings should be held

between the Council and the Bank to discuss indi-

vidual cases and exchange information. Before

the Council on Ethics submits a recommendation
to exclude a company where the Bank has initi-
ated a dialogue or plans to do so, the Bank and the

Council must attempt to agree on some measures

that the company should have initiated to avoid

exclusion. Furthermore, the report proposes
inter alia the following:

— The Council on Ethics and Norges Bank
should agree to a process to verify whether
positive changes that the company reports on
actually have taken or will take place. In many
cases, independent third-party studies may be
necessary to ascertain this. It is particularly
important to ensure unannounced visits to
work sites etc. One cannot rely solely on infor-
mation from the company or its consultants.

— Article 4.5 of the ethical guidelines should be
changed so that a dialogue between the Coun-
cil on Ethics and a company is specifically
opened beyond the forwarding of a draft rec-
ommendation on exclusion.

— If a company is excluded, it should simultane-
ously be encouraged to change its behaviour
so that it again can be reinstated in the invest-
ment universe. In that connection, Norges
Bank and the Council on Ethics must share all
relevant information about the company’s con-
duct after an exclusion has taken place.

4.3.5.3 Views of commenting bodies

Most consultation comments that raise questions
about the interplay between the instruments pro-
pose a greater degree of information exchange
and coordination between Norges Bank and the
Council on Ethics. Many of them seem to build on
an implicit understanding of both instruments
pursuing the same objective, i.e. affecting compa-
nies in a positive direction. It is furthermore a
common feature of many inputs that the Council
on Ethics and Norges Bank are encouraged to
practice a high degree of cooperation at an early
stage of a review so that they have a mutually
agreed understanding of a case that comes to the
Ministry of Finance for final decision.

In their statements, both Norges Bank and the
Council on Ethics have emphasised keeping the
Bank’s and Council’s roles clearly separate. They
propose a relatively small degree of interaction
and claim that the system will gain strength from
keeping the instruments separate and pursuing
different objectives.
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Cooperation and exchange of information

Bob Pozen is one of those who advocates closer
cooperation between the Council on Ethics and
Norges Bank while a company is being examined.
He furthermore proposes that the two bodies
together should present a plan to the Ministry of
Finance, or that they each make a recommenda-
tion based on an exchange of information and dis-
cussions at an early phase of a review. Pozen
states that ownership activities must actually be
tested before concluding that exclusion is the only
solution in a specific case. This requires a larger
degree of cooperation and consultation between
the Council on Ethics and Norges Bank. In
Pozen’s opinion the Council on Ethics should also
be able to recommend testing ownership.

Norfund also points to the need for better
coordination between the Council on Ethics and
Norges Bank during the process of examining
cases. According to Norfund a risk of exclusion is
losing influence on the situation and that in the
worst case the conditions deteriorate for those
who are affected. Norfund believes that exclusion
should be reserved for those cases where it is
obvious that the exercise of ownership will not
lead to improvements of the situation.

In their consultation input Norwegian Church
Aid says that there should be more information
sharing and coordination between the Council on
Ethics and Norges Bank in certain cases and in
cases of a more strategic nature. Forum for Envi-
ronment and Development believes extensive infor-
mation exchanges between the Council on Ethics
and Norges Bank should be a matter of course.

In its input, KLP writes that closer collabora-
tion between the Council on Ethics and Norges
Bank will be natural, in the sense that the two
units should be coordinated and integrated in
each other’s work processes.

Andrew T. Williams and James P Hawley write
that Norges Bank and the Council on Ethics
should be encouraged in the strongest terms to
communicate as much as possible with each other
and coordinate their activities in relation to com-
panies both wish to monitor.

In its consultative comments the Norwegian
Confederation of Trade Unions (LO) writes that it
is important to distinguish between the Council
on Ethics and Norges Bank as two independent
actors. They write further that it is not an objec-
tive per se to sell shares. The primary objective
must be to foster a better practice. In LO’s view, it
is possible to put more pressure on companies to

achieve better development in operations by link-
ing the exercise of ownership rights and exclu-
sion.

In its input the Council on Ethics is positive to
direct cooperation with Norges Bank, provided
that both parties desire it. Furthermore, the
Council proposes a mutual obligation to exchange
information between the two entities in a way that
does not guide the actual work. In cases where it
is seen that a company has a dubious practice not
necessarily captured by the criteria for exclusion,
the Council on Ethics proposes that routinely
sends such cases to Norges Bank.

In its consultation input Norges Bank writes
that the Bank should not take part in the adminis-
trative procedure in exclusion cases. Clear divi-
sion of roles is important here. The exercise of
ownership rights shall ensure the Fund’s long-
term economic interests, and it is not the case that
the Bank can guarantee the exercise of ownership
rights in individual cases where there are prob-
lems and where exclusion is not appropriate. Fur-
thermore, Norges Bank does not want any coordi-
nation of administrative procedure at the individ-
ual level. They otherwise do not see a need for
using the Ministry of Finance’s exclusion scheme
as a threat in the exercise of ownership rights.
The Bank deems that it has other opportunities to
exert pressure on the companies. Norges Bank
also points out the possibility that it itself can
choose to sell its holding in a company. The
exchange of information can take place by the
Council on Ethics participating in meetings the
Bank has with the Ministry of Finance.

The Norwegian Savings Banks' Association
considers that there can be room for overlap
between exclusion and the exercise of ownership
rights. However, they are sceptical about whether
this potential actually should be taken out and fear
that closer cooperation could undermine the main
purpose of the exercise of ownership rights,
namely promoting long-term financial returns.
For its part, Rainforest Foundation Norway
expresses concern that active ownership will lead
to less weight on the exclusion mechanism. They
write that the exclusion mechanism must safe-
guard all parts of the guidelines, which exceeds
Norges Bank’s focus areas. If an existing practice
in a company in the Government Pension Fund -
Global’s portfolio is found to be such a serious vio-
lation of the ethical guidelines so as to legitimise
exclusion of a company, this could happen regard-
less of whether or not Norges Bank has an active
dialogue with the company.
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Watch-list

Many of the commenting bodies advocate various
forms of observation of companies. When a com-
pany is put under observation it can be consid-
ered a warning, Ammnesty said in its consultative
feedback.

Andrew T. Williams and James P Hawley pro-
pose establishing two watch-lists, one public and
one internal. Both lists should be subject to regu-
lar discussion between the Council on Ethics and
Norges Bank. The internal list will be for compa-
nies where the review process is in an early
phase. The public list will apply to companies that
are under ownership influence or where the
Council has come far in its process of assessing
the company’s conduct. Williams and Hawley also
point out the possibility that a special dialogue can
take place with companies at risk of being moved
from the internal to the public list. This could
work as an incentive to better behaviour.

The Council on Ethics refers to the proposal in
the Chesterman and Albright Group Report dis-
cussing establishment of different forms of watch-
lists that are meant to increase the influence of
the ethical guidelines, inter alia by Norges Bank
and the Council on Ethics making a joint plan for
each company on this list. The Council on Ethics
says that a split list of this type between Norges
Bank and the Council would require changing the
Council’s mandate to include exercising owner-
ship rights. In principle the Council on Ethics
believes this would be undesirable.

Furthermore, the Council on Ethics says that
they always have an internal list of companies that
are being assessed.

“The list contains companies about which the
Council has concerns and that are at different
stages of the review process. A company lands
on the Council on Ethics’ watch-list if there are
specific suspicions that the company is contrib-
uting to gross violations of the guidelines. This
list is not suitable for publication because it
consists of companies that have not been suffi-
ciently studied for a recommendation to be
given. A list that is made on the basis of insuffi-
cient information could cause considerable
harm to a company’s reputation without there
necessarily being grounds for it. In addition,
the credibility of the Council on Ethics and
Ministry of Finance could be harmed. A watch-
list that might be published will therefore in
practice require for each company a review
process nearly as large as for submitting a
recommendation on exclusion. This would not

be a desirable prioritisation of the Council on
Ethics’ use of resources.”

Carlos Joly considers the proposal in the Chester-
man and Albright Group Report about a supple-
mentary instrument — a watch-list — to be reasona-
ble. The starting point for such a list will in the
context of the Government Pension Fund — Global
be what companies must do to avoid being
excluded. In contrast to Chesterman and Albright,
Joly believes it is important that the list is public.
This will bolster the signal to both the company
and the market in general that a certain type of
conduct is regarded as harmful. In Joly’s view,
withholding of information about the behaviour of
companies will increase the risk of unacceptable
conduct and market failure. In managing the
Fund he believes that the Fund has a duty to con-
tribute to increased responsibility and transpar-
ency at the companies, which can weigh more
than the companies’ need for protection against
information critique coming out. Joly otherwise
compares publication of both exclusions and
observation with what the rating agencies do
when they publish up and downgradings of shares
or bonds.

4.3.5.4 The Ministry’s assessment

The work on the ethical guidelines is divided
between three different institutions, the Ministry
of Finance, Council on Ethics and Norges Bank.
The current ethical guidelines do not explicitly
call for a coordination of Norges Bank and Coun-
cil on Ethics activities, because they have differ-
ent mandates that overlap to a relatively small
degree. As mentioned above in Section 4.3.5.1 the
Ministry has previously expressed an ambition to
have an instrument chain where ownership is
included and exclusion is the last resort.

The current manner of working in the Council
on Ethics and Norges Bank is organised in
accordance with current objectives and tasks and
has, in the assessment of the Ministry, functioned
satisfactorily given this starting point. The Minis-
try has received feedback from external environ-
ments, other managers, international organisa-
tions etc. that praise the manner in which Norges
Bank and the Council on Ethics discharge their
duties. This was also highlighted by many in the
consultation round. On the other hand, viewpoints
have also emerged in the consultation round to
the effect that there should be more interaction
between the instruments. Many believe that there
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should be a greater degree of cooperation, consul-
tation and information exchange between Norges
Bank and the Council on Ethics and that they
should coordinate their activities vis-a-vis individ-
ual companies. The Chesterman and Albright
Group Report contains similar assessments. The
viewpoint is that a larger degree of coordination
can provide better information and stronger
impact for each of the instruments, than if they
are seen in isolation and used separately.

In light of these inputs and own assessments,
the Ministry believes that there is reason to aim at
a larger degree of coordination of the work of the
Council on Ethics and Norges Bank in areas
where their responsibilities overlap. Not least,
clarification of the objective that the Ministry pro-
poses above in Section 4.3.2 will have an impact
on questions that apply to how the various instru-
ments can best be used together and separately to
help achieve the objective. The Ministry believes
that the two instruments should be used so that
they can reinforce each other and make better use
of the combined expertise. The Council on Ethics
and Norges Bank have the capacity and are build-
ing capacity that the present system does not
appear to utilise to a sufficient degree.

The Ministry points to the fact that the ques-
tions raised under this point deal with a limited
part of Norges Bank’s work and partly also that of
the Council on Ethics, namely with respect to
assessment and follow-up of portfolio companies
that behave in such a way that they can be consid-
ered as being covered by the exclusion criteria in
the ethical guidelines. Besides this both the Coun-
cil on Ethics and Norges Bank have activities that
are not directly aimed at conduct in individual
companies. The Council on Ethics deals with
screening companies based on products, where
dialogue or attempts to exert influence normally
will not be a option. Norges Bank also aims its
work at regulatory authorities, research and pro-
vision of information. In exercising ownership
rights in individual companies Norges Bank can
raise questions with companies that lie outside
the mandate covered by the Council on Ethics.
For example, this will apply to matters relating to
good corporate governance and to the focus area
concerning companies’ lobbying activities against
climate regulating measures.

The Ministry would point out that it cannot be
the government’s ambition for all reprehensible
situations in different companies to trigger a cer-
tain reaction, or use of a certain instrument by the
Fund as an investor. With holdings in eight thou-

sand companies throughout the world it is unreal-
istic to envision this. Nor would it be appropriate —
the instruments shall be used in a targeted man-
ner where suitable. In many cases one must there-
fore accept that the Fund owns shares in compa-
nies where operations and corporate practice can
give rise to criticism without triggering any obli-
gation for the Fund to raise the matter with the
company. For example, a company that the Coun-
cil on Ethics is looking at will not always automati-
cally be a candidate for Norges Bank’s active own-
ership process. Nor can it be the case that a com-
pany for which Norges Bank has terminated an
ownership process without succeeding will auto-
matically be excluded.

However, the Ministry wishes to facilitate that
the resources employed in the work of the Council
on Ethics and Norges Bank are used so that they
are as effective as possible, while simultaneously
supporting the reputation of and public trust in the
Fund as a responsible investor. The Ministry
believes that it is appropriate to organise a system
for interaction and coordination that respects the
Council on Ethics and Norges Bank’s different
roles, but that addresses the following matters:

Predictability for the companies contacted on
behalf of the Fund is an important element. The
efforts vis-a-vis individual companies today will
have a very different form depending on whether
it is the Council on Ethics or Norges Bank that ini-
tiates and carries out a contact or review. Most
companies expect representatives of the same
holding to speak as one. In principle there is a risk
under the current system of the Council on Ethics
and Norges Bank saying different things to the
same companies.

Opportunity for influencing individual compa-
nies shall be a part of the decision-making basis in
exclusion cases too. Both with respect to the
opportunity for exerting an influence and an
assessment of risk ahead in time, the Ministry
believes that both Norges Bank and the Council
on Ethics will be able to provide important infor-
mation and assessments.

Best possible use of information. The Ministry
wants information, expertise and knowledge, both
about general subjects and individual companies
found respectively in Norges Bank or the Council
on Ethics to be used in the best possible manner.

The Ministry will study in more detail how the
above-mentioned concerns can best be safeguarded
in cooperation with the Council on Ethics and
Norges Bank. The Ministry assumes that impor-
tant elements in a new scheme should include:
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Routines for exchanging information. The Min-
istry assumes that the information the Council on
Ethics has about companies can be of interest to
Norges Bank, both from a purely financial view-
point and as part of the work on exercising owner-
ship rights. At the same time it will be of interest
to the Council on Ethics to know how Norges
Bank assesses the company and any possibility of
influencing the company in a positive direction.
Information routines should be organised so that
they safeguard Norges Bank’s need for confidenti-
ality in company dialogue on a case-by-case basis,
and proper handling of information that can be
price sensitive.

Establishment of watch-list: Several other inves-
tors use observation of companies as one of their
instruments, often combined with dialogue with
the aim of influencing the company’s conduct. A
decision to put a company under observation may
in certain cases be a good alternative, because it
can be assumed that this will encourage the com-
pany to amend its behaviour or will prompt it to
provide more information to clarify the situation.
It is thought that the use of a watch-list will be par-
ticularly apt in cases where there is doubt about
future developments. The Ministry points out that
the Ministry has already made the decision to
observe one company in 2009. The Ministry
intends to formalise the use of a watch-list as one
of the Fund’s instruments.

Important questions that will emerge with the
use of watch lists will be related to who can put
companies on a watch-list, the criteria for deciding
this, what is required to conclude that the com-
pany can be removed from the watch-list, who is
to monitor the company during the process and
the time horizon that is to be used. Another
important question is whether the watch-list is to
be public or kept internal. Opinions were divided
on this in the consultation round. For example,
Andrew T. Williams and James P. Hawley pro-
posed a system of one public and one internal
watch-list.

The Ministry believes that a public watch-list
will be a suitable instrument for achieving positive
change in the companies. As with exclusion, going
public requires proper and thorough administra-
tive routines. The Ministry will also consider an
internal watch-list that can be made a subject for
discussion between the Bank and the Council on
Ethics. The specific organisation of such an inter-
nal list, including whether the companies shall be
informed that they are on the list, will be one of the
questions that has to be clarified.

Routines for administrative procedure in cases
applying to the same company. With respect to
companies on the watch-list, questions about the
division of labour between the Bank and the
Council will arise. This may also arise in other
individual cases. This raises fundamental ques-
tions about the role of the Council on Ethics in
relation to companies where Norges Bank is car-
rying out an ownership process. Furthermore, it
can be asked whether the Council on Ethics
should have the option of recommending dia-
logue with a company under the direction of
Norges Bank. This will be in addition to any dia-
logue that the Council on Ethics may be able to
carry out itself, see discussion under Section
4.3.4 above.

4.3.6 Assessments related to benchmark
composition

4.3.6.1 Positive selection
Introduction

Positive selection means that an investor posi-
tively chooses investment objects that meet the
investor’s specific requirements for, for example,
environmental or social considerations in busi-
ness operations. Positive selection can assume
many different forms and be used in different
ways. For example, one portfolio can consist com-
pletely of investments selected on the basis of
such criteria. Other investors use positive selec-
tion for parts of the portfolio. For an index-man-
aged portfolio, positive selection as an instrument
will not in principle fit in. However, the manager
could have a certain amount of latitude to over-
weight or underweight companies in relation to
what the index suggests if an active risk mandate
exists, which within given constraints, permits
deviations from the index.

There are also major variations with respect to
the criteria underlying a positive selection.

If the investment strategy is to be restructured
in the direction of positive selection it will be nec-
essary to take a position on the areas and the
extent this selection will be undertaken.

Consultation memorandum

The consultation memorandum discusses the
question of whether the Pension Fund should
invest on the basis of criteria other than those that
follow from financial considerations, with positive
selection or with pioneer investments.
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Positive selection normally reflects the fact
that an investor seeks investment opportunities
on the basis of criteria other than financial consid-
erations. This may be effected through, for exam-
ple, selecting a specific share of the most ethical
companies within an industry, or by overweight-
ing investments in industries that are consistent
with the investor’s values. Positive selection of
companies as part of an investment strategy was
not recommended as a tool for the Fund when the
Graver Committee submitted its proposal for the
current ethical guidelines. The Committee
deemed that active ownership was a better tool
than positive selection for achieving positive
changes within various areas.

The Ministry of Finance obtained an updating
of an earlier assessment relating to the economic
consequences of positive selection. The analysis
was carried out by Professors Thore Johnsen and
Ole Gjelberg. The analysis was appended to the
consultation memorandum.

The analysis shows that positive selection pro-
vides scope for considerable discretion and arbi-
trariness. For example, one strategy with ele-
ments of positive selection will be investments in
“best in class” companies or industries. Another
strategy, referred to as “pioneer screening”,
involves investing in companies in environmental
technology, renewable energy and the like. The
authors of the analysis point out that different
forms of positive selection will easily mean a con-
siderable reduction of the investment universe.
This will increase the Fund’s risk.

The summary of the analysis states that:

“...;During the economic upturn after 2003 SRI
(Socially Responsible Investment) funds and
indices have had clearly poorer risk-adjusted
returns than conventional funds. The numbers
show that this is particularly related to risk,
which for many of the SRI funds and indices
has been considerably higher than the case
has been for conventional funds and indices.
This in turn is due to the fact that screening,
particularly more active and extensive positive
screening, reduces the selection to one where
large companies are heavily represented. In
other words, the screening causes an imbal-
ance in the composition, resulting in higher
unsystematic risk.”

On this basis the authors recommended that the
strategy of negative selection in combination with
exercise of ownership rights be maintained in
managing the Government Pension Fund - Glo-
bal.

The consultation memorandum concluded
that the existing instruments — exercise of owner-
ship rights and exclusion of companies — are well
suited to the Fund’s size and investment strategy.
Still, the consultation memorandum raised the
question of whether arguments can be raised for
the use of such an instrument in the Fund’s con-
text, which can balance the counterarguments.

The Ministry announced in the consultation
memorandum that it would take a closer look at
the possibility of setting a small part of the Fund
aside for earmarked investment purposes within,
for example, environmental technology or devel-
oping countries. In this connection it may also
make sense to take a closer look at what other
international institutional managers have done in
this area.

The Ministry underlined, in line with the over-
arching strategy for the Fund, that a financial
return requirement would also be made for such
investments. The use of State funds that do not
have financial returns as an objective must be
appropriated via the Fiscal Budget in the custom-
ary manner.

The Ministry desired the commenting bodies’
view of whether it was right to take a course of set-
ting aside money managed according to a particular
mandate and if applicable, to what objectives.

General input on the consultation round on positive
selection

In his consultative comments Carlos Joly critiqued
the Johnsen and Gjelberg report.

In Joly’s opinion it is not meaningful to con-
sider SRI funds a special type of fund. It is mean-
ingful to assess whether technology funds provide
excess returns, but SRI funds have too little in
common to measure the return from the class as
such in a meaningful way. The expertise of the
individual manager is key, as it is for other strate-
gies in active management. According to Joly, the
assessment of Johnsen and Gjelberg that a larger
scope of positive screening would cause the Pen-
sion Fund to have to concentrate on larger compa-
nies and fewer markets is not consistent with the
facts. Even if the number of companies in which
shares were held were cut in half, it would still be
a long way to an ownership limit of 10 per cent.
The criteria of positive screening can be varied in
many ways and does not need to entail a prepon-
derance of large companies.

Joly further criticised the narrow risk defini-
tion said to be used in Johnsen and Gjelberg’s
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analysis. It is too narrow just to compare past
returns of SRI funds with market indices. If we
had assessed the risk of U.S. bonds before the
financial crisis, the risk would have been assessed
as being low. In reality, the risk was high. Simi-
larly, Joly believes we face a systematic risk
related to the environment that is insufficiently
reflected in the share and bond markets. Accord-
ing to Joly the index management model of the
Fund keeps the Fund tied to mispriced values.

“Just as the market made a gigantic mistake in
mis-pricing mortgage backed securities it is
likely the market, or large parts of it, are mak-
ing a gigantic mistake failing to recognize
unsustainable companies and pricing them
accordingly, with a deep discount. In protect-
ing its capital, the GPF-G would not want to find
itself saddled with a large chunk of assets that
the market will one day realize are overvalued
from a sustainability point of view. Conversely,
in seeking good returns, it will want to recog-
nize which of today's mid caps will become
tomorrow's large caps.”

In the main (HSH), The Federation of Norwegian
Commercial and Service Enterprises supports the
Johnsen and Gjelberg analysis relating to prob-
lems with positive selection. However, HSH
pointed out that it is reasonable to assume a
stronger connection between long-term return
and the ethical dimensions laid down in the guide-
lines (Global Compact and OECD guidelines)
than what traditionally has been customary.

In its consultative comments Niklas Kreander
at Telemark University College concludes there is
a need for further studies on the use of positive
investment criteria. Reference is made to the fact
that many funds that have operated with such cri-
teria claim to have achieved sound returns and
that the expert arguments that have been raised
against the use of positive criteria have methodo-
logical weaknesses and are thus not a sufficient
decision basis. In a separate appendix, Associate
Professor Niklas Kreander and Professor Ken
McPhail criticised the Johnsen and Gjelberg anal-
ysis. Among other things, they noted that Johnsen
and Gjelberg appear to have implied that the Gov-
ernment Pension Fund — Global should either
continue as now or switch to positive selection. An
obvious alternative is to use positive selection for
a smaller portion of the Fund (1-10 per cent).

Norfund shows that the state’s social responsi-
bility as financial investor should be assessed on
the basis of the state’s combined financial portfo-
lio, not just the Government Pension Fund - Glo-

bal. This portfolio also consists of SPN, Norfund
and Argentum. The latter three already employ
positive selection. The state should be willing to
also incorporate non-financial considerations in its
combined portfolio, but not necessarily in each of
the state’s investment funds. Norfund says:

“Johnsen/Gjelberg’s study is relevant for
large, well-diversified funds of SPU’s type, but
does not answer the question of whether the
state in its total portfolio should have funds
with completely different mandates like the
ones that exist in the form of SPN. To the
extent positive selection is desirable this will
be a discussion of whether it is desirable to
invest in funds or instruments with a more
specified mandate than SPU. This is also
Johnsen/Gjelberg’s recommendation: ‘To the
degree the state for other reasons would want
to undertake such investments, this should
take place in separate funds or institutions out-
side the Government Pension Fund - Global
and Norges Bank’. In Norfund’s assessment
the question for SP is not whether to use posi-
tive selection, because that’s what SPN is doing
already.”

Norges Bank warns against changing the Fund’s
strategy:

“A shift in the direction of positive selection of
companies based on criteria other than
expected return will represent a violation of the
Fund’s investment strategy, reduce the spread
of the Fund’s risk and increase the company-
specific risk. Depending on the criteria that are
used, positive selection will also increase the
exposure against systematic risk factors.
There is no reason to claim that a positive
selection criterion can be connected with
higher expected return. Norges Bank will
advise against a change in the Fund’s strategy
in the direction of positive selection of invest-
ments based on normative assessments, since
this will be in violation of the Fund’s long-term
financial objective.”

Norges Bank refers to the Johnsen and Gjelberg
analyses that show an undesirable performance
for many SRI funds in 2002-2007.

Norges Bank believes that earmarking of
investment funds to achieve other objectives in
addition to long-term returns should take place
through allocation resolutions in the annual budg-
ets. Such funds should be managed by own man-
agers and not through the Government Pension
Fund.
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Save the Children believes that the current
model based on financial criteria for placing
investments is far too defensive for a state inves-
tor that is to obtain legitimacy in the population.

“The surplus should be invested to a greater
degree in good causes for coming generations.
For a fund with a 100-year perspective the
shortage of resources and climate change
must be relevant criteria on which to assess
companies.”

SAM (Sustainable Asset Management) is an invest-
ment company for sustainable investments and
participates in the compilation of Dow Jones Sus-
tainability Indexes. SAM disagrees in the Johnsen
and Gjelberg assessment that SRI funds and indi-
ces have delivered risk-adjusted returns that are
clearly poorer than ordinary funds. Since 1999,
the Dow Jones Sustainability World Index has
delivered better results than MSCI World. Fur-
thermore, it is claimed that SAM Sustainable Glo-
bal Fund has performed better than its bench-
mark index since its launch in 2004.

The Confederation of Vocational Unions (YS)
points out that Norway’s oil wealth is associated
with major greenhouse gas emissions. Norway
therefore has a greater moral responsibility to
implement climate change-reducing measures. A
separate environmental fund should therefore be
established as part of the Government Pension
Fund - Global. Even though the objective of this
fund too is to have the best possible return, YS
will recommend the environmental fund to have
somewhat lower return requirement than what is
otherwise assumed for the investments.

WWF (World Wildlife Fund) has prepared a
report in cooperation with Innovest. Innovest is an
analysis firm that helps investors construct port-
folios that beat the market by using data on factors
not included in traditional securities analyses.
Innovest has prepared special expertise on the con-
sequences of climate change. This report is
referred to in the consultative comments. The
report claims that the Government Pension Fund -
Global is not a leader with respect to best practice
in sustainable investments. The fund has a long
way to go from being able to handle the effects of
global warming in its investment strategy and port-
folio management. A ranking in the report shows
that the public pension funds ABP Nederland and
CalPERS are leaders in the field while the Govern-
ment Pension Fund lags considerably behind. The
main reason for this is that the Pension Fund does
not use positive screening and targeted environ-

mental investments. According to WWE, the
Fund’s integration of climate change issues into its
investment strategies and decisions seems limited,
unsystematic and undeveloped. Sustainable invest-
ments can no longer be seen as an ethical exercise
that reduces profit. In a world with increasingly
larger shortages of resources, sustainable business
models are an important indicator of long-term
profitability and risk reduction. The report refers to
a literature review undertaken by Innovest of stud-
ies in which a clear majority show a positive con-
nection between taking ESG issues into considera-
tion and financial returns.

Input in consultation round on focus areas for
positive selection

Bellona recommends that the Government Pen-
sion Fund — Global invest in three new classes of
assets: start-up funds for venture capital (such as
clean tech), private equity in medium-sized com-
panies and infrastructure projects (such as wind-
mills). In addition, Bellona recommends the
establishment of a separate company (separate
from the Government Pension Fund - Global)
which will develop clean energy.

Carlos Joly believes that the Fund should give
priority to investing in private equity (unlisted
companies) with an emphasis on integrating ESG
issues and sustainable development in selection
and management of companies.

The Future in Our Hands (FIOH) proposes
strengthening the climate profile in the Pension
Fund. A NOK 20 billion climate fund specialised
in investing in renewable energy and green tech-
nology should be established. Furthermore,
FIOH proposes increasing the Fund’s invest-
ments in poor countries. The opportunities for
investing in solar energy in countries to the south
are highlighted in particular.

Greenpeace believes that the Ministry of
Finance should set aside a large and growing
share of the Fund to earmarked investments in
renewable energy and energy efficiency.

Norwegian Church Aid argues that one per
cent of the assets in the Government Pension
Fund - Global should be placed in a fund for
investments in low-income countries, particularly
in Africa. In addition, it supports the conclusion of
the report of the Development Committee about a
positive selection relating to renewable energy
and relevant climate technology. At least 10 per
cent of the Fund’s value should be invested in this
sector over the course of a five-year period.
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Kristian Alm argues that the solidarity of
future Norwegians with the use of the fiscal policy
guidelines should also be expanded to solidarity
with the poor outside Norway’s borders. Specifi-
cally it is argued that the Government Pension
Fund should invest in microcredit, with not insig-
nificant amounts.

Norfund proposes expanding the Government
Pension Fund - Global’s investment mandate to
include a separate provision for private equity in
both developing and developed economies. Nor-
fund believes it can be right to build on the exist-
ing private equity environments in Norway today:
Argentum and Norfund. A separate investment
fund for renewable energy should also be consid-
ered.

In its consultative comments Norges Bank
points out that it recommended the Ministry of
Finance to include infrastructure investments in
the Fund’s investment universe because such an
expansion will be able to improve the spread of
risk and increase the return opportunities of the
fund if operative management is carried out with
sufficient quality.

SIGLA recommends that most of Government
Pension Fund — Global management continue as
now but that smaller portions be set aside for
investments with a higher risk and a stronger
development focus. Systematic learning from
these smaller investments should be planned.

Among the recommendations from WWF is
that the Government Pension Fund - Global
moves in to positive selection of investments
through a best-in-class strategy that assesses cli-
mate exposure. Furthermore, funds should be set
aside for investments in environmental technol-
ogy. WWF recommends that the Fund should pro-
mote and facilitate coordination among sovereign
wealth funds (SWF) and public pension funds to
promote strategic investments in the financial
markets related to ESG.

The Ministry’s assessments

On the basis of the feedback from the consulta-
tion the Ministry will propose the establishment
of a programme for environmentrelated invest-
ment opportunities.

Sub-markets in infrastructure, unlisted equi-
ties, environmental bonds and the opportunity to
invest parts of the listed equities portfolio based
on an environmental index are particularly inter-
esting. The investments are to be aimed at envi-
ronmentally friendly assets or environments,

water technology and treatment of waste and pol-
lution.

Work will also continue on assessing whether
an investment programme aimed at sustainable
investment opportunities in emerging markets
can also be established in an appropriate manner.
Investments that will be looked into will include
unlisted shares and infrastructure in emerging
markets.

There will normally be capacity restrictions on
investments in unlisted markets, and especially on
investments in sub-markets such as eco-friendly
technology and energy. Based on the size of the
market, which is also limited by the availability of
capable managers and funds, the Ministry finds
that the combined amount for the environment
programme and any investment programme
aimed at sustainable growth in emerging markets
may total about NOK 20 billion over a five-year
period. However, there is uncertainty linked to
the capacity of the unlisted markets. These invest-
ments will be substantial in terms of both the size
of the markets and investments by other, compa-
rable international funds. The Ministry will return
to the matter in the 2010 National Budget. See fur-
ther discussion in Section 2.5.

4.3.6.2 Portfolio review
Introduction

In this connection a portfolio review should be
understood as an assessment of the risks relating
to the climate challenges in the portfolio. Among
other things the holdings may be mispriced
because they do not fully take future higher pric-
ing of carbon emissions into consideration. In
light of such an evaluation it can be assessed
whether the composition and weighting of the
investments should be changed in light of such
risk.

Input in the consultation round

In its consultative comments, Bellona proposes an
extensive environmental strategy. Bellona
believes that companies that significantly contrib-
ute to global warming can represent an increased
long-term investment risk that can threaten the
Fund’s objective of sound long-term returns.
Given the potential effects of global warming,
it can be financially wise for the Fund to act on the
basis of these considerations. Bellona believes
that the Fund should be in advance of the change
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that inevitably will come. If we succeed in our bat-

tle against global warming, no carbon-intensive

companies will exist in 2050. The Fund should

develop an environmental strategy that includes

corporate governance activities, negative screen-

ing and eventually also positive screening.
Bellona’s vision for the Fund is:

“By 2020 the Fund’s portfolio will be com-
prised solely of investments in companies that
will have sustainable business models follow-
ing the transformation to a carbon-neutral and
resource-efficient society.”

An important element in Bellona’s environmental
strategy is to initiate a review of the entire Fund’s
portfolio to clarify the potential significance of cli-
mate development to the portfolio. One should
start with the oil, gas and coal, air and sea trans-
port, land transport, iron and steel, aluminium,
cement and wood pulp and paper sectors. The
portfolio should subsequently be adjusted. Bel-
lona is not arguing for a dramatic change of the
investment strategy or a compromise on the long-
term return goal. But the use of environmental
screening as part of the investment methodology
should contribute to better returns in the long
term. Based on an assessment of how companies
can thrive in a future low-carbon world, compa-
nies that perform very poorly should be excluded
from the portfolio. Bonds should also be evalu-
ated. The Government Pension Fund - Global
should consider excluding government bonds
from countries that do not ratify a post-2012 global
climate treaty. In addition to excluding the worst
companies, the Government Pension Fund — Glo-
bal should over time also increase investments in
companies that score high on environmental crite-
ria. Bellona sees that incorporating an environ-
mental strategy in the portfolio strategy will
demand adjustments in the traditional index
strategy for a benchmark portfolio but does not
go into detail.

Carlos Joly recommends that the Ministry of
Finance assess the risk relating to and the impli-
cations of not actively integrating economic con-
sequences of climate change in the Fund’s bench-
mark indices. The Ministry should initiate a proc-
ess to change the Funds benchmark portfolio to
address risks relating to climate.

Even with investments in different alternative
investment plans the return on the Government
Pension Fund - Global will, according to the
Future in Our Hands (FIOH), still depend on the
major oil companies (that top the Fund’s invest-

ment list) continuing to extract fossil reserves to
which they have the rights. FIOH believes that
whether and how this contrasts with the require-
ment of creating long-term sustainable develop-
ment should be assessed in a separate study.

Greenpeace believes that Norges Bank should
identify the exposure of the portfolio to carbon
obligations and that it should have an optimal
composition in relation to carbon obligations and
rewarding carbon efficiency. A separate appendix
to the comment prepared by the analysis com-
pany Trucost describes methods for such carbon
optimalisation.

SUM (Centre for Development and the Environ-
ment) at the University of Oslo argues, both out of
consideration to ethical and financial obligations,
in favour of doing more to reduce the Fund’s car-
bon-intensity and strengthen the positive climate
effects of the investment portfolio. Due to a sys-
temic environmental risk insufficiently consid-
ered in the share and bond markets, a carbon-
intensive portfolio may represent a serious future
financial risk for the Government Pension Fund -
Global. An analysis of such financial risks should
be implemented routinely by a “universal owner”
like SPU. Among other things, the analysis should
contain an analysis of different political and eco-
nomic scenarios, as for example a post-Kyoto
treaty that implements mandatory emission cuts
for developing countries and the U.S. On the basis
of the analysis the Government Pension Fund —
Global should study the opportunities to invest
more in companies that develop and continue low-
carbon technology. In this connection SUM also
refers to how other large funds (CalPERS, ABP
and PGGM) have programmes to support eco-
friendly energy production and climate funds.

The Ministry’s assessments:

A portfolio review in light of the climate chal-
lenges will be an important element in the devel-
opment of the investment strategy for the Govern-
ment Pension Fund - Global. The question is
therefore assessed above in more detail in Section
2.5. It is concluded that the Ministry sees the
need to further assess the consequences of the
climate challenges on the world’s financial mar-
kets. The Stern Review provided important
knowledge about the impact of climate change on
the general economic development globally, and
work of similar scope can shed light on more spe-
cific effects on financial markets. Against this
backdrop, the Ministry of Finance is aiming to ini-
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tiate a study to assess how the climate challenges
can affect the financial markets and how investors
ought to act in light of this. This ought to be an
international project and can if necessary be car-
ried out in collaboration with other investors. The
Ministry will present a more detailed plan for this
in the National Budget. Reference is otherwise
made to an assessment in Section 2.5.5 about the
risks relating to equity investments in oil compa-
nies etc.

4.4 Other topics

4.4.1 On government bonds in particular

When the list of approved markets and currencies
was removed from the regulations for manage-
ment of the Government Pension Fund — Global, a
new provision was introduced in the second para-
graph of Section 3 with the following contents:
“The Fund cannot be invested in interest-bearing
instruments issued by the following states:
Burma.” The background for this was discussed
in detail in Report no. 24 (2006-2007) to the Stort-
ing. In the consultation memorandum this amend-
ment is discussed in Section 2.2.1.

Input from commenting bodies

Several opinions have been submitted concerning
the wish to expand the scope of the ban on invest-
ing in certain countries’ government bonds.
Ammnesty International Norway says that dur-
ing
“...; atime where the motto increasingly seems
to be ‘I hear what you say, but show me your
money and I'll decide if you are worth listening
to’, it would be irresponsible not to accept the
consequences of the real effect and ethical and
political signal effect of investing in govern-
ment bonds in countries where gross and sys-
tematic violations of human rights take place,
and/or in countries that take part in wars or
themselves have a civil war-like situation.

The money SPU invests in government
bonds could be used to pay the actual perpetra-
tors of the human rights violations: the police,
security forces and the army of an oppressive
regime. ...;

Amnesty recommends that it should be an
overarching principle in the management of
SPU that Norway is not to earn money on
human rights violations, and that this must
apply to both state and non-state actors. The
same ethical guidelines underlying the man-

agement of the capital used to purchase shares
must apply to the management of the capital
used to purchase government bonds.”

Changemaker links the question about govern-
ment bonds to the issue of cancelling foreign
debt. If Norway is to practice a responsible lend-
ing policy, there are far more countries than
Burma where it will be problematic to purchase
government bonds. SLUG — The Norwegian Coali-
tion for Debt Cancellation believes that the Pen-
sion Fund can cause illegitimate debt. According
to SLUG, a debt is illegitimate if the loan has been
raised by repressive regimes, raised for illegiti-
mate purposes or given to failed projects that have
caused environmental or social damage that
should have been foreseen by creditors. SLUG
encourages the Ministry to adopt the Eurodad
Charter on Responsible Financing for further
development of ethical guidelines for purchasing
government bonds. Norsk Tamilsk Forum (Nor-
wegian Tamil Forum) believes it is a paradox for
Norway to invest in government bonds in Sri
Lanka, given the treatment Norwegian peace
negotiators and truce observers have been sub-
jected to.

The Ministry’s assessments

The issue of exclution of bond investments was
discussed by the Graver Committee. The Commit-
tee pointed out that when the purpose is to avoid
contribution in the production of a certain product
or unacceptable conduct it is difficult to see any
fundamental ethical divide between equity and
bond investments. Corporate bonds are therefore
also excluded from the Fund in those cases where
equities in the same company are excluded.

The Graver Committee made it clear that
investments in bonds issued by national states
and international organisations have to be treated
separately. The Committee pointed out that Nor-
way has economic and diplomatic relations with
most countries in the world (p. 36):

“With the exception of the countries to which
international sanctions regimes apply, contact
is maintained even if Norway disagrees with
the country’s policies, for example in the area
of human rights. Ordinary foreign policy chan-
nels are far more important for influencing for-
eign governments to change their policies in
the desired direction than exclusion from the
Petroleum Fund’s investment universe.”
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Trade and contact can provide better channels of
influence than isolation. The Committee also
argues that it may be difficult to achieve general
agreement in Norway to denounce a country as a
whole and that this also weighs against a prohibi-
tion on investing in government bonds issued by
certain countries.

In cases where the UN Security Council
imposes sanctions on a country in the form of
binding trade restrictions, etc., the sanctions will
normally entail a prohibition against investment in
the country concerned. To the extent such coun-
tries have issued bonds, the consequence would
be their withdrawal from the investment universe.
It is conceivable that agreement on UN sanctions
will not be achieved in certain cases. However, the
Ministry has also opened the possibility of exclud-
ing investments in government bonds if there are
other comprehensive international measures
against the country, which Norway has endorsed.
In the Ministry’s view there should be a very high
threshold for excluding a country’s government
bonds from the Government Pension Fund. Like
the Graver Committee, the Ministry believes that
normal foreign policy channels are a far more
important instrument for influencing the authori-
ties of other countries in the desired direction. To
avoid creating uncertainty about the purpose of
the investments in the Fund, such decisions
should reflect broad political agreement. The
decision not to invest in the government bonds of
certain countries should therefore primarily apply
to countries on which the UN Security Council
has imposed sanctions, or countries covered by
other international measures supported by Nor-
way. On this background it has been decided that
the Government Pension Fund — Global cannot be
invested in government bonds issued by Burma.

The Government finds that it would represent
a dramatic boycott of a country to go so far as to
exclude this country’s government bonds from
the investment universe. The Ministry would only
take such a step if it ensued from international
sanctions. It has not been Norwegian policy to
introduce unilateral measures against countries
engaged in war, civil war etc. It would also be per-
ceived as a strong politicisation of the Fund and
characterise it as being more of a foreign policy
instrument. Another aspect of this is that in gen-
eral, investments in government bonds can hardly
be considered direct financing of war or conflict,
but may just as well be spent on legitimate serv-
ices provided by the state, such as education and
health etc. Without an international anchoring as

described above, using the threat of exclusion
from investment as a general instrument in Nor-
wegian foreign policy is out of the question.

Norway has an active human rights dialogue
with specially selected countries. Extensive dia-
logue is now taking place with China, Indonesia
and Vietnam on human rights. Political contacts
are a key element in the dialogues. Facilitating
network building between the public administra-
tion, judicial system, academics and non-govern-
mental organisations is equally as important. The
networks and the contact between different pro-
fessional communities make it possible to
exchange information, concerns and criticism
through contacts based on trust. In such a con-
text, it is in the opinion of the Government unde-
sirable and inappropriate to use investment funds
from the Government Pension Fund — Global as a
tool for forcing changes. Human rights dialogues
must be based on equality and belief in the per-
suasive power of dialogue.

Some commenting bodies advocate expanding
the scope of the ban on investing in government
bonds, or applying other criteria. In the light of
what was said above, the Ministry believes that
the current approach in the ethical guidelines
should be continued with respect to the Fund’s
investment in government bonds. The Ministry
would otherwise point out that debt cancellation
and responsible lending are important areas for
Norway in which several different measures have
been implemented in recent years. A description
is given in Section 6.4 of Report no. 13 (2008-2009)
to the Storting: Climate, Conflict and Capital. In
2007, Norway cancelled, unilaterally and uncondi-
tionally, the remaining debts resulting from the
Norwegian Ship Export Campaign from 1976-
1980. Norway has worked with the World Bank to
buy commercial debt in certain countries, thereby
preventing “vulture funds” from purchasing old
debt at reduced prices to exploit poor countries.
Norway is the largest donor to the UN pro-
gramme for debt managment capacity building.
Furthermore, Norway has been involved in
develop common guidelines for sustainable lend-
ing in the OECD. A major challenge is to arrive at
a mutually agreed and operational definition of
what can be described as illegitimate debt. As a
follow-up to the Government’s goal that Norway
shall work to ensure that the UN reviews the crite-
ria of what can be characterised as illegitimate
debt, Norway has funded studies on such debt
under the direction of the UN and the World
Bank. Furthermore, the government has funded
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conferences and meetings, and raised the issue in
relevant fora such as the UN Financing for Devel-
opment meeting in Doha last year, the Paris Club
and the World Bank. Norway recently signed a
four-year agreement with the UN (UNCTAD)
whose goal is to prepare criteria for responsible
lending and illegitimate debt.

4.4.2 Secrecy jurisdictions
(so- called “tax havens”)

Tax havens are characterised by three factors in
particular: They have low or no taxes, they protect
investors against foreign tax authorities, and they
do not disclose information about the enterprises
registered there. Due to the secrecy offered by
such states, secrecy jurisdictions or “bank secrecy
countries” attract both legal and illegal capital. The
concept of “tax haven” is not precise and various
communities and organisations may operate with
different definitons. Secrecy jurisdictions are con-
sidered to be a major social problem because the
secrecy they offer can help hide economic crime
such as corruption, money laundering and tax eva-
sion. Due to these undesirable consequences,
international work is taking place in many different
fora aimed at influencing states to relinquish their
status as a secrecy jurisdiction.

In the consultation memorandum it was dis-
cussed whether the ethical guidelines should
cover the Government Pension Fund - Global
investments in secrecy jurisdictions. The Ministry
found that combating secrecy jurisdictions must
be directed at the authorities of these countries.
But, the Ministry stated, it is nevertheless a ques-
tion of whether corporate transparency on reve-
nue flows and taxes can be promoted in a more
systematic way in the corporate governance activ-
ities.

Input from commenting bodies

Several commenting bodies are interested in the
relationship of the Government Pension Fund -
Global to so-called tax havens.

Attac points out that the battle against tax
havens is important, due to the fact that they ena-
ble tax flight on a large scale from developing
countries and represent a big corruption problem
at the same time. Attac believes it is unethical to
operate through tax havens because it contributes
to tax evasion, puts pressure on other countries to
lower taxes, contributes to less transparency
regarding the activities of companies and to cor-

ruption. Attac believes that rules must be adapted
against investing in companies that operate
through tax havens. The Church of Norway
National Council also advocates avoiding invest-
ing in companies that operate in tax havens.

Several commenting bodies point to the impor-
tance of higher requirements for reporting and
information access to combat the harmful effects
of tax haven practices. Ammnesty, Publish What You
Pay, Norwegian Church Aid, Changemaker and
Save the Children all recommend supporting the
effort with a new accounting standard that will
require the companies to report on a “country-by-
country” basis. Norwegian Church Aid and Pub-
lish What You Pay propose that an expectations
document be prepared on corporate transparency.

The Norwegian School of Theology believes
more attention should be paid to work on tax
havens in corporate governance activities.

The Ministry’s assessment

The Ministry wants to underline that work against
closed jurisdictions is very important and is given
high priority.

Illegal capital flow and tax havens are dis-
cussed in Section 6.2 of Report no. 13 (2008-2009)
to the Storting: Climate, Conflict and Capital,
which states:

“Each country is free to choose the tax level for
the individuals and enterprises that choose to
settle or register their business there. The
problem arises when a state does not have a
sufficient degree of rules and requirements
that can prevent money laundering and crimi-
nal money or violations of the laws of other
countries. By refusing transparency and disclo-
sure or contributing to the establishment of fic-
titious companies whose purpose is to hide real
ownership of capital, tax havens make it diffi-
cult for the tax and police authorities of other
countries to investigate this form of crime.
Government policy in this connection is to
strengthen international rules that prevent
capital that has been illegally tapped from
developing countries from being hidden or
laundered in tax havens.

There are many opinions about which
countries and areas are tax havens. Interna-
tional lists include different types of jurisdic-
tions ranging from completely non-transparent
to those that are relatively open and coopera-
tive. Some of the best known tax havens are
domiciled on small Caribbean islands. At the
same time their operations often depend on
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activities in large international financial cen-
tres such as New York, London, Singapore and
Hong Kong. Professional consultants that
assist companies in evading national rules
often operate from just such places.” [Prelimi-
nary translation]

The Government has initiated a number of meas-
ures aimed at combating the detrimental effects of
the practices of closed jurisdictions. Norway has
headed an international working group that focuses
in particular on the challenges relating to the illegal
flow of capital from developing countries. The rec-
ommendations of the working group were pre-
sented at the Doha conference on Financing for
Development, organised by the UN. To follow up
this work Norway has decided to support the estab-
lishment of a Task Force on Financial Integrity and
Economic Development launched in January 2009.

The Government has appointed a separate
expert committee to examine illegal capital flight
from developing countries and also evaluate
investment of capital from Norway in tax havens.
The recommendation from this work shall be
given by 1 June 2009. The Committee will forward
proposals on how to enchance transparency relat-
ing to capital flows to and from developing coun-
tries via tax havens, and also how capital flows can
be curtailed when it involves the illegal flow of
capital or laundering of money.

Further, reference is made to the statement in
Report no. 13 (2008-2009) to the Storting: Cli-
mate, Conflict and Capital, that international rules
aimed at corruption are continually being
improved. New measures include OECD and
Council of Europe conventions. A UN Convention
against corruption entered into force in 2005. As
many as 126 countries have already endorsed the
convention. This is the first set of global rules
against corruption. A global anti-corruption
instrument represents an opportunity for further
Norwegian activities against corruption. The UN
convention represents a common platform and
global standard that applies equally to all. Norway
is promoting the establishment of an implementa-
tion mechanism so that the convention can be
implemented in practice.

Issues relating to secrecy jurisdictions were
also discussed in Section 7.4.1 of Report no. 10
(2008-2009) to the Storting: Neeringslivets sam-
Sunnsansvar i en global skonomi (Social responsibil-
ity of business and industry in a global economy).

In addition to the measures described above,
Norway, represented by the Ministry of Justice

and Ministry of Finance, is active in international
cooperative bodies that combat money launder-
ing, and work for mutual transparency and com-
pliance with international conventions and rules —
such as the Financial Action Task Force (FATF),
OECD and Interpol.

Relating to tax-matters, Norway is following in
the OECD’s lead in efforts vis-a-vis secrecy juris-
dictions. This work involves negotiating agree-
ments with such jurisdictions under which they
are obliged to exchange information that enables
member countries to establish the correct tax
base for their taxpayers, thereby preventing tax
evasion. A majority of the secrecy jurisdictions
have now said that they are willing to cooperate,
and many of them have signed or are in the proc-
ess of signing agreements on the exchange of
information in tax cases. Non-cooperating juris-
dictions have been placed on the OECD’s official
blacklist of Harmful Tax Practices countries. The
last three countries on this list (Liechtenstein,
Monaco and Andorra), recently said that they will
now exchange information in tax cases.

As a follow-up to the OECD’s work, Norway is
participating in a nordic project aimed at negotiat-
ing TIEAs under the direction of the Nordic Coun-
cil of Ministers. The purpose of the project is to
negotiate agreements with relevant secrecy juris-
dictions on exchanging information, so that our
tax authorities can gain access to information on
the investments of its tax payers (bank deposits,
holdings etc.) in and transactions through the
individual country. This applies to jurisdictions
that have declared to the OECD that they are will-
ing to cooperate with OECD countries about such
disclosure opportunities. Agreements have been
signed with many countries including Jersey,
Guernsey, the Isle of Man, the Cayman Islands
and Bermuda, and new negotiations are well
under way.

Some commenting bodies have advocated that
the Government Pension Fund — Global should
not invest in companies that operate through so-
called tax havens.

With respect to real estate investments,
restrictions have been placed on where unlisted
real estate companies and funds can be estab-
lished. These may only be incorporated in coun-
tries that are either OECD countries, or with
which Norway has established tax treaties or
other agreements that provide sufficient disclo-
sure, or with which Norway has signed a special
Tax Information Exchange Agreement (“TIEA”)
and, in addition, are not on the OECD’s blacKlist.
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The reason unlisted real estate investments are
treated separately are special factors relating to
this type of investment. The fact that they are
unlisted means the marketplace cannot be used as
a delineating criterion. The place of incorporation
has therefore been chosen as the delineating cri-
terion. The place of incorporation for real estate
companies and funds may be places other than
where the properties are situated, and the tax
regime can thus have a major impact on the
cherice of place of incorporation. For this type of
investments the Government has therefore found
it appropriate to place restrictions on where the
fund or company in question may be incorpo-
rated. Reference is made to the discussion in Sec-
tion 3.5.4 of Report no. 16 (2007-2008) to the Stort-
ing.

The question is then whether the Government
Pension Fund - Global can, or should, play a role
with respect to combating closed jurisdictions
through its equity investments too.

The Ministry will point out that exclusions
based on operations in, establishment in or other
dealings with closed jurisdictions will not be very
enforceable because it will be very difficult to
limit and practice. First of all, as stated above,
views vary on which countries that fall under such
a description. Depending on the view adopted, it
must be assumed that a substantial share of the
companies included in the indices by which the
fund is invested have some form of connection to
closed jurisdictions. This is not illegal per se. The
degree to which the connection is legitimate will
be virtually impossible to assess.

Reference is furthermore made to what was
said above about the Graver Committee’s view
that it would be unethical with respect to future
generations of Norwegians to impose costs on the
Fund solely in order to carry out symbolic, ethi-
cally grounded measures in support of policies
best promoted by other means. Norway is already
working actively in many other arenas such as the
OECD, UN and by signing bilateral agreements,
to gain access to information in such jurisdictions.

Tax evation is only one of the problems relat-
ing to so-called tax havens. Other major concerns
relates to that the secrecy these states offer can
facilitate the concealment of other economic
crime such as corruption and proceeds from crim-
inal acts. One can ask whether it is possible to
identify the worst forms of association to tax
havens, connected for example to a criterion that
a tax haven is used to hide serious crime. This
would not be appropriate in the Ministry’s opin-

ion. The Council on Ethics has no opportunity to
conduct investigations of possible crimes by the
companies. This is a task for the police and prose-
cuting authorities. Economic crimes that are
uncovered will as a rule be offences committed
some time ago. Since the exclusion mechanism is
forward-looking there will often not be any basis
for exclusion on such a basis. As stated, exclusion
shall not be a sanction against earlier violations. If
economic crime exists in the form of corruption
or is so serious that it involves a violation of the
criteria of other particularly gross violations of
fundamental ethical norms, and there is an unac-
ceptable risk that this will continue over time, the
company may, however, be excluded on the basis
of already existing ethical guidelines.

Many commenting bodies have referred to the
work on a new accounting standard for industries
engaged in extracting oil, gas and minerals. It is
the International Accounting Standards Board
(IASB) that establishes the International Finan-
cial Reporting Standards (IFRS). The interna-
tional accounting standards are decisive for the
information contained in the accounts of listed
companies. The opinion has been voiced by a
number of parties that the new accounting stand-
ard must require that companies in the extractive
industries report capital flows paid to authorities
on a country-by-country basis. As mentioned in
Chapter 3, Norges Bank has participated in this
process. In its letter of 15 September 2008 to the
IASB Extractive Activities Project, Norges Bank
expressed its support of the work on the new
standard. In the letter, Norges Bank underlined
the importance of global, standardised reporting
on companies’ economic dealings with authori-
ties, broken down by individual country. This will
provide more opportunities to analyse financial
matters. At the same time, increased reporting
can have a beneficial effect on governance in
many countries with ample resources, and it can
reduce corruption. In addition to this work,
Norges Bank supports the Extractive Industries
Transparency Initiative (EITI). EITI is an interna-
tional initiative that aims to promote transparency
about revenue flows in extractive industries. The
goal of EITI is that transparency about resource
revenues shall be a global norm, and that a larger
share of the world’s revenues from natural
resources shall promote social and economic
development. See the discussion on page 48 et
seq. in Report no. 10 (2008-2009) to the Storting:
Neeringslivets samfunnsansvar i en global okonomi
(Social responsibility of business and industry in a
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global economy). Norges Bank has signed EITI’s
investor initiative. The Ministry supports Norges
Bank’s work in these areas.

The Ministry refers to the fact that increased
requirements for transparency and reporting by
companies about revenue flows and taxes may
counteract the effect of secrecy offered by
secrecy jurisdictions. Through broad initiatives
such as those described above, the work is
directed in a more targeted manner on the actual
playing rules and “infrastructure” of the financial
markets, as opposed to making it a question of
whether the Fund as an investor should assess
whether individual companies in the portfolio
have legitimate grounds for activities in tax
havens.

The Ministry plans to strengthen its efforts
against closed jurisdictions through greater

efforts as an owner in the companies. It was men-
tioned above that the Ministry intends to ask
Norges Bank to prepare more expectations docu-
ments within its main focus areas. Corporate gov-
ernance is one of these areas. The Ministry will
ask Norges Bank to prepare an expectations doc-
ument aimed at companies’ transparency and
reporting of their payment flows. Clearer expecta-
tions from investors such as the Government Pen-
sion Fund - Global in this area can counteract use
of secrecy jurisdictions to conceal unlawful acts
such as corruption, money laundering and tax
evasion, etc. and in this way contribute to better-
functioning and legitimate markets. This will also
be consistent with our interest as a financial inves-
tor.
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5 Analysis of the return and risk associated with management
of the Government Pension Fund

5.1 Introduction

For the evaluation of the management perform-
ance of the Government Pension Fund, a distinc-
tion is made 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’s active management. The general
investment strategy for Norges Bank’s and
Folketrygdfondet’s management of the Govern-
ment Pension Fund - Global and Government
Pension Fund — Norway respectively is expressed
in the form of a benchmark portfolio defined by
the Ministry. Norges Bank and Folketrygdfondet
are allowed to deviate from the defined bench-
mark portfolio within their permitted tracking
error to generate excess return.

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 for the Global
part of the Fund is significantly broader than that
of the Government Pension Fund - Norway,
which is primarily invested in the Norwegian
securities market. The fact that Folketrygdfondet,
in its capacity of manager of the Fund’s assets, is a
large player in a relatively small capital market,
may place certain restrictions on the ability to
make major changes in the composition of the
portfolio in the short term.

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 2. The Ministry
therefore emphasises performance develop-
ments for the Fund over time in its analysis.

The analyses in this chapter are based on
nominal return data, since a comparison of the
management performance with the rate of return
on a benchmark portfolio is desired, and adjusting
the return data for inflation would not provide
much additional information. In consideration of

the statistical analyses in the discussion of per-
formance below, the average rate of return on the
Government Pension Fund — Global and the Gov-
ernment Pension Fund — Norway is calculated as
an arithmetic average, based on monthly return
data. In Chapter 1 the return was calculated geo-
metrically, in line with the return data reported in
the annual reports from Norges Bank and Folket-
rygdfondet.

5.2 Management performance of the
Government Pension Fund - Global

5.2.1 Developments in the benchmark
portfolio for the Government Pension
Fund - Global

The benchmark portfolio for the Government
Pension Fund - Global is a broad-based portfolio
of equities and bonds that are spread across many
geographical regions and sectors. Consequently,
the rate of return on the benchmark portfolio
reflects the general price developments in the
international securities markets. The actual com-
position of the benchmark portfolio consists of
indices from the providers FTSE and Barclays
Capital (previously Lehman Brothers)for equities
and bonds, respectively.!

The return on the Government Pension Fund
— Global can be measured in both Norwegian kro-
ner and in the Fund’s currency basket.2 The rate
of return measured in Norwegian kroner is influ-
enced by the development of the Norwegian
krone exchange rate relative to the currencies in

1 The benchmark portfolio consists of equities included in the

FTSE Global Equity Index Series All Cap. A modified version
of this index, which encompasses 46 countries, is used for
management of the Government Pension Fund - Global. In
addition, the benchmark portfolio consists of bonds that are
included in the Barclays Global Aggregate Bond Index and
Barclays Capital Global Inflation Linked Index. The bench-
mark portfolio for bonds encompasses the currencies of 21
countries.

‘When the rate of return is measured in a foreign currency,
the rate of return in the individual currencies is weighted
together with the weights in the Fund’s benchmark portfo-
lio.
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Table 5.1 Average annual return (arithmetic)' and annual standard deviation of the rate of return on the
benchmark portfolio for the Government Pension Fund — Global, measured nominally in local currency.

1998-2008. Per cent

Entire Last Last

period five years three years 2008
Benchmark portfolio
Average rate of return per year........ceceeveeueennnn. 3.15 1.71 -3.08 -21.27
Standard deviation ..........ceeeerevveeereveererreeereereneen. 6.42 7.00 8.41 12.60
Equity benchmark
Average rate of return per year...........cooeeverveneene. 2.16 1.17 -8.27 -46.88
Standard deviation ...........ceeveeveeeeeereereneeeerereneen 15.43 13.74 16.28 22.33
Fixed income benchmark
Average rate of return per year..........ccoceeevervenene. 5.06 4.21 3.99 6.07
Standard deviation ............ccceeveveeieeeeeeerenrerenne 3.38 3.45 3.90 5.78

1 Calculated as an arithmetic average based on monthly rates of return (see in Section 5.1).

Source: Ministry of Finance and Norges Bank

which the Fund is invested. Since the interna-
tional purchasing power of the Fund remains
unaffected by fluctuations in the Norwegian
krone exchange rate, the performance evaluation
below focuses on the return measured in local
currency.

Table 5.1 illustrates that the average rate of
return on the benchmark portfolio for the Gov-
ernment Pension Fund - Global for the last five
years was 1.7 per cent. In comparison the average
rate of return for the last five years at year-end
2007 (i.e. the period from 2003 to 2007) was 8.3
per cent. The substantial fall in the average return
is attributed to last year’s exceptionally weak -21.3
per cent rate of return, which reflects essentially
the sharp fall on the world’s equity markets. The
weak rate of return in 2008 also contributes signif-
icantly to a reduction in the average rate of return
for the entire period from 1998 to 2008 as a whole
(3.2 per cent, compared with 5.6 per cent at year-
end 2007).

The performance of the equity benchmark has
been very weak throughout the entire period as a
whole. The average annual rate of return was 1.2
per cent for the last five years. The weak rate of
return on the equity market during this period is
attributed primarily to the substantial fall in equity
prices in 2008. In comparison, the average rate of
return on equities for the last five years was 14.8
per cent at year-end 2007.

The very poor performance of the world’s
equity markets last year contributed to an
increase in the demand for financial instruments

with lower risk, including government securities.
This contributed to an increase in the five-year
average rate of return on the benchmark portfolio
for fixed income instruments from year-end 2007
to year-end 2008 (from 4.0 per cent to 4.2 per cent
per year). For the entire period from 1998 to 2008
as a whole, the average annual rate of return on
the bond market was almost 3 percentage points
higher than the rate of return on the stock mar-
ket.
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Figure 5.1 Risk associated with the benchmark
portfolios for the Government Pension Fund

- Global, measured by a rolling twelve-month
standard deviation in local currency. Per cent

Source: Ministry of Finance and Norges Bank
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Distribution characteristics - Monthly nominal returns
The Benchmark Portfolios of The Government Pension Fund - Global
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Figure 5.2 Distribution characteristics of the monthly rate of return (measured nominally in local currency)
on the benchmark portfolio for the Government Pension Fund - Global

Source: Ministry of Finance and Norges Bank

At the same time as the rate of return on the
benchmark portfolio for the Government Pension
Fund - Global has been relatively low in recent
years, the level of risk has been somewhat higher
than normal (see Figure 5.1). As illustrated in
Table 5.1, the average level of risk associated with
the Fund’s benchmark portfolio over the last five
years was 7.0 per cent per year, as measured by
the standard deviation of the rate of return. This is
almost twice as much as at year-end 2007 and is

attributed, for example, to a substantial increase
in the risk associated with the equity benchmark.
But it should also be seen in connection with the
increase in the equity portion, a doubling of the
volatility in the bond market in relation to the nor-
mal level, as well as increased covariation
between the rate of return on securities due to the
financial crisis.

The statistical characteristics of the rates of
return on the benchmark portfolio are of key
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importance to the performance evaluation with
regard, for example, to an assessment of whether
the standard deviation of the rate of return is a
good measure of risk, so that probability state-
ments can be associated with it. The actual volatil-
ity, as measured by the standard deviation of the
rates of return, provides a complete description of
the risk associated with the benchmark portfolio
if the rates of return are normally distributed.?

Figure 5.2a indicates that the rates of return
on the benchmark portfolio for the Government
Pension Fund — Global are skewed to the left and
have fat tails due to the fact that lower rates of
return occur more frequently than would be
expected if the rates of return were normally dis-
tributed. In addition there are indications that the
assumption that the rates of return are normally
distributed is not justified (see Figure 5.2b). If the
rates of return are normally distributed, they
would be expected to plot along a straight line
from the lowest to the highest observed rate of
return. The figure indicates that the assumption
of a normal distribution is not justified due to the
fact that the rates of return are below what would
be expected.

Statistical tests show that the rates of return
on the benchmark portfolio for the overall Fund
and for the equity benchmark are skewed to the
left for the entire period from 1998 to 2008 as a
whole, and for the two sub-periods 2004-2008
(last five years) and 2006-2008 (last three years).
In addition, there are indications that the rates of
return on the fixed income benchmark are
skewed to the right for the sub-period from 2006
to 2008. The results are statistically significant. In
addition, the rates of return for the Fund overall
and the equity benchmark have fat tails. There
are also indications of fat tails for the fixed income
benchmark for the last five years. Statistical tests
(Jarque-Bera and Lilliefors) show that the hypoth-
esis of normally distributed rates of return can be
rejected for the Fund’s benchmark portfolio and
for the equity benchmark for the entire period as
a whole and for the two sub-periods. An overall
assessment suggests accordingly that caution
should be exercised when basing probability
statements concerning the risk associated with
the Fund’s benchmark portfolio and the equity
benchmark on the standard deviation of the
monthly rates of return. A more detailed explana-

3 A more detailed explanation of the various measures of risk
can be found in Box 2.2 in Report no. 16 (2007-2008) to the
Storting.

tion of the risk associated with the Fund over long
time horizons is provided in Chapter 2.

In principle, one wants to use the full probabil-
ity distribution of the rates of return to shed light
on the risk associated with the Fund’s benchmark
portfolio. Figure 5.2c illustrates the empirical
cumulative probability distribution of the rates of
return on the benchmark portfolio for the Fund
overall, as well as the equity and fixed income
benchmarks. The Fund’s minimum rate of return
is estimated to be -9.4 per cent, and the maximum
monthly return is estimated to be 3.8 per cent.
The variance is considerably higher for the equity
benchmark, while it is considerably less for the
fixed income benchmark. The figure illustrates
that the rate of return on the overall benchmark
has been lower than around 2 per cent in 10 per
cent of all the months.

The information in the figure above can also
be presented in a percentile chart (see Figure
5.2d). The figure illustrates that the rate of return
on the Fund’s benchmark portfolio has been
lower than or equal to -2 per cent in 10 per cent of
the months. Correspondingly, the rate of return
on the equity benchmark has been less than or
equal to at least -5 per cent, and the rate of return
on the fixed income benchmark has been less
than or equal to around -1.5 per cent, in 10 per
cent of the months. This can be expressed as a 2
per cent historical Value-at-Risk for the Fund,
which corresponds to around NOK 45 billion
based on the size of the Fund at year-end 2008.
This implies that more than NOK 45 billion of the
value of the portfolio would have historically been
lost in one out of every ten months. In addition,
there are the variations resulting from fluctua-
tions in the value of Norwegian kroner relative to
the value of the currencies held by the Fund.

The auto-correlation of the rates of return
describes how the rates of return for the Fund’s
benchmark portfolio are related over time, i.e.
whether a high (low) rate of return in a given
month is followed by a high (low) rate of return
over the subsequent months. The analysis of per-
formance assumes that monthly risk figures, as
measured by the standard deviation of the rates of
return, can be annualised by using the square
root formula. Such scaling implies that linear
independency is assumed for the rates of return
over time. Computations performed by the Minis-
try suggest that there is a relatively low degree of
time dependency in the rates of return on the
Fund’s benchmark portfolio, as well as on the
equity and fixed income benchmarks. Statistical
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Box 5.1 Fluctuations in the krone exchange rate and the rate of return for the benchmark
portfolio measured in Norwegian kroner

The rate of return on the benchmark portfolio for
the Government Pension Fund — Global measu-
red in Norwegian kroner (R, is approxi-
mately equal to the rate of return on the bench-
mark portfolio measured in local currency (R,5)
plus the “rate of return” on the currency basket
(relative to the Norwegian krone) (R ), see
Equation (1).

) Ryop~ Rjpp + R g

During certain periods there will be a signifi-
cant difference between the rate of return on the
benchmark portfolio measured in Norwegian
kroner and in local currency. This difference was
around 19 percentage points in 2008. The rate of
return in Norwegian kroner based on the
monthly rate of return was measured at -2 per
cent, and in local currency it was measured at -21
per cent (arithmetic on the benchmark portfolio).

During the period from January 1998 to
December 2008 the krone weakened in relation
to the Fund’s currency basket at 1.0 per cent per
year on average. Up until the end of December
2007, however, the krone had strengthened by
0.75 per cent per year on average. This situation
reversed in 2008, which represents an exceptio-
nal year with a very large fall in the value of the
Norwegian krone.

Equation (2) illustrates the standard deviation
of the rate of return measured in Norwegian kro-
ner (Or.). The three key variables are the stan-
dard deviation of the rate of return in local cur-
rency, standard deviation of the rate of return on
the currency basket, and the correlation between
the rate of return on the benchmark portfolio
measured in local currency and the rate of return
on the currency basket (p).

(2) Ok ok = (GZR, ot O st 2 Orook GR,fxp) 1/2

The reduction in the value of the krone by
around 19 per cent relative to the benchmark
portfolio’s currency basket corresponds to 2.6
times the normal variation in the value of the
krone. The estimated probability that the value of
the krone will weaken so much in the course of a
year is in other words very low.

The volatility of the krone exchange rate is
estimated to be 7.3 per cent annually, which is
very high compared with the average change in
the value of the krone. Statistically the average
weakening in the value of the krone of 1.0 per
cent per year is not significantly different from
Zero.

The “rate of return” on the currency basket
has been skewed to the right, which implies that
there have been more instances of a relatively
major weakening than a relatively major strength-
ening of the krone. There are also indications of
fat tails in the empirical distribution. The estima-
tes are statistically significant at the 95 per cent
level. The normal distribution assumption is
rejected based on standard statistical tests. There
are, however, no indications of significant auto-
correlation in the development of the krone
exchange rate, which implies that it has been dif-
ficult to forecast the fluctuations in the value of
the krone based on earlier changes in value
during this period.
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Figure 5.3 Rate of return on the benchmark
portfolio for the Government Pension Fund

- Global, measured nominally in local currency
and Norwegian kroner. Monthly return data for
1998-2008. Per cent

Source: Ministry of Finance and Norges Bank
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Box 5.1 (cont.)

Figure 5.3 shows the monthly rates of return
on the benchmark portfolio measured in Norwe-
gian kroner and local currency, respectively. The
average rate of return for the period from January
1998 to December 2008 has been computed to be
4.1 per cent in Norwegian kroner and 3.1 per cent
in local currency. The difference corresponds to
the average fall in the value of the krone. The
figure illustrates that the spread in the rate of
return is greater when it is measured in Norwe-
gian kroner than in local currency. This is due to
the fact that changes in the value of the krone
(krone volatility) have contributed to reinforcing
the fluctuations in the rate of return on the bench-
mark portfolio measured in Norwegian kroner.

Figure 5.4 illustrates the development of the
accumulated rate of return (index values) for the
benchmark portfolio measured in Norwegian
kroner and local currency. The figure illustrates
two factors: Firstly, the fact that the accumulated
rate of return measured in local currency has
been less than the rate of return measured in
Norwegian kroner to date. The index measured
in Norwegian kroner has an end value of 151,
while the index measured in local currency stops
at 142. Secondly, there have been major fluctua-
tions in the indices. It appears to be random
whether the accumulated rate of return measu-
red in Norwegian kroner at a given point in time
is greater or less than the accumulated rate of
return measured in local currency.

The annual standard deviation of the rate of
return on the benchmark portfolio measured in
Norwegian kroner is estimated to be 8.4 per cent
for the entire period, while the standard deviation
of the rate of return measured in local currency
is estimated to be 6.4 per cent. The volatility of
the benchmark portfolio in Norwegian kroner is
less than the sum of the volatility of the local cur-
rency and the volatility of the krone exchange
rate. This is due to the fact that the development
of the krone exchange rate is not perfectly corre-
lated with the rate of return on the benchmark
portfolio in local currency. For the period as a
whole, the correlation between the rate of return
on the benchmark portfolio measured in local
currency and the change in the krone exchange
rate has been negative (-0.26).

The volatility of the benchmark portfolio
varies over time. Measured in Norwegian kroner
it has fluctuated from just over 5 per cent to
around 12 per cent measured as a rolling twelve-
month standard deviation, and in local currency
it has fluctuated from 2 per cent to 12 per cent.

The volatility of the krone exchange rate has
varied between 3 per cent and 11 per cent during
the same period.

The correlation between the change in the
krone exchange rate and the rate of return on the
benchmark portfolio measured in local currency
has changed a great deal over time. The rolling cor-
relation coefficients based on an observation win-
dow of twelve months has varied from -0.75 to 0.5.

In evaluating the performance the Ministry
attaches importance to the fact that the rate of
return measured in the Fund’s currency basket is
the best expression of the Fund’s purchasing
power. In the years to come, variations in the
krone exchange rate may have a major impact on
the rate of return measured in Norwegian kroner.
In certain instances changes in the krone
exchange rate will reinforce changes in the value
of the benchmark portfolio measured in Norwe-
gian kroner. In other instances, the opposite will
be true. The size of the correlation between chan-
ges in the value of the krone and the performance
of the securities markets is of decisive importance.
There are no clear theoretical grounds providing a
clear basis for determining the size of this correla-
tion, or whether it is positive or negative.

A more detailed description will be provided
in a separate documentation memorandum that
will be published on the Ministry’s website
(www.government.no/spf).
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Figure 5.4 Accumulated rate of return on the
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tests for auto-correlation show that the hypothesis
of linear independency over time for the rates of
return cannot be rejected for any of the periods or
sub-benchmarks.

Box 5.1 explains how variations in the value of
the krone affect the rate of return on the Fund’s
benchmark portfolio measured in Norwegian kro-
ner.

5.2.2 Performance of 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 devia-
tions reflect primarily active investment decisions
by Norges Bank, the aim of which is to achieve a
higher rate of return on the actual portfolio than
the benchmark portfolio, within the scope of the
expected tracking error of 1.5 percentage points.
The return on and risk associated with the Gov-
ernment Pension Fund - Global may therefore
deviate from the return on and risk associated
with the Fund’s benchmark portfolio.

Table 5.2 illustrates that the average annual
rate of return on the actual portfolio of the Gov-
ernment Pension Fund - Global for the last five
years was 1.2 per cent. In comparison the average
rate of return for the last five years at year-end

2007 was 8.7 per cent. The substantial fall in the
average rate of return from year-end 2007 to year-
end 2008 is attributed to the extremely poor per-
formance last year with a rate of return of -25.3
per cent. The main reason for this is the weak
return on the equity investments (-48.5 per cent).
The exceptionally weak rate of return in 2008 also
affects the average rate of return for the entire
period from 1998 to 2008 as a whole, which fell
from 6.0 per cent at year-end 2007 to 3.1 per cent
at year-end 2008.

The rate of return on the equity portfolio has
been very low over the last five years, with an
average annual rate of return of 1.6 per cent. In
comparison, the average annual rate of return was
15.6 per cent at year-end 2007.

Tables 5.1 and 5.2 illustrate that the average
rate of return on the actual portfolio is approxi-
mately the same as the rate of return on the
benchmark portfolio for the entire period as a
whole (see Figure 5.6). At the same time, the risk,
measured by the standard deviation of the rate of
return, has been somewhat higher for the actual
portfolio than for the benchmark portfolio. The
Fund’s excess return, which is the difference
between the rate of return on the actual portfolio
and that on the benchmark portfolio, is discussed
in more detail in Section 5.2.3.

Table 5.2 Average annual return (arithmetic)' and annual standard deviation of the rate of return on the
benchmark portfolio for the Government Pension Fund — Global, measured nominally in local currency.

1998-2008. Per cent

Entire Last Last

period five years three years 2008
Actual portfolio
Average rate of return per year..........cceceevevenee. 3.14 1.18 -4.45 -25.29
Standard deviation ...........cceeeeveeveveereceerenreceeeerennen. 6.88 7.81 9.39 14.01
Equity portfolio
Average rate of return per year ............cceevevene.. 2.69 1.60 -8.44 -48.46
Standard deviation ..........ccceeveeereveereeeeenreeeeerennen. 15.80 14.41 17.01 23.42
Fixed income portfolio
Average rate of return per year.........coeeeeeveennn. 4.56 2.86 1.52 -0.33
Standard deviation ............ccceeeeevveeeceevreveenrenreereenn, 3.51 3.66 4.19 6.57

1 Calculated as an arithmetic average based on monthly rates of return (see discussion in Section 5.1).

Source: Ministry of Finance and Norges Bank
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Box 5.2 Inflation, nominal return and real return

‘What impact does inflation have on the statistical
characteristics of the real rate of return? This
question can be illustrated by comparing how the
different statistical estimates are affected when
the return data that are used in the calculations
are changed from nominal to real terms.

The real rate of return is defined as the diffe-
rence between the nominal rate of return and
inflation, see equation (1).

O Ryear® Ryom ~ AP

The standard deviation of the real return can
be calculated as in Equation (2), but it is normally
easier to calculate the standard deviation directly
from a time series of real rates of return. Certain
important relationships can, however, be read
from the equation. Low, stable inflation entails
that the second element on the right hand side of
the equation (variance of the inflation) will be low
(negligible) in relation to the variance of the
nominal return (the first element). The third ele-
ment, which expresses the covariance between
the nominal return and inflation, will likely also be
low, due to the fact that the inflation is low and sta-
ble. The combination of a particularly stochastic
variable (nominal return) and a practically deter-
ministic variable (inflation) in this context indica-
tes low covariation. Based on this reasoning, it is
expected that the standard deviation of the real
return will be equal to the standard deviation of
the nominal return.

(2 Opear= © Som* SAP- ZpGnomGAP)w
Corresponding reasoning can be applied to
the third element (degree of skewness) and
fourth element (degree of fat tails, or excess kurt-
osis) of the real rate of return. Under the assump-
tion of low, stable inflation, the third element of
the real return will likely be approximately equal
to the third element of the nominal rate of return.
Correspondingly, the fourth element of the real
return will likely be approximately equal to the
fourth element of the nominal rate of return.
Based on the return data for the period from
January 1998 to December 2008, the average
annual inflation for the countries that are included
in the benchmark portfolio for the Government
Pension Fund - Global is estimated to be 1.8 per
cent. The standard deviation of the annual infla-
tion rate is estimated to be 0.4 per cent. There is a
high degree of positive auto-correlation in the
monthly inflation rates. The period on which the
calculations are based is characterised by low, sta-
ble inflation. The correlation ( ) between the
nominal rate of return measured in local currency
and inflation is computed to be 0.18, which is low,
but statistically significantly different from zero.
The average annual geometric nominal rate of
return measured in local currency is estimated to
be 2.9 per cent, while the annual geometric real

rate of return is computed to be 1.1 per cent. The
difference corresponds to 1.8 percentage points,
which is equal to the average annual rate of infla-
tion. The standard deviation of the real rate of
return is approximately identical to the standard
deviation estimate for the nominal rate of return
of 6.9 per cent. The results also illustrate that the
estimates for skewness and fat tails are not influ-
enced much by whether the computations are
based on the nominal or the real rates of return.
This applies also to normality and time depen-
dency (auto-correlation) tests.

Over time a not-insignificant difference will
gradually develop between the accumulated real
rate of return, even in low inflation regimes. The
accumulated real rate of return at year-end 2008
was around 18 per cent lower than the accumula-
ted nominal rate of return (both measured in local
currency), see Figure 5.5. The index for the real
rate of return has an end value of around 113,
while the nominal rate of return has an end value
of 138.

The analysis shows that low, stable inflation
“eats up” the return, but it does not influence the
various statistical measures of risk, such as the
standard deviation, skewness of the distribution
or degree of fat tails. These results do not neces-
sarily apply in a regime with high, variable infla-
tion. A more detailed explanation of the analysis is
provided in a separate documentation memoran-
dum, which will be published on the Ministry of
Finance’s website (www.government.no/gpf).
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Figure 5.6 Accumulated rate of return on the
Government Pension Fund - Global, measured in
local currency. Index at year-end 1997 = 100

Source: Ministry of Finance and Norges Bank

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 5.7 and 5.8. Both
the level of the rate of return and variation in the
rate of return are about the same for the two port-
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Figure 5.7 Rate of return on the actual portfolio of
the Government Pension Fund - Global and the
Fund’s benchmark portfolio. Monthly return data,
measured nominally in local currency. 1998-2008.
Per cent

Source: Ministry of Finance and Norges Bank

Figure 5.8 Rolling twelve-month standard

deviation of the rate of return on the Government
Pension Fund - Global and the Fund’s benchmark
portfolio, measured in local currency, 1998-2008.

Source: Ministry of Finance and Norges Bank

folios, with the exception of the last year and a
half.

The figures indicate that both the rate of
return and the variation in the Fund’s rate of
return are mainly determined by the decisions
relating to the establishment of the Fund’s gen-
eral investment strategy, which is operationalised
through the definition of the benchmark portfolio.
The analyses show that the Fund’s rate of return
can be attributed in full to the choices made by
the Ministry in connection with the formulation of
the Fund’s investment strategy. In addition, the
correlation between the rate of return on the
Fund’s actual investments and the rate of return
on the benchmark portfolio has been very close
to 1 (i.e. a perfect positive correlation), and the
variations in rates of return on the benchmark
portfolio have accounted for more than 99 per
cent of the variations in Fund’s rate of return dur-
ing the period from 1998 to 2008.

With regard to the statistical characteristics of
the rate of return on the actual portfolio, there are
indications of skewness to the left and fat tails in
the monthly rates of return for the Fund overall
and for the equity and fixed income portfolios for
the entire period as whole. Both tests for normal-
ity show that the hypothesis of normally distrib-
uted monthly rates of return for both the total
portfolio and the equity portfolio for the entire
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Table 5.3 Average annual rate of return (arithmetic) and annual standard deviation (actual tracking error) for
the difference portfolio of the Government Pension Fund — Global, measured nominally in Norwegian kroner.

Percentage points and per cent'

Entire Last Last

period five years three years 2008
Total portfolio
Average excess return per year -0.03 -0.57 -1.44 -4.22
Standard deviation 0.79 1.08 1.31 1.95
Information ratio -0.03 -0.53 -1.10 -2.17
Equity portfolio
Average excess return per year 0.52 0.39 -0.22 -1.70
Standard deviation 1.01 1.09 1.24 1.74
Information ratio 0.51 0.36 -0.18 -0.98
Fixed income portfolio
Average excess return per year -0.52 -1.40 -2.57 -6.67
Standard deviation 0.99 1.40 1.74 2.58
Information ratio -0.53 -1.00 -1.48 -2.58

1 The annual excess return is computed as the difference between the Fund’s and benchmark portfolio’s average monthly rate of
return, annualised by multiplying by 12. This is referred to as percentage points in the table. The actual tracking error is compu-
ted as the standard deviation of the monthly excess return and annualised by multiplying by the square root of 12. The tracking

error is listed in the table as a per cent.
Source: Ministry of Finance and Norges Bank

period as a whole can be rejected. In addition, sta-
tistical tests show no indications of auto-correla-
tion in the rates of return on the actual portfolio.

The various statistical measures of risk associ-
ated with the fund mentioned above are influ-
enced to a limited extent by whether the computa-
tions are based on nominal rates of return or real
rates of return (see Box 5.2).

5.2.3 Performance o f the difference portfolio
of the Government Pension Fund
- Global

The rate of return on the difference portfolio of
the Government Pension Fund — Global is defined
as the rate of return on the Fund’s actual portfolio
less the rate of return on the benchmark portfolio.
The excess return provides a measure of the mag-
nitude of the contribution made by Norges Bank’s
active management to the Fund’s overall return.
When using the rate of return on the bench-
mark portfolio to assess the performance of
Norges Bank’s active management, it should also
be taken into account that the benchmark portfo-
lio’s rate of return would not have necessarily
been achieved 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 in the Fund’s invest-
ment strategy. Index management may also gen-
erate relatively high lending income from securi-
ties in the portfolio. Such lending income can
largely make up for the ordinary transaction costs
associated with index management.

Table 5.3 illustrates the average excess return
and the standard deviation of the excess return
(actual tracking error) for the period from 1998 to
2008, measured in Norwegian kroner.4 Norges
Bank achieved an excess return for each individ-
ual year during the period from 1998 to 2006, but
there has been a negative excess return for the
last two years. Figure 59 shows the monthly
excess rates of return for the period from 1998 to
2008. In 2008 the negative excess return was 4.2
percentage points, which is the poorest perform-
ance ever achieved in the entire history of the
Fund. During the last five years Norges bank has
achieved an average negative excess return of

4 Table 5.3 shows the gross excess return. The gross excess
return concept does, for example, not include transaction
and management costs for index management, or extra
management costs for active management.
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Figure 5.9 Excess return on the Government
Pension Fund - Global. Monthly return data for
1998-2008. Per cent

Source: Ministry of Finance and Norges Bank

-0.57. The results are characterised to a large
extent by the poor performance of active manage-
ment in 2007 and 2008. For the entire period from
1998 to 2008 as a whole an average negative
excess return of 0.03 percentage points has been
achieved. In comparison an average excess return
of 0.39 percentage points had been achieved for
the entire period at year-end 2007.

The information ratio, as illustrated in Table
5.3, is calculated as the ratio between the average
excess return and the actual tracking error. The
information ratio is used as an indicator of the
quality of active management in some contexts.
The ratio expresses how large the excess return
has been for each unit of risk involved, and it can
be used for comparing different managers, and
for assessing the performance of the same man-
ager over time. According to the table the infor-
mation ratio for the entire period from 1998 to
2008 was -0.03, which is a decline from 0.93 at
year-end 2007. This result indicates that there has
been a small negative excess return for each unit
of risk involved.

The information ratio should be interpreted
with care. A manager with a portfolio that does
not deviate much from the benchmark portfolio
will have a relatively low tracking error, and even
a small excess return may result in a high infor-
mation ratio. It is also the case that the informa-
tion ratio would be expected to vary across differ-
ent types of active management. An investor

Figure 5.10 Development of the actual tracking
error. Rolling twelve-month standard deviation of
the excess return. 1998-2008. Per cent

Source: Ministry of Finance and Norges Bank

should primarily be concerned about maximising
the excess return measured in Norwegian kroner
or in percent at a given risk level, and not with
maximising the information ratio. It also appears
obvious that the information ratio is not very suit-
able as an evaluation criterion for the type of strat-
egies that have characterised the fixed income
management (see discussion below).

Figure 5.10 illustrates the developments of the
actual tracking error. Since the summer of 2007
there has been a significant increase in the track-
ing error, and this can be attributed in part to the
unrest in the financial markets, as well as the
bank’s positions in the active management. The
increase is particularly pronounced for the fixed-
income portfolio. The risk associated with the
active management over the last five years, meas-
ured by the actual tracking error, is 1.1 per cent.
The actual tracking error for the entire period as a
whole is calculated to be 0.79 per cent.

The expected tracking error shall not exceed
1.5 per cent for the total portfolio, in accordance
with the limit set by the Ministry. Use of the risk
allowance has been relatively low for many years.
Norges Bank’s use of the risk allowance has, how-
ever, increased markedly since the summer of
2007.

The actual portfolio of the Government Pen-
sion Fund - Global can be regarded as consisting
of two portfolios: the benchmark portfolio and the
difference portfolio. Consequently, the risk asso-
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Figure 5.11 Accumulated excess return for the
Government Pension Fund - Global.

Source: Ministry of Finance and Norges Bank

ciated with the Fund will depend on the risk asso-
ciated with the benchmark portfolio, the risk asso-
ciated with the difference portfolio (tracking
error), and the covariation between the rate of
return on the benchmark and difference portfo-
lios.

There has been little difference between the
absolute risk of the Fund and the absolute risk of
the benchmark portfolio when we look at the
entire period as a whole (see Figure 5.8). This is
attributed, for example, to the fact that there has
in general been a low correlation between excess
return and the rate of return on the benchmark
portfolio. For the entire period from 1998 to 2008,
this correlation coefficient has been calculated to
be 0.15. The correlation coefficient has been
increasing during the last year and a half, and the
rolling twelve-month correlation was 0.23 at year-
end 2008.

Table 5.3 also illustrates the excess return
from the equity and fixed income management,
respectively. The excess return on equity manage-
ment was -1.7 percentage points in 2008, which
was the poorest performance ever since the estab-
lishment of the Fund. Equity management has
delivered a positive excess return for the entire
period as a whole (0.52 percentage points). The
tracking error for equity management is calcu-
lated to be 1.01 per cent as an annual average for
the entire period. The information ratio for equity
management is estimated to be 0.51 per cent for
the same period.

Last year there was a substantial negative
excess return (-6.7 percentage points) for the
active fixed income management, which was the
poorest performance in the history of the Fund.
This contributed greatly at the same time to the
negative excess return for the Fund overall this
year. The average annual excess return for the
entire period has been negative (-0.52 percentage
points). The tracking error for fixed income man-
agement has been calculated at the same time to
be 0.99 per cent as an annual average. The infor-
mation ratio for the entire period is estimated to
be -0.53.

The development of Norges Bank’s active
fixed income management is illustrated in Figure
5.11a, which shows a substantial fall in the accu-
mulated excess return since the second half of
2007. Figure 5.11c also illustrates that the accu-
mulated value creation for fixed income manage-
ment measured in Norwegian kroner was nega-
tive for the entire period as a whole by around
NOK 70 billion. Figures 5.11b and 5.11c illustrate
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Box 5.3 Norges Bank’s decomposition of contributions to negative excess return by active
management

Norges Bank’s report on the management of the
Government Pension Fund - Global in 2008
explains the distribution of the contributions to
negative excess by the equity and fixed income
management across the various management
strategies. Norges Bank states that the negative
excess return for equity management was 1.15
percentage points in 2008, measured in local
currency, while the negative excess return for
fixed income management is listed as 6.6 per-
centage points, measured in local currency. Nor-
ges Bank explains the contributions to negative
excess return by active management below.

Equity management

Norges Bank points out in its annual report that
the point of departure for equity management is
an index portfolio that ensures that the Fund
has the desired exposure to the equity market at
any given time, with low costs and risk in rela-
tion to the benchmark portfolio. The bank bases
its active management of the equity portfolio on
four different strategies, which have made the
following contributions to the negative excess

return by equity management in 2008.

— Enhanced indexing strategies exploit the dif-
ferences in value between closely related
equities. Examples of such situations include
companies with shares listed on different
stock exchanges, or companies that have dif-
ferent classes of shares with different rights.
As a result of the financial crisis the risk allo-
wance for many investors who take positions
like this were quickly restricted or rescinded.
Many players desired to reduce their posi-
tions at the same time. A number of the
Fund’s positions in the enhanced indexing
strategy experienced abnormally large price
movements. The bank writes that the major
movements resulted in investments of this
type experiencing a negative contribution
that represents around 35 per cent of the
negative excess return by equity manage-
ment.

— Capital injections are a strategy based on
exploiting the size and long-term time hori-

zon of the Fund. Norges Bank participated in
six capital injections in 2008, two of which
made a positive contribution. Combined,
these positions can account for around 20 per
cent of the negative excess return by equity
management.

— Internal sector mandates are managed by spe-
cialists in the selected sectors. The so-called
fundamental comparative analysis of indivi-
dual companies in relation to similar compa-
nies in the same business sector forms the
basis for investment decisions. As a result of
the financial crisis investors changed from
identifying companies that could give a posi-
tive surprise on the income side to avoiding
companies that are dependent on a well-func-
tioning credit market. This entailed a sub-
stantial change in what equities yielded the
best relative return. Overall the internal sec-
tor mandates made a negative contribution
that represents around 30 per cent of the
equity portfolio’s negative excess return. The
majority of this loss was from positions in the
banking sector and in the US.

— External mandates are managed by specia-
lists for individual countries, regions or sec-
tors. The investment decisions are based on
fundamental analysis. Overall 19 per cent of
the value of the equity portfolio is managed
by external managers. The external equity
management mandates made a negative con-
tribution that represents around 15 per cent
of the equity portfolio’s negative excess
return.

Fixed income management

The bank points out in its annual report that the
fixed income portfolio was very underweight in
government bonds. When the financial crisis
evolved into a fundamental crisis of confidence
in the financial system, the Fund was not pro-
perly positioned. The active management of the
fixed income portfolio can be described through
five different strategies, which have made the
following contributions to the negative excess
return by equity management in 2008.
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Box 5.3 (cont.)

— Investments in mortgage-backed bonds contri-
buted to around 40 per cent of the negative
return by fixed income management in 2008.
The financial crisis started with falling prices
for securities issued with security in sub-
prime US mortgage loans. The bank writes
that fixed income management was only
exposed to these securities to a limited
extent. However, the bank had a great deal of
exposure to the market for high quality mort-
gage-backed bonds. Housing prices fell
sharply in the US throughout 2008, and the
number of loans in default increased. There-
fore the mortgage-backed bond market expe-
rienced a substantial fall in the value of the
underlying assets last year.

— Money market investments represented
around 10 per cent of the negative return by
fixed income management in 2008. Norges
Bank has lent out securities and reinvested
cash that was furnished as security for such
loans at higher interest rates through various
money market investments. Parts of the
underlying assets linked to these invest-
ments were linked to market segments that
continued to fall sharply in value throughout
2008.

— Investments in bank bonds represent nearly a
third of the negative excess return by fixed
income management. At year-end 2008 Nor-
ges Bank had large positions in various por-
tions of the banks’ capital structure. Bonds
with various functions in the capital structure
have different rights if a bank goes bankrupt.

— The vrelative wvalue strategies represent

— Investments in real interest rate bonds repre-

Norge Bank’s fixed-income management was
particularly exposed to the riskiest segment
of the banks’ debt financing. Fixed-income
management built up large positions linked
to the bonds with pre-emptive rights seg-
ment. The investments were primarily made
as an alternative to owning government
bonds. The opportunity to trade these securi-
ties was significantly reduced throughout
2008.

around 10 per cent of the negative excess
return by fixed-income management. At the
start of 2008 fixed-income management had
large positions in interest rate swaps. Norges
Bank had essentially a structure where cash
flows were swapped between government
securities and other bonds with a very high
credit rating. Such positions would show a
running profit under normal market condi-
tions. In 2008 the credit and liquidity premi-
ums rose far higher than what was priced into
the interest rate swaps.

sent around 10 per cent of the negative
excess return by fixed-income management.
Fixed-income management has held large
positions in a number of markets. Such posi-
tions have in particular accounted for a large
portion of the fixed-income portfolio in Japa-
nese yen. Real interest rate bonds fall in value
when inflation expectations fall. The impact
on the pricing of real interest rate bonds in
Japanese yen was substantial in 2008.

correspondingly the development of the equity
management. The figure illustrates that the
events after the summer of 2007 had less impact
on the accumulated excess return for the equity
management, relatively speaking. The accumu-
lated value creation for equity management
measured in Norwegian kroner is positive for
the entire period as a whole by around NOK 6
billion, which means that the accumulated value
creation for the Fund overall is negative by NOK
64 billion for the entire period. The calculated
negative excess return measured in Norwegian
kroner must be viewed in the context of the fact
that the greatest negative rate of return has

occurred during the last two years, since the
value of the Fund’s assets has been higher than
before.

Norges Bank’s report on the management of
the Government Pension Fund - Global in 2008
points out that the negative excess return last
year was significantly greater than the bank had
expected, based on an active management strategy
with many small independent investments. It is
also pointed out that the poor performance is
attributed primarily to the fact that the risk diver-
sification of the bond investments was less than
the bank had assumed, and that too many invest-
ments had been made that had a shared exposure
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to underlying systemic risk (liquidity risk and
credit risk). Large positions that had been built up
in a situation where the risk premium on liquidity
and credit was low fell in value simultaneously
when the market was driven by major changes in
the valuation of these risk factors. The bank’s
report explains in more detail how the negative
excess return for fixed income management
breaks down across the various investments. The
greatest contributions to negative excess return
are from investments in mortgage-backed bonds
and from investments in financial institutions, see
Box 5.3.

The realised losses on these investments still
represent a small portion of the total negative
excess return. The current yield is high, which
not only reflects that credit risk has increased, but
also high liquidity and risk premiums in the mar-
kets. The valuation of these bonds is an estimate
of their real value in the current market condi-
tions. Estimates will be subject to change, reflect-
ing developments in the markets. Norges Bank
states that they are expecting to hold most of
these securities until maturity. The face value will
be received on maturity for all the securities that
have not defaulted.

The Ministry described the development of
the excess return achieved for the fixed income
portfolio in Report no. 16 (2007-2008) to the
Storting. It is pointed out therein that Norges
Bank profited from liquidity and credit premiums
over a long period of time, and that this is analo-
gous to selling insurance against liquidity and
credit crises. The crisis that occurred in the credit
markets in the autumn of 2007 and continued in
2008 resulted in large losses in value on these
positions. This is analogous to an insurance com-
pany that has to pay out insurance to policyhold-
ers when an accident occurs. This type of active
management strategy illustrates the importance
of adopting a long-term time horizon when evalu-
ating the performance of the management. It also
appears obvious that the information ratio is not
very suitable as an evaluation criterion for strate-
gies of this type.

Figure 5.12a indicates that the rates of
excess return are skewed to the left and have fat
tails. This impression is confirmed by Figure
5.12b, which shows that there are clear indica-
tions that the assumption of normally distrib-
uted rates of excess return is not justified, since
rates of excess return are observed that are
much lower than would normally be expected.
Statistical tests confirm skewness to the left for

the Fund overall and for the equity and fixed
income portfolios for the entire period as a
whole, and for the two sub-periods 2004-2008
and 2006-2008 (the values of the test observator
are statistically significant). Statistical tests also
show that the hypothesis of normally distributed
rates of excess return can be rejected for the
Fund overall and for the equity and fixed income
portfolios for the entire period as a whole. Con-
sequently, caution should be exercised when
basing probability statements on the risk associ-
ated with the difference portfolio exclusively on
the tracking error. When a risk allowance for
active management is to be set, it will be natural
to take into account any deviations from the
assumption of normality (see the more detailed
discussion in Section 1.5 and Chapter 6).
According to Figure 5.12c, which illustrates
the empirical cumulative probability distribution
of the rates of excess return, the Fund’s minimum
excess return is computed to be -1.5 per cent and
the maximum monthly return is computed to be
0.4 per cent. The figure illustrates that the excess
return has been lower than -0.2 per cent in 10 per
cent of all months. The percentile chart in Figure
5.12d shows that the Fund’s excess return in 10
per cent of the months has been less than or equal
to 0.2 per cent. Correspondingly, the excess
return on the equity portfolio has been less than
or equal to -0.3 per cent, and the rate of return on
the fixed income portfolio has been less than or
equal to -0.1 per cent, in 10 per cent of the months.
The evaluation of active management per-
formance and establishment of a risk allowance
for active management (expected tracking error)
are based on the assumption that the risk is line-
arly independent over time. It is therefore of key
importance to investigate the extent to which the
excess rates of return are correlated over time.
Statistical tests for auto-correlation show that the
hypothesis of independence over time in the rates
of return can be rejected for the Fund overall and
for the fixed income portfolio for the entire period
as a whole and the last five years.

5.2.4 External evaluation of the management
performance of the Government
Pension Fund - Global

The Ministry receives annual reports from Mer-
cer Investment Consulting, WM Company and
CEM Benchmarking Inc. concerning the manage-
ment of the Government Pension Fund — Global
(see Boxes 5.4 and 5.5). The Ministry has com-
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Figure 5.12 Distribution characteristics of the monthly excess return (measured nominally in Norwegian

kroner) for the Government Pension Fund - Global

Source: Ministry of Finance and Norges Bank

missioned Mercer to verify and analyse the rate of
return on the Government Pension Fund - Glo-
bal. In the annual report for 2008, Mercer points
out that its independent computations of the rate
of return and market value for the Fund are in
conformity with the computations by Norges
Bank. In the instances where the return does not
agree with Norges Bank’s computations, the bank
has provided a satisfactory explanation for the
deviations.

Comparison of the performance of the Gov-
ernment Pension Fund - Global with the perform-

ance of other major institutional managers forms
an important part of the analysis of Norges Bank’s
active management. According to the analyses
from CEM and WM Company, the excess return
on the Government Pension Fund - Global is
somewhat lower than that of comparable funds.
However, such comparisons are problematic
because the opportunity to generate an excess
return will vary with the investment limits and
guidelines established in respect of the funds.
Both the Government Pension Fund — Global and
other funds have benchmark portfolios that do
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Box 5.4 Comparison of the rate of return and costs of management of the Government
Pension Fund - Global with major pension funds

The Ministry of Finance has commissioned
CEM Benchmarking Inc. (CEM) to prepare an
extensive annual report that compares the rate
of return, excess return and management costs
of the Government Pension Fund — Global with
those of other large funds. This report is publis-
hed in the second quarter annually. The most
recently published report contains, therefore,
only data up until 2007. The reference group
consists of the largest funds in the CEM survey
(12 US, 3 Canadian and 2 European funds). In
addition, the Fund’s rate of return is compared
with the rate of return of 25 European funds.
The median size of the reference group was
around EUR 85 billion in 2007. The average mar-
ket value of the Government Pension Fund -
Global was EUR 240 billion in 2007. The data
used are based on self-reporting by the funds
that acquire services from CEM.

Excess return up until 2007

A comparison over time of the actual rate of
return on the Government Pension Fund - Glo-
bal and the rate of return on the benchmark
portfolio shows the excess return generated by
Norges Bank. Figure 5.13 illustrates the average
excess return and tracking error for the five-
year period from 2003 to 2007 for the Govern-
ment Pension Fund - Global and the various
reference groups. The figure shows that the
Government Pension Fund — Global, like the
majority of the other funds, has had a positive
excess return during this period. It is also evi-
dent that the Government Pension Fund - Glo-
bal distinguishes itself from most other funds by
less variation in its excess return, i.e. less track-
ing error.

CEM has calculated that the Government
Pension Fund - Global achieved an average
annual excess return of 0.4 percentage points
over the five-year period until 2007. In compari-
son, the most typical excess return (median)
was 0.4 percentage points for the European
funds and 1.2 percentage points for the refe-
rence group. The analyses also show that the
excess return of the Government Pension Fund
— Global has been achieved with considerably
less tracking error than the other funds.

Both the reference group and the European
funds have generated an excess return in asset
classes in which the Government Pension Fund
— Global is not invested. Comparison of the
excess return from fixed income and equity
management with the fixed income and equity
management of other funds provides, therefore,
a better illustration as to how Norges Bank has
succeeded in comparison with other managers.
The average excess return from equity manage-
ment over the five-year period was 1.0 percen-
tage points, while the median for the reference
group was 0.6 percentage points. The average
excess return from fixed income management
over the period was 0.1 percentage points, while
the median rate of return for the reference
group was 0.5 percentage points. The analyses
also show that the variation in the excess return
from equity management for the Government
Pension Fund - Global during the period up
until 2007 is on par with what is normal for other
funds, while the variations in fixed income mana-
gement are somewhat less than what is typical
for other funds.

Average annual excess return and

tracking error
Excess return (pct.)
6 7 6

¢ All fund

® European fund

# Comparison group

W Government Pension Fund - Global
@ |ndex management

Tracking error (pct.)

Figure 5.13 Average annual excess return and
actual tracking error for the Government Pension
Fund - Global and other funds. 2003-2007. Per
cent
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Box 5.4 (cont.)

Management costs up until 2007

The CEM report shows that Norges Bank’s over-
all management costs in 2007 for the Government
Pension Fund - Global were 0.094 per cent (.e.
over 9 basis points) of the average assets under
management. With the exception of the Govern-
ment Pension Fund - Norway, these represent
the lowest management costs of all the funds from
which CEM collects data. Since the overall mana-
gement costs largely reflect the asset structure of
the funds, which follows from the Ministry of
Finance’s investment strategy as far as the
Government Pension Fund — Global is concerned,
such comparisons do not fully clarify whether
Norges Bank’s management is cost effective.
CEM has, therefore, prepared a cost bench-
mark based on the asset structure of the
Government Pension Fund — Global. The cost
benchmark indicates what costs the reference
group - the world’s largest pension funds -
would have incurred with the same asset struc-
ture as the Fund. The analysis shows that actual
management costs in 2007 were 0.02 percentage
points lower than the cost benchmark. This is
primarily due to Norges Bank having chosen
more internal management than the reference
group. Internal management is considerably
less expensive than external management. In
addition, Norges Bank has paid less for external
management than comparable funds.

Benchmark portfolio’s rate of return up until 2007

The Ministry of Finance has established a bench-
mark portfolio for the Government Pension Fund
— Global. The analyses by CEM show that the
average annual rate of return on the benchmark
portfolio for the Government Pension Fund - Glo-
bal over the five-year period until 2007 was 8.5 per
cent, measured by the currency basket of the ben-
chmark portfolio. Correspondingly, the median
return was 13.9 per cent and 10.2 per cent for the
reference group and the European funds, measu-
red by the home currency of each fund.
Comparison of the aggregate rate of return
between funds is difficult because different

funds have different currency compositions and
different benchmark currencies. Exchange rate
fluctuations imply that the rate of return will
depend on the benchmark currency that is used.
During the five-year period until 2007, for exam-
ple, the rate of return on the Fund’s benchmark
portfolio measured in Euro was 7.5 per cent,
while it was 12.7 per cent measured in USD.

The difference in the benchmark portfolio’s
rate of return will also be the result of differences
in terms of asset classes and regional composi-
tion. Up until now the Government Pension Fund
— Global has distinguished itself from other large
pension funds by a smaller equity portion and the
fact that the Fund has not invested in real estate
and unlisted equities. CEM has calculated that if
the other funds had featured the same asset class
composition as the Government Pension Fund
over the five-year period until 2007, their annual
indexed rate of return would have been reduced
by 1.7 percentage points for the reference group
and 2.8 percentage points for the European funds.
This difference is attributable primarily to the fact
that other funds have featured higher allocations
to listed and unlisted equities and real estate. In
historical terms, this five-year period has been a
good period as far as the real estate market is
concerned. The Government Pension Fund -
Global also distinguishes itself other funds by
diversification over many markets and curren-
cies, while most of the pension funds in the refe-
rence group hold the majority of their invest-
ments in their domestic markets.

The investment strategy underpinning the
composition of the benchmark portfolio is based
on trade-offs between long-term return expecta-
tions and risk in the capital markets (see Chap-
ter 2). In such a perspective a five-year period is
short. If the comparisons had been made for a
different five-year period, the findings might
have been different.

A summary of the analyses for 2007 is publis-
hed on the Ministry of Finance’s website
(www.government.no/gpf). The report for 2008
will be published when it is available.
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Box 5.5 Comparison of the excess return of the Government Pension Fund - Global with the
excess return of other funds

WM Performance Services has prepared a
report for 2008 that compares the excess return
of the Government Pension Fund — Global with
institutional funds. These funds include, pension
funds, life insurance companies and government
investment funds. The total market value of
these funds was NOK 10,500 billion at year-end
2008.

The data used by WM Performance Service
deviate from those used by the CEM survey.
CEM does, for example, not cover funds in the
UK, but UK funds represent the majority of the
funds in the data used by WM Performance Ser-
vices. Another distinction is the fact that the
funds in the CEM survey have a far higher
average market value.

Figure 5.14 illustrates the average excess
return and tracking error for the Government
Pension Fund — Global and other funds for the
last three years. The figure also displays the
results for the 15 and 50 largest funds. In 2008
these two groups had an average market value
of NOK 320 billion and NOK 42 billion, respecti-
vely. In comparison the Government Pension
Fund - Global had a market value last year, cal-
culated as a monthly average, of NOK 2,063 bil-
lion.

The figure shows that the Government Pen-
sion Fund - Global, like the majority of the other
managers, has had a negative excess return
during this period. The Fund distinguishes itself
from other funds by less variation in its excess
return, i.e. less tracking error.

WM Performance Services has calculated
that the most typical excess return (median) for
all the funds in the survey is zero for both the
three-year and five-year period until year-end
2008. For both of these periods the excess
return of the Government Pension Fund - Glo-
bal has been poorer than the average for other
funds. This is a major change from year-end
2007 when the Fund’s excess return was close to
the 25 per cent best funds.

The relationship between the excess return
and relative risk is often described by means of
the information ratio (IR). WM Performance
Services states that an IR of 0.5 is often characte-
rised as good, and it indicates that the Govern-
ment Pension Fund - Global has achieved an

exceptionally high IR until recently. The rate of
return for the last six quarters has, however,
entailed a negative excess return of 1.4 percen-
tage points and an increase in the tracking error
from 0.3 per cent to 1.3 per cent. As a result of
this the IR for the last three years is -1.1. WM
Performance Services writes that the degree of
negative excess return is surprising, viewed in
the context of the Fund’s size and degree of risk
diversification over many different management
mandates.

The report from WM Performance Services
also contains a comparison of the excess return
of the equity and fixed income portfolios with
other funds. The analyses show that even if
equity management had had a significant nega-
tive excess return in 2008, the equity portfolio
has generated an excess return in both the
three-year and five-year periods up until year-
end 2008. In both these periods equity manage-
ment has generated a higher excess return than
the average for the other managers.

Average annual excess return and
tracking error
Excess return

10 10
+ All fund
® WM 50
8 -8
# 15 largest fund

W Government pensionfund - Global

Tracking error

Figure 5.14 Average annual excess return and
actual tracking error for the Government Pension
Fund - Global and other funds. 2006-2008. Per
cent

Source: Ministry of Finance and WM Performance Services
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Box 5.5 (cont.)

It is the bond portfolio that is the primary
source of the Fund’s negative excess return.
WM Performance Services points out that,
taking into account the other funds, the size of
the bond portfolio, and the diversification of the
management mandates, the performance of the
bond portfolio is very poor.

In comparison with other funds, WM points
out that most major funds received less than 5
per cent of their value at the start of the year

during a particular year, while the Government
Pension Fund - Global received almost 20 per
cent of its value at the start of the year in 2008.
WM Performance Services points out that inves-
ting so much capital in both absolute terms and
relative to the size of the fund makes it more dif-
ficult to generate an excess return.

The report for 2008 has been published on
the Ministry of Finance’s website (www.govern-
ment.no/gpf).

not include all the types of assets in which the
funds can possibly invest. Normally, it is easier to
achieve excess return relative to such a bench-
mark than to measure the rate of return against a
more comprehensive benchmark that more accu-
rately reflects developments in the value of all
types of assets in which the Fund can conceivably
invest.

Comparable funds have generated an excess
return in asset classes in which the Government
Pension Fund - Global is not invested. Compari-
son of the excess return from fixed income and
equity management with the fixed income and
equity management of other funds provides,
therefore, a better illustration as to how Norges
Bank has succeeded in comparison with other
managers. The average excess return from the
equity management has been high compared with
other funds until 2008. Analyses performed by
WM Performance Services, which also cover
2008, show that even after substantial negative
excess return in 2008 the performance of the
equity portfolio is better than the average for oth-
ers funds over periods of three and five years. It is
the fixed income portfolio that is the primary
source of the Fund’s negative excess return. WM
Performance Services states that, in relation to
the other funds, the size of the fixed income port-
folio and the diversification of the management
mandates, the performance of the fixed income
portfolio is very poor.

5.3 Performance of the Government
Pension Fund - Norway®

5.3.1 Developments in the benchmark
portfolio of the Government Pension
Fund - Norway

The rate of return on the Government Pension
Fund - Norway depends largely on market devel-
opments for the benchmark portfolio defined by
the Ministry. The combined benchmark portfolio
for the Government Pension Fund — Norway con-
sists of four sub-benchmarks. The actual composi-
tion of the benchmark portfolio for equities con-
sists of indices from the providers Oslo Bers VPS
and VINX for Norway and the Nordic region
(Denmark, Finland and Sweden) respectively.6 In
2008, the benchmark portfolio for Norwegian
fixed income investments consisted in part of a
synthetic index that reflects the performance of
the Norwegian bond market, and in part by fixed
income instruments that are included in the Bar-
clays Capital Global Aggregate Norway index.
The benchmark portfolio for investments in Nor-
dic fixed income instruments consist of bonds
that are included in the Barclays Capital Global
Aggregate Scandinavia index’.

The rate of return on, and risk associated with,
the Fund’s benchmark portfolio, and the four sub-
benchmarks are listed in Table 5.4. The average

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

The benchmark portfolio consists of the equities included in
the Oslo Bors Benchmark Index (OSEBX) and VINX Bench-
mark (VINXV). The Nordic equity benchmark was establis-
hed in 2007.

Investments in Nordic fixed income securities started in
February 2007.

6
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Table 5.4 Average annual rate of return (arithmetic) and annual standard deviation of the rate of return on the
benchmark portfolio for the Government Pension Fund — Norway, measured nominally in Norwegian kroner,

1998-2008. Per cent' 2

Entire Last Last

period five years three years 2008
Total benchmark portfolio
Average rate of return per year..........coeeeeevenn. 3.86 1.70 -4.77 -31.22
Standard deviation ............ceeeeveeveveerecvereererreeerennen. 8.53 11.70 14.21 21.79
Equity benchmark — Norway
Average rate of return per year ..........ccceevevennee. 4.91 9.13 -8.22 -65.94
Standard deviation ............coeeeeeeeeeveereereneenrenrenn, 25.05 25.94 29.52 43.30
Equity benchmark — Nordic region
Average rate of return per year ..........ccceeevevenene. 0.95 4.79 -6.08 -43.37
Standard deviation ............coeeveeeeveveereeeceenienrenn, 22.87 18.06 19.58 24.19
Fixed income benchmark — Norway
Average rate of return per year..........c.eceevevenee. 5.74 4.44 3.85 7.61
Standard deviation ............cceeveeeeeeeerveveeeereereenn, 2.92 2.83 2.26 2.73
Fixed income benchmark — Nordic region
Average rate of return per year ..........c.oceevevenee. 13.27 13.27 13.27 22.66
Standard deviation ............coceevveveeeeeeeeeeeeeerenee 8.59 8.59 8.59 9.98

1 For equity investments in the Nordic region the period is from June 2001 to 2008. For fixed income investments in the Nordic

region the period is from February 2007 to 2008.

2 Calculated as an arithmetic average based on monthly rates of return (see in Section 5.1).

Source: Ministry of Finance and Folketrygdfondet

rate of return on the Fund’s benchmark portfolio
for the last five years was 1.7 per cent, which is
significantly lower than the average rate of return
for the last five years at year-end 2007 (11.3 per
cent). This fall in the average annual rate of
return reflects the very poor rate of return last year
(-31.2 per cent) as a result of the sharp fall on the
Norwegian and Nordic stock markets. The weak
rate of return in 2008 also contributes significantly
to a reduction in the average rate of return for the
entire period as a whole, from 7.4 per cent at year-
end 2007 to 3.9 per cent at year-end 2008.

For the last five years and the entire period as
a whole the average rate of return on the Norwe-
gian equity market has been more than 4 percent-
age points higher than the rate of return on the
Nordic equity market. The rate of return on the
Norwegian equity market for the last five years
has been around 4% percentage points higher
than the average rate of return on the Norwegian
bond market. The high rate of return on the Nor-
dic bond market in 2008 is due primarily to a
weakening of the Norwegian krone throughout
2008 against the currencies that are included in
the benchmark portfolio for the Nordic fixed

Risk of Benchmark Portfolios
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Figure 5.15 Risk associated with the benchmark
portfolios for the Government Pension Fund -
Norway. Rolling twelve-month standard deviation
of the rate of return measured nominally in
Norwegian kroner, 1998-2008. Per cent

Source: Ministry of Finance and Folketrygdfondet
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Distribution characteristics - Monthly nominal returns
The Benchmark Portfolios of the Government Pension Fund - Norway
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Figure 5.16 Distribution characteristics of the monthly return (measured nominally in Norwegian kroner) for
the benchmark portfolios for the Government Pension Fund — Norway

Source: Ministry of Finance and Folketrygdfondet

income investments. The weakening krone has
contributed correspondingly to the rate of return
on the Nordic equity benchmark being signifi-
cantly less negative than the rate of return on the
Norwegian equity market.

The risk associated with the benchmark portfo-
lio for the Government Pension Fund — Norway,
measured as the standard deviation of the rate of
return, has increased considerably in recent years
(see Figure 5.15). For the most recent five-year

period, the annual risk was 11.7 per cent. This is
more than 3 percentage points higher than the level
for the entire period as a whole. The volatility of the
rate of return on the Fund’s benchmark portfolio
has primarily been driven by significant fluctuations
on the Norwegian and Nordic stock markets.
Fluctuations in the Norwegian equity market
have been somewhat higher than in the Nordic
market for the entire period as a whole. This dif-
ference has become more pronounced in recent
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years, and during the last five-year period the
average risk in the Norwegian equity market was
close to 6 percentage points higher than the Nor-
dic market. This must be seen in connection with
the significant weakening of the krone in 2008.
The risk associated with the Norwegian fixed
income benchmark has been relatively low
throughout the entire period.

Figure 5.16a shows clear indications that the
rate of return on the Fund’s benchmark portfolios
has been skewed to the left and has fat tails, while
Figure 5.16b shows that the normal distribution
assumption is not justified. The statistical tests
confirm that the rates of return are skewed to the
left and have fat tails for the entire period as a
whole, as well as for the sub-periods 2004-2008
and 2006-2008. Both normality tests also show
that the hypothesis of normally distributed rates
of return can be rejected for the entire period as a
whole, as well as for the two sub-periods (exclud-
ing the sub-period 20062008 for one of the tests).
The auto-correlation tests also show that there is
a relatively low degree of time dependency for the
rates of return on the Fund’s total benchmark.

In accordance with the empirical cumulative
probability distribution in Figure 5.16¢, the mini-
mum rate of return on the Fund’s benchmark

portfolio is estimated to be around -13 per cent,
and the maximum monthly rate of return is esti-
mated to be 6 per cent. The variance is much
greater for the Norwegian and Nordic equity
benchmark, while it is less for the Nordic fixed
income benchmark. The percentile chart in Fig-
ure 5.16d shows that the rate of return on the total
benchmark in 10 per cent of the months has been
less than or equal to -2.5 per cent. Correspond-
ingly, the rate of return on the Norwegian equity
benchmark has been less than or equal to -8 per
cent and the rate of return on the fixed income
benchmark has been less than or equal to -0.5 per
cent.

5.3.2 Performance of the actual portfolio of
the Government Pension Fund - Norway

The actual portfolio of the Government Pension
Fund - Norway deviates somewhat from the
benchmark portfolio, and this can be attributed
primarily to active investment decisions on the
part of Folketrygdfondet. The objective of such
deviations is to achieve a higher rate of return on
the actual portfolio than on the benchmark portfo-
lio, within the defined risk limit for deviations
from the benchmark portfolio. The rate of return

Table 5.5 Average annual return (arithmetic) and annual standard deviation of the rate of return on the

Government Pension Fund — Norway, measured nominally in Norwegian kroner. 1998-2008. Per cent’ 2
Entire Last Last
period five years three years 2008
Actual total portfolio
Average rate of return per year.........ccoceeveevenee. 4.42 2.55 -2.09 -26.54
Standard deviation ..........c.cceeveeevevvereceeeereneeeerennen. 7.90 10.86 13.44 20.55
Actual equity portfolio — Norway
Average rate of return per year..........coeeeeveenne 6.62 9.88 -4.16 -57.62
Standard deviation ............ccceeveevvevveveerreeenrenrenreenn, 23.40 23.96 27.60 40.66
Actual equity portfolio — Nordic region
Average rate of return per year ..........cceceevevenee. 1.87 6.41 -3.34 -36.65
Standard deviation ...........ccceeveevvevveveevieveeerecreereenn, 22.36 17.19 18.28 22.20
Actual fixed income portfolio — Norway
Average rate of return per year..........c.cceevevenen. 5.50 4.09 4.21 8.35
Standard deviation ...........cccceeveeveeeeeeeceereereeeenn, 2.54 2.36 2.51 3.55
Actual fixed income portfolio — Nordic region
Average rate of return per year ..........c.eceevevenee. 12.71 12.71 12.71 21.72
Standard deviation ............oceeeeeveeeeeieeeeeeeeeenne 8.33 8.33 8.33 9.55

1 For equity investments in the Nordic region the period is from June 2001 to 2008. For fixed income investments in the Nordic

region the period is from February 2007 to 2008.

2 Calculated as an arithmetic average based on monthly rates of return (see Section 5.1).

Source: Ministry of Finance and Folketrygdfondet
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Figure 5.17 Accumulated total rate of return on
the Government Pension Fund - Norway, measured
nominally in Norwegian kroner. Index at year-end
1997 =100

Source: Ministry of Finance and Folketrygdfondet

on and risk associated with the actual portfolio
will, therefore, deviate somewhat from the rate of
return on and risk associated with the benchmark
portfolio. The Fund’s rate of return and risk are
presented in Table 5.5.

Tables 5.4 and 5.5 illustrate that the average
rate of return on the actual portfolio has been
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Figure 5.18 Rate of return on the Government
Pension Fund - Norway and the fund’s benchmark
portfolio. Monthly return data, measured nominally
in Norwegian kroner. 1998-2008, Per cent

Source: Ministry of Finance and Folketrygdfondet

Figure 5.19 Rolling twelve-month standard
deviation of the rate of return on the Government
Pension Fund - Norway and the Fund’s benchmark
portfolio, measured nominally in Norwegian kroner.
1998-2008. Per cent

Source: Ministry of Finance and Folketrygdfondet

somewhat higher than the benchmark portfolio
for the entire period as a whole. This deviation
has increased in recent years (see Figures 5.17
and 5.18). The risk associated with the actual
portfolio has also been somewhat lower than the
risk associated with the benchmark portfolio (see
Figure 5.19). This reflects primarily that the risk
associated with the Norwegian fixed income port-
folio during this period has been significantly
lower than the risk associated with the fixed
income benchmark and the low beta profile for
the Norwegian equity portfolio (see the more
detailed discussion in Report no. 16 (2007-2008)
to the Storting).

The figures indicate that the decisions relat-
ing to establishment of the Fund’s general invest-
ment strategy, as operationalised through the def-
inition of the benchmark portfolio, are the pri-
mary determinants of both the rate of return and
the variation in the Fund’s rate of return. The
Ministry’s computations show that just under 90
per cent of the Fund’s return can be attributed to
the choices made in defining the general invest-
ment framework for the Fund, while the remain-
der can be attributed to the investment choices
made by Folketrygdfondet within the guidelines
laid down by the Ministry.

Statistical tests show that there are clear indi-
cations of skewness to the left and fat tails for the
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Table 5.6 Rate of return'(arithmetic) and standard deviation of the difference portfolio (actual tracking error)
of the Government Pension Fund — Norway, measured nominally in Norwegian kroner 1998-2008.2 Percen-

tage points and per cent

Entire Last Last

period five years three years 2008
Total portfolio
Average excess return per year ..........cocceeeeveennen. 0.57 0.85 2.68 4.67
Standard deviation ..........c.cceeeeeereeerenreeerenreeerennen. 1.46 1.69 1.70 2.46
Information ratio .........ccceeeveeeeceeieceeceeeeeeeenee, 0.39 0.51 1.58 1.90
Norwegian equity portfolio
Average excess return per year ..........coeeeereeneene. 1.71 0.75 4.06 8.32
Standard deviation ............ccceeveeveeeeeecreceeeecreeneenn, 4.55 4.03 3.93 4.59
Information ratio .........ccceeveeeeveevieeeceecierieseseeeenens 0.38 0.19 1.04 1.81
Nordic equity portfolio
Average excess return per year .........coeeeeeeneen.. 0.92 1.63 2.74 6.73
Standard deviation ..........ccceeveeereveerenreeereereeerenen. 1.30 1.51 1.85 2.66
Information ratio ..........ccoeeeveeeeceeeececcieceeeeeenee, 0.71 1.07 1.48 2.53
Norwegian fixed income portfolio
Average excess return per year ...........oeeeerveneene. -0.24 -0.35 0.36 0.75
Standard deviation ...........cccceeveevveieeecieceeeceereenn, 0.89 1.17 0.95 1.59
Information ratio.........ccceeveeeeeveeveceeeeeeeeeerenen. -0.26 -0.30 0.38 0.47
Nordic fixed income portfolio
Average excess return per year .........coeeeeveenen.. -0.56 -0.56 -0.56 -0.94
Standard deviation ..........coeeveveereveereerereerenreeerenen. 0.41 0.41 0.41 0.52
Information ratio .........ccceeveeeeeeeeveeneenrenrecresrecreenns -1.38 -1.38 -1.38 -1.82

1 The annual excess return is computed as the difference between the Fund’s and benchmark portfolio’s average monthly rate of
return, annualised by multiplying by 12. This is listed in the table as percentage points. The actual tracking error is computed as
the standard deviation of the monthly excess return and annualised by multiplying by the square root of 12. The tracking error is

listed in the table as a per cent.

2 The data for the Nordic equity portfolio are for the period from May 2001 to year-end 2008. The data for the Norwegian fixed
income portfolio are for the period from February 2007 to year-end 2008.

Source: Ministry of Finance and Folketrygdfondet

rates of return on the actual portfolio for the
entire period from 1998 to 2008 as a whole and the
two sub-periods 2004-2008 and 2006-2008. Both
tests for normality also show that the hypothesis
of normally distributed rates of return can be
rejected for the entire period as a whole and for
the last five-year period. In addition, there are no
indications that the rates of return on the actual
portfolio are correlated over time.

5.3.3 Performance o f 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 for an expected tracking error of 3 per-
centage points. Both the rate of return and risk
contribution from active management are meas-
ured on an ongoing basis. Table 5.6 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 Fund overall, the equity portfolios for Norway
and the Nordic region, respectively, as well as the
Norwegian and Nordic fixed income portfolio.

The Government Pension Fund — Norway has
a long investment horizon. The Fund is a long-
term investor, and it will maintain a large portfolio
of equities in the Norwegian market. The Minis-
try will focus accordingly on the excess return
over time in its follow-up of Folketrygdfondet’s
performance.
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Figure 5.20 Excess return for the Government
Pension Fund — Norway. Per cent

Source: Ministry of Finance and Folketrygdfondet

Folketrygdfondet has achieved an average
annual excess return of 0.57 percentage points for
the period from 1998 to 2008 as a whole. There
has been significant variation in the rates of
excess return over time (see Figure 5.20). The
excess return has been particularly high for the
last three years, and this is attributed primarily to
the good equity management performance.

Table 5.6 illustrates that the information ratio
has been positive for the entire period as a whole
(0.39), as well as the last five-year and three-year
periods. It has been explained in more detail in
Section 5.2.3 how caution needs to be exercised in
interpreting the information ratio, and how it may
vary across different styles of active management.

Since Folketrygdfondet started to invest in the
Nordic equity market in 2001, its active manage-
ment of the Nordic equity portfolio has contrib-
uted to a positive excess return overall. A negative
excess return has been achieved by management
of both the Norwegian and Nordic fixed income
portfolio for the entire period as a whole and for
the last five-year period, while a positive excess
return has been achieved for the Norwegian fixed
income portfolio for the last three-year period.

The development of the actual tracking error
for the total portfolio is presented in Figure 5.21.
The actual tracking error has varied between 0.8
per cent and 2.5 per cent. The highest level was
achieved in 2008. The actual tracking error for the
entire period as a whole is calculated to be 1.46

Figure 5.21 Development of the actual tracking
error. Rolling twelve-month standard deviation of
the excess return. 1998-2008. Per cent

Source: Ministry of Finance and Folketrygdfondet

per cent. The figure illustrates that the level of the
tracking error has been clearly highest for the
Norwegian and Nordic equity portfolios. Much of
this risk may be attributed to a beta that deviates
somewhat from 1.0 for the Norwegian equity port-
folio (see the detailed account in Report no. 16
(2007-2008) to the Storting).

The Fund’s total tracking error for the entire
period is lower than the weighted average of the
tracking error for the equity and fixed income
portfolios, and this is due to the relatively low cov-
ariation between the rates of excess return for the
equity and fixed income management. The covari-
ation between the excess return on the Norwe-
gian equity portfolio and the Norwegian fixed
income portfolio was 0.18 for the entire period as
a whole, while the covariation between the excess
return on the Norwegian and the Nordic equity
portfolios was 0.36 for the same period. The cov-
ariation between the Norwegian fixed income
management and the Nordic equity management
has been relatively low (0.09) for the period. The
covariation between the Norwegian and Nordic
fixed income management was negative (-0.36).

The histogram in Figure 5.22a indicates that
the Fund’s excess return has been skewed to the
right and has fat tails. Figure 5.22b illustrates that
there are also indications that the assumption of
normality is not justified. Statistical tests confirm
skewness to the right and fat tails for the rates of
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Distributional characteristics - Monthly nominal excess returns
Government Pension Fund - Norway
A. Histogram over the rates of excess return B. Quantile-to-quantile plot over the rates of
excess return
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Figure 5.22 Distribution characteristics of the monthly excess return for the Government Pension Fund -

Norway

Source: Ministry of Finance and Folketrygdfondet

excess return for the Fund overall for the entire
period, as well as for the sub-periods 2004-2008
and 2006-2008. The results are driven primarily
by a very high excess return in a single month
(October 2008). One of the normality tests shows
that the hypothesis of normally distributed excess
rates of return can be rejected for the Fund over-
all. There are also clear indications that the

assumption of normality for rates of excess return
for the Nordic equity portfolio and both of the
fixed income portfolios is not justified. Auto-corre-
lation tests also show that the null hypothesis of
independence over time for the excess rates of
return cannot be rejected for any of the periods or
sub-portfolios, with the exception of the Nordic
equity portfolio for the sub-period 2004-2008.



180

Report no. 20 to the Storting

2008-2009

On the management of the Government Pension Fund in 2008

Box 5.6 Comparison of the rate of return and costs of management of the Government
Pension Fund - Norway with other pension funds

The Ministry of Finance has commissioned
CEM Benchmarking Inc. (CEM) to prepare an
extensive annual report that compares the
excess return and management costs of the
Government Pension Fund — Norway with those
of other large funds. The reference group con-
sists of pension funds of a similar size as the
Government Pension Fund - Norway with
respect to the size of the internal equity manage-
ment (9 US and 8 European funds). In addition,
the Fund’s excess return is compared with 25
European funds. The median size of the refe-
rence group was around EUR 29 billion. The
average market value of the Government Pen-
sion Fund — Norway was EUR 15 billion in 2007.
The data used are based on self-reporting by the
funds that acquire services from CEM. Because
the Government Pension Fund — Norway distin-
guishes itself from CEM’s other funds, primarily
by being invested in Norway, it does not make
sense to compare the Fund’s total rate of return
with other funds. Comparison of the manage-
ment costs and excess return is also more diffi-
cult because the Government Pension Fund -
Norway deviates from other funds in several
areas.

Excess return up until 2007

A comparison over time of the actual rate of
return on the Government Pension Fund — Nor-
way and the rate of return on the benchmark
portfolio shows the excess return created by
Folketrygdfondet. CEM has calculated that the
Government Pension Fund — Norway achieved
an average annual excess return of 1.8 percen-
tage points over the two-year period until 2007.
In comparison, the most typical excess return
(median) was 1.6 percentage points for the refe-
rence group and 0.6 percentage points for the

European funds. Both the reference group and
the European funds have created an excess
return in asset classes in which the Government
Pension Fund — Norway is not invested.

Management costs up until 2007

The CEM report shows that Folketrygdfon-
det’s overall management costs in 2007 for the
Government Pension Fund - Norway were
0.049 per cent of the average assets under mana-
gement. These are the lowest management
costs of all the funds from which CEM gathers
data. Since the overall management costs largely
reflect the asset structure of the funds, which
follows from the Ministry of Finance’s invest-
ment strategy as far as the Government Pension
Fund - Norway is concerned, such comparisons
do not fully clarify whether Folketrygdfondet’s
management is cost effective.

CEM has, therefore, prepared a cost bench-
mark based on the asset structure of the
Government Pension Fund — Norway. The cost
benchmark indicates what costs the reference
group would have incurred with the same asset
structure as the Government Pension Fund —
Norway. The analysis shows that the actual
management costs in 2007 were 0.079 percen-
tage points lower than the cost benchmark. This
is attributed primarily to the fact that the Folke-
trygdfondet’s management is completely inter-
nal. Internal management is clearly less expen-
sive than external management. In addition, Fol-
ketrygdfondet has lower management costs for
internal management than other comparable
funds.

A summary of the analyses for 2007 is pub-
lished on the Ministry of Finance’s website
(www.government.no/gpf).
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5.3.4 E xternal evaluation of the management
performance of the Government
Pension Fund - Norway

From 2008 the Ministry will receive reports from
CEM Benchmarking Inc. concerning the manage-
ment of the Government Pension Fund — Norway
(see Box 5.6). Comparison of the performance of
the Government Pension Fund — Norway with the
performance of other major institutional manag-

ers forms an important part of the analysis of
Folketrygdfondet’s active management. Accord-
ing to the analyses from CEM, the excess return
on the Government Pension Fund — Norway is
somewhat higher than that of comparable funds.
However, such comparisons are problematic
because the opportunity to generate an excess
return will vary with the investment limits and
guidelines established in respect of the funds.
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6 Framework for management and supervision

The Government Pension Fund consists of two
portfolios: The Government Pension Fund — Nor-
way and the Government Pension Fund - Global.
The management framework for the Fund must
be adapted to the special characteristics of each
portfolio, such as size of asset pool, inflow of capi-
tal, investment strategy and organisational
aspects. The Ministry works constantly to refine
and develop the provisions in the framework in
line with the best international practices.

6.1 The management framework for
the Government Pension Fund
- Global

The Government Pension Fund - Global is regu-

lated by the following sets of rules (see also

Appendix 1):

— Actof 21 December 2005 no. 123 relating to the
Government Pension Fund

— Regulation of 22 December 2005 on the man-
agement of the Government Pension Fund -
Global

— Guidelines for the management of the Govern-
ment Pension Fund — Global

— The management agreement between Norges
Bank and the Ministry of Finance of 12 Febru-
ary 2001

Management of the Fund is also affected by Act
on Norges Bank and the Monetary System of 24
May 1985 no. 28. This Act does not regulate man-
agement of the Government Pension Fund - Glo-
bal directly, but lays down terms for the organisa-
tion of Norges Bank and the distribution of
responsibilities between the bank’s various gov-
erning bodies. It therefore defines an organisa-
tional framework for Norges Bank, which also
applies to its capacity as investment manager.
Continuous improvements to the management
framework for Government Pension Fund - Glo-
bal and refinement of the investment strategy for
the Fund are central aspects of the Ministry’s
work on the Government Pension Fund — Global.
The Ministry of Finance’s investment strategy for

the Government Pension Fund - Global covers
both the strategic benchmark portfolio and limits
on Norges Bank’s active management. The strat-
egy is determined on the basis of the owners’ risk
tolerance and characteristics of the Government
Pension Fund - Global, such as its long invest-
ment horizon, the large inflow of capital, its role as
a responsible investor and the chosen organisa-
tional model (see Chapter 2). Since all the invest-
ments are made abroad, the management of the
Fund must be adapted to the provisions that apply
to the various overseas marketplaces.

It is very demanding trying to ensure that the
framework evolves in keeping with the invest-
ment strategy, growth in the assets of the Fund
and international developments in the framework
and supervision methods for major asset manag-
ers. In last year’s report on the management of
the Government Pension Fund, the Ministry
described the results of a review of internationally
recognised standards and best market practice for
risk management within asset management (see
Chapter 5 of Report no. 16 (2007-2008) to the
Storting). The description of best market practice
was based on a reference group consisting of sev-
eral large funds and investment banks.

Common views on which institutions repre-
sent best practice for risk management within
asset management are subject to change. Some of
the institutions that were generally regarded as
leading within risk management have encoun-
tered serious problems in recent times and have
been forced to seek help from their respective
authorities. It therefore seems likely that the
international norms for risk management will
change in the future. This will also affect the Min-
istry’s further development of the regulations for
the management of the Government Pension
Fund - Global.

In line with the discussion in the National
Budget for 2006, a process has been chosen con-
sisting of several steps to further develop both the
framework for the Government Pension Fund -
Global and the follow-up regime (see Box 6.1).
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Box 6.1 Measures to further develop the framework for management and supervision of the
Government Pension Fund - Global

. Step 5: m
= Strengthening the supervisory board’s :
= monitoring =
.IIIIIIIIIIIIIIIIIIIIIIII'

Step 4:
Work on new regulations for management
of the Government Pension Fund - Global

Step 3:
Work on the Act relating to the Government
Pension Fund on changes in the Central Bank Act

Step 2:
New internal audit unit,

reorganize NBIM etc. . .
Governing bodies of the Central Bank

Step 1:
New risk management clauses,

: Ministry of Finance
E&Y-project

v

2005 2006 2007 2008 2009 2010

Figure 6.1 Overview of measures to further develop the framework for management and supervision of
Norges Bank’s management of the Government Pension Fund - Global

Table 6.1 More detailed description of the measures to further develop the framework for
management and supervision of Norges Bank’s management of the Government Pension Fund - Global

Phase Measures
Phase 1 Framework:
(the Ministry) - New requirements regarding Norges Bank’s valuation, performance measure-

ment, and management and control of risk that were introduced with effect
from 1 January 2006 (see the discussion in Section 3.5.2.4 of the National Bud-
get for 2006).

— The Ministry of Finance’s review of best market practice for risk management
given the scope of freedom for active management, in collaboration with an ex-
ternal consultant (Ernst & Young) (see the discussion in Section 5.3 of Report
no. 16 (2007-2008) to the Storting).

Follow-up regime:

— The Ministry of Finance’s review of Norges Bank’s management of the Go-
vernment Pension Fund — Global in collaboration with an external consultant
(Ernst & Young) (see the discussion in Section 5.4 of Report no. 16 (2007-
2008) to the Storting).

Phase 2 Organisation, internal control and audit / supervision:

(the governing - Establishment of the Audit Committee for the Executive Board, new internal
bodies of the audit under the Executive Board, appointment of the auditing firm Deloitte to
bank) improve the external audit of the bank’s management of the Government Pen-

sion Fund - Global and the Supervisory Council’s access to expertise in super-
vision of asset management, reorganisation of NBIM, new structure for inter-
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Box 6.1 (cont.)

Table 6.1 (cont.)

Phase

Measures

Phase 2
(cont.)

Phase 3
(the Ministry)

Phase 4
(the Ministry)

Phase 5

(the governing
bodies of the
bank)

nal investment mandates and a new framework for risk management internally
in NBIM (see the section on the Supervisory Council and Executive Board in
Norges Bank’s annual report for 2007 and the section on the Executive Boards

in the annual report on the bank’s management of the Government Pension
Fund - Global in 2008).

Framework:

Proposition to the Odelsting on amendments to the Norges Bank Act, includi-

ng new accounting and auditing arrangements, new provisions concerning the

bank’s governing bodies, new regulations governing the bank’s internal con-
trol, clarification of the division of roles between the Ministry and the Supervi-
sory Council for follow-up of the bank’s management of the Government Pensi-
on Fund - Global (see the discussion in Section 6.4 below and Proposition no.

58 (2008-2009) to the Odelsting on amendments to the Norges Bank Act.

— Circulation of the proposed new regulations on accounting and bookkeeping
rules for Norges Bank for comment in 2009.

— New regulation on Norges Bank’s internal control, which will be based on Kre-
dittilsynet’s regulation on risk management and internal control (22 September
2008 no. 1080). A public consultation round is being planned for 2009 (see also
the discussion in Section 6.4).

Follow-up regime:

— Proposal that the Supervisory Council choose an external auditor with specia-
list expertise in asset management, so that the auditor can also carry out certi-
fication assignments as part of the Supervisory Council’s supervision / the Mi-
nistry’s follow-up (see the discussion in Section 6.4 and in Proposition no. 58
(2008-2009) to the Odelsting on amendments to the Norges Bank Act.

Framework:

New regulation on the management of the Government Pension Fund — Global

with more precise risk limits for active management. The Ministry will define

more stringent requirements concerning the bank’s strategic plans and risk

management for asset management and impose extended reporting require-

ments on the bank. The Santiago Principles for sovereign wealth funds will be

incorporated into the framework (see the discussion in Section 1.5.5).

— Circulation of the proposed new regulations on management of the Govern-
ment Pension Fund — Global for comment in spring 2009. Planned entry into
force: 1 January 2010. See also the discussion in Section 6.5.

Follow-up regime:

— Strengthening of the Supervisory Council’s secretariat for follow-up. Formula-
tion of concrete certification assignments for the bank’s external auditor. The
Ministry of Finance proposes that these kinds of assignments are formulated
on the basis of the needs of both the Supervisory Council and the Ministry.
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6.2 Follow-up of the requirements in
the framework concerning risk
management and control

The responsibilities of Norges Bank’s governing
bodies

The Executive Board has the executive authority
in the bank (see Section 5, first paragraph of the
Norges Bank Act). The operative management of
the Government Pension Fund — Global has been
delegated to Norges Bank and is carried out by a
separate division in the bank: Norges Bank Invest-
ment Management (NBIM). The Executive Board
is responsible for making sure that the assets are
managed in accordance with the statutes, regula-
tions and supplementary guidelines laid down by
the Ministry of Finance.

The current management framework for the
Government Pension Fund - Global allows
Norges Bank to invest in a way that deviates from
pure indexing of the benchmark portfolio (passive
management), if it can be documented that the
bank is adhering to internationally recognised
standards and methods of risk management for
such positions (active management):!

“Valuation, measurement of return and man-
agement, measurement and control of risk
shall comply with internationally recognised
standards and methods. The Fund cannot
invest in markets, asset classes or instruments
unless compliance with these requirements
can be documented (...).”

One of the Executive Board’s main tasks within its
operational asset management thus comprises
constantly monitoring Norges Bank’s ability to
measure and control risk, and ensuring that the
allowed investment universe (in terms of both
markets / currencies and use of instruments) is
at all times delimited so that the qualitative
requirements in the management framework for
the Fund are satisfied.

Section 5, third paragraph of the Norges Bank
Act reads:

“The Supervisory Council supervises the
Bank’s activities and ensures that the rules
governing the operations of the Bank are
observed.”

1 See the first paragraph of article 4 Requirements on valua-
tion, measurement of return and management and control of
risk in the Ministry of Finance’s supplementary guidelines
for management of the Government Pension Fund - Global.

The Supervisory Council must therefore also
make sure that Norges Bank abides by the
instructions set out in the regulatory framework
for the Government Pension Fund — Global. The
Supervisory Council has 15 members, all of
whom are elected by the Storting (see Section 7
of the Norges Bank Act). The Supervisory Coun-
cil submits annual statements to Storting on the
Executive Board’s minutes of meetings and super-
vision of the bank. In the period 1998-2002, the
Supervisory Council only submitted statements
on the Executive Board’s minutes of meetings.
From 2003 on, the Supervisory Council has also
submitted an explicit statement on its supervision
of the Bank’s activities. The Supervisory Council
has not discovered issues linked to the bank’s
activities that merited special mention in the
annual statements.

The rules defined in the Norges Bank Act con-
cerning the tasks of the bank’s governing bodies
are brief and general and do not define clearly
what the executive authority of the Executive
Board covers or what should be included in the
Supervisory Council’s supervision of the bank’s
operations. In the Ministry’s opinion, the bodies’
responsibilities for control and supervision need
to be defined more clearly in the Act (see Section
6.4).

The Ministry of Finance’s follow-up of Norges Bank’s
operational management of the Government
Pension Fund - Global

The Ministry of Finance is responsible for manag-
ing the Government Pension Fund — Global pur-
suant to Section 2 of the Act relating to the Gov-
ernment Pension Fund. In order for the Ministry
of Finance to fulfil this management responsibil-
ity, it needs to have a robust framework and good
follow-up routines vis-a-vis Norges Bank.

In connection with the changes in the frame-
work that came into force on 1 January 2006,
including greater freedom for active manage-
ment, the Ministry of Finance stated that external
consultants would also be used in the follow-up of
Norges Bank’s asset management. In the National
Budget for 2006 it is stated that:

“Norges Bank operates a specialised asset
management 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 compliance with instructions set out in
the regulatory framework. The Ministry plans
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regular due diligences of the management, and
particularly the bank’s risk management, in
collaboration with consultants possessing suit-
able expertise. The Ministry will be reporting
on this to the Storting in suitable documents.”

The first risk-based due diligence anchored in the

new requirements in the framework relating to

Norges Bank’s active management was initiated

in autumn 2006. The Ministry has described the

content of the final report of the consulting firm

Ernst & Young and the bank’s comments in

Report no. 16 (2007-2008) to the Storting. Here it

was described how in the period 2006-2008

Norges Bank has undertaken a number of

projects to further improve the bank’s risk man-

agement, including:

— establishment of an Audit Committee for the
Executive Board

— establishment of a separate internal audit
department

— strengthening of external auditing through
cooperation with the auditing firm Deloitte

— reorganisation of NBIM

— significant reinforcement of NBIM’s independ-
ent risk management function

— new framework for operational risk, and

— projects for the implementation of new systems
for counterparty risk and for the pricing and
verification of positions independently of the
people who make investment decisions.

In this context, reference is made to the letter
from the Supervisory Council of 13 December
2007, where it is stated that:

“As part of its supervision, the Supervisory
Council will monitor the Executive Board’s
further work based on the report.”

6.3 Acloser look at the Ministry’s risk-
based supervision of Norges Bank’s
asset management in 2008

6.3.1 The Ministry’s follow-up of the bank’s
projects to improve risk management

The Ministry follows up the operational manage-
ment of the Fund through regular meetings with
Norges Bank, among other things. As necessary,
written reports are requested for certain areas of
the bank’s management of the Government Pen-
sion Fund - Global. In 2008, the Ministry has
focused in particular on following up the status of

the bank’s ongoing projects to improve risk man-
agement in its asset management (see the more
detailed discussion in Section 6.2). In a letter
dated 20 October 2008, the Ministry of Finance
requested a written presentation of the work in
this area. In the letter, the bank was asked to com-
ment specifically on the following aspects:

Valuation

The bank was asked to report on the status of the
project “Independent valuation” in light of the
bank’s previous statements in its letter to the Min-
istry of Finance dated 19 December 2007 (see
Appendix 6 in Report no. 16 (2007-2008) to the
Storting):

“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 veri-
fied by players independent of NBIM and exte-
mal managers. RPA will nevertheless have the
final say on valuations at month-end. NBIM has
chosen a model where all holdings are chan-
nelled from the designated extemal accounting
service prociders through a price coordinator.
The price coordinator himself performs the
valuation of instruments defined as “easy to
price”. Securities defined as “complex” are for-
warded to one of he chosen extemal price pro-
viders. NBIM is aiming to finish drawing up
contracts with relevant providers by he end of
2007. The mandates will then go into produc-
tion in two waves during the coursee of 2008».

Delimitation of market, credit and counterparty risk

Norges Bank’s letter to the Ministry of Finance of
19 December 2007 cites a passage from the bank’s
previous recommendation made in a letter dated
11 March 2005 on how credit risk ought to be
managed:

“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
requirements for the remaining part of credit
risk (counterparty risk) be established sepa-
rately with an accompanying measurement
method.”
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In a letter dated 20 October 2008, Norges Bank
was asked to provide information as to whether
the bank, in light of the current crisis in the inter-
national credit markets and the negative excess
return achieved by the bank’s active management
of the bond portfolio over the last year, still rec-
ommends to the Ministry that all the potential
credit risk within the current investment universe
of the Government Pension Fund - Global, with
the exception of counterparty risk, ought to be
managed only implicitly through the defined mar-
ket risk limit for expected relative volatility of 1.5
percentage points.

Credit risk

The Ministry asked Norges Bank to describe the
measures that have been initiated and/or carried
out to improve the internal management of credit
risk (see the bank’s letter to the Ministry of
Finance dated 19 December 2007:

“Norges Bank supports the recommendation
of more detailed measurement parameters for
credit risk in guidelines laid down by the Exec-
utive Director of NBIM. As the Fund’s invest-
ment 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.”

Counterparty risk

In line with the bank’s recommendations in the
letter dated 11 March 2005, the Ministry has laid
down the following requirements concerning how
counterparty risk is treated (see section 4.2.2. of
the supplementary guidelines for the manage-
ment of the Government Pension Fund - Global
that came into force on 1 January 2006):

“Norges Bank shall have satisfactory routines
and systems for selecting and evaluating coun-
terparties. The monitoring system and meas-
urement frequency employed for control of
counterparty risk, including requirements on
minimum credit rating and exposure limits,
shall follow best practice in the area.”

The Ministry asked Norges Bank to provide infor-
mation about the status of and progress plan for
its work on improving the system for measuring
counterparty risk (see Norges Bank’s letter to the
Ministry of Finance of 19 December 2007):

“RPA has also appointed a project group which
is working on a new risk system for the meas-
urement and management of counterparty
risk. The system is to conform to best market
practice. At present, RiskManager (RiskMet-
rics) is used to measure market risk, and the
aim of the project is for the same system to be
used to measure counterparty risk. However, it
may also be appropriate to consider other sys-
tems. NBIM aims to complete the project dur-
ing the first half of 2008. The new system will
mean more extensive and timely monitoring of
counterparty risk. In the opinion of Norges
Bank, today’s measurement and monitoring
systems provide acceptable management of
counterparty risk, but are not quite up to the
standard of best practice internationally.”

Operational risk

In its letter to the Ministry of Finance of 19
December 2007, the bank stated that it would be
introducing the following measures:

“During the course of 2008, Internal Audit will
be auditing NBIM’s system for the manage-
ment of operational risk. The aim of this audit
will be to confirm that the system now estab-
lished conforms to best practice in the field.”

The Ministry asked the bank to provide more
details about whether this kind of audit of NBIM’s
system for operational risk had been carried out
in 2008 and if so, whether the bank’s internal audit
department has confirmed that best practice in
the field is being adhered to.

Regular self-assessments

Regular self-assessments are increasingly being
used within risk-based supervision of asset man-
agers. In this context, reference is made to the
self-assessment form that Kredittilsynet (the
Financial Supervisory Authority of Norway) uses
in its risk-based supervision of Norwegian banks
that are subject to the Internal Control Regula-
tions. In connection with the Ernst & Young
project, a self-assessment questionnaire was pre-
pared for the bank to assess its management of
the Government Pension Fund - Global. The Min-
istry asked the bank to state whether the Execu-
tive Board now performs regular self-assessments
of the bank’s asset management, using one of
these forms mentioned above, for example.
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6.3.2 Norges Bank’s reporting to the Ministry

In a letter dated 12 February 2009 to the Ministry
of Finance, Norges Bank provided an overview of
the status of the bank’s efforts to strengthen the
bank’s risk management within asset manage-
ment.

Reorganisation and new management structure

In 2008, the bank has implemented a number of
measures to improve the organisational and
management structure of Norges Bank Invest-
ment Management (NBIM):

“A new organisation for NBIM was introduced
from 1 March 2008. The aim was partly to
strengthen and focus its investment functions,
and partly to strengthen the overarching con-
trol functions. We have drawn a clear distinc-
tion between departments responsible for
investment decisions and departments respon-
sible for operational and control functions. We
have separated responsibility for executing
transactions in the markets (trading) from the
responsibilities of the portfolio managers, with
the result that those taking investment decis-
ions do not themselves perform trades in the
markets. The division of roles at this level, with
guidelines built into the trading systems, will
provide an effective safeguard against the risk
of error or irregularity at the level of the indivi-
dual.

NBIM has reinforced its control functions
through recruitment and reorganisation. We
have built up a unit for monitoring market risk,
credit risk and counterparty risk across the
investment units. This unit is now physically
located closer to the employees responsible for
active risk-taking in the Fund, whereas previ-
ously it had more the nature of a staff function.
At present, around 20 employees work in this
function.

NBIM has also reinforced the control func-
tions that are responsible for ensuring that
NBIM complies with market regulations,
monitor compliance with investment manda-
tes, interpret investment guidelines, prepare
instrument approvals, and have responsibility
for the authorisation structure. This function
has also been given a broader mandate to
monitor NBIM’s non-market risks. In practice,
this entails a responsibility for ensuring that
the other departments manage these risks,
which comprise operational risk, IT/informa-
tion risk and legal risk, as well as behavioural
standards and reputational risk in the broad

sense. At present, around 15 employees work
in this function.

NBIM has established a formal committee
structure which draws on expertise from
across the organisation. These committees are
advisory and are used by NBIM’s Executive
Director to discuss relevant issues before deci-
sions are taken. The committees also play an
important role in the design of important guid-
elines for NBIM’s operations. Currently NBIM
has five committees: one for investment uni-
verse, one for credit and counterparty risk, one
for business policies, one for investment risk,
and one for valuation.

Norges Bank has established a new invest-
ment mandate structure. The Executive Board
has issued a new investment mandate for the
Executive Director of NBIM and requirements
for more extensive reporting (...). The content
of NBIM’s own mandates has also been over-
hauled. Risk limits are now issued along many
more dimensions than before. First, there are
quantitative model-based limits. There are also
risk limits that are based not on models but on
gross nominal exposures and the level of usage
of derivatives. In addition, the new investment
mandates contain clear guidance on desired
liquidity and limits for systematic exposure to
specific market factors.”

Independent Valuation

The Independent valuation project was completed
in October 2008. The bank described the project
thus in its letter to the Ministry:

“The aim of the independent valuation project
was to establish a solution that ensures that all
of the Fund’s holdings are priced, quality-assu-
red and verified by bodies independent of
those taking investment decisions, both inter-
nally at NBIM and at external managers. Valu-
ations are to comply with generally accepted
accounting principles and the requirements set
out by the Ministry in section 4.1 of the Guide-
lines for the Management of the Government
Pension Fund - Global.

The independent valuation project was
completed in October 2008. New requirements
were introduced for both NBIM and our exter-
nal accounting service providers (currently
JPMorgan Chase and Citibank). Further
improvements are being made on an ongoing
basis.

NBIM'’s external accounting service provi-
ders play an important role in this solution.
They have responsibility for pricing both exter-
nally- and internally-managed portfolios using
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independent price sources. The accounting
service providers are to use a pricing hierarchy
established by NBIM. In the capacity of pricing
coordinator, a control unit in NBIM’s opera-
tions area is responsible for pricing the same
instruments as the accounting service provi-
ders. This unit reconciles its own valuations
with the prices received from the accounting
service providers.

The control unit is responsible for con-
ducting additional pricing checks at month-end
to assure the quality of prices and ensure that
the pricing hierarchy is being observed. Spot
checks will also be made during the month.
Where necessary, the internal control unit will
enlist the support of external pricing specia-
lists selected to assist with the pricing of parti-
cularly challenging instruments.

NBIM’s valuation committee (...) is a
forum for discussing significant pricing issues.
The committee meets at least once a quarter
ahead of the publication of the accounts. Cen-
tral Bank Audit and its external partner will
review price quality and price controls while
the quarterly accounts are under preparation.

Norges Bank believes that this structure
will ensure both quality and independence in
the pricing and valuation of all financial instru-
ments in the Fund.”

Delimitation of market, credit and counterparty risk

In its letter to the Ministry, Norges Bank provided
the following assessments linked to the quantita-
tive limit on tracking error in all the Ministry’s
provisions governing management of the Govern-
ment Pension Fund — Global:

“In the case of the Government Pension Fund
— Global, market risk is measured as expected
tracking error, which is the expected value of
the standard deviation in the difference bet-
ween the return on the actual portfolio and the
return on the benchmark portfolio. However,
no single measure of risk can capture all rele-
vant risk factors for the Fund over time. In
addition, the turbulent market conditions since
summer 2007 have revealed weaknesses when
it comes to predicting risk in such markets.
(...)

It is important that the framework for risk
management is designed in such a way as to
provide as detailed a risk picture as possible.
The Executive Board has therefore issued a
new investment mandate for the Executive
Director of NBIM (see section 6 below), which
sets out limits for risk management based on
the following main categories of risk:

e Deviation from the benchmark index,
where the aim is to ensure that the measu-
rement of exposures is not based on a quan-
titative model. Limits can be set for:

— Deviation between the actual and ben-
chmark portfolios broken down by
asset class and geographical region

— Sector deviation in the fixed income and
equity portfolios

— Minimum levels of overlap between the
actual and benchmark portfolios for the
two asset classes

— Leveraging of the portfolios

e Risk from price history (volatility and cor-
relation), which combines portfolio
exposures and the markets’ statistical pro-
perties. Limits can be set for:

— Maximum utilisation of market risk as
measured by expected tracking error
under normal market conditions, so
that there is a buffer when unexpected
situations occur

— Concentration risk in the portfolios

e Factor exposure, which describes to what
extent the portfolio is systematically expo-
sed to factors such as small-cap companies
or emerging markets

e Liquidity exposure, to ensure that we have
sufficient room to manoeuvre to be able to
adjust exposure in our investment manage-
ment, including the extent to which exposu-
res are liquid and can be sold

In each of the above risk categories, there will
also be different and complementary measure-
ment methods. Multiple approaches to risk
and complementary measurement methods
are important to ensure an effective and robust
structure for risk supervision.

Norges Bank believes that the constraints
on market risk imposed by the Ministry should
be small in number, robust, and easy to com-
municate. Our view, therefore, is that the cur-
rent measure of risk (expected tracking error)
is a sound measure which is also the industry
standard, and that the Ministry should retain
this measure as the sole measure of market
risk established by the Ministry. In the current
market situation, it appears that all traditional
risk models have failed as predictors of
developments in market risk. Norges Bank will
therefore get back to the Ministry with an
assessment of parameter-setting in the model-
ling of market risk in the RiskManager risk
system.

We also believe that credit risk in the port-
folio is well-modelled under “normal market
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conditions”. Previous formal restrictions, such
as the requirement for a minimum credit
rating, would not have improved risk manage-
ment in the situation we have had since 2007.
NBIM has found that the credit ratings from
the three agencies Moody’s, Standard & Poor’s
and Fitch have not been good enough.

Nevertheless, it is clear that no single mea-
sure can provide a complete picture of the risk
to which the Government Pension Fund - Glo-
bal is exposed. Instead of introducing new risk
limits, we recommend that Norges Bank
reports risk along more dimensions. These
reports should cover deviation from the bench-
mark index, risk from price history, factor
exposure and liquidity exposure (see discus-
sion above of the limits that the Executive
Board has established for NBIM). We there-
fore recommend that the Ministry receives a
supplementary quarterly report as well as the
public quarterly report. This supplementary
report will present returns broken down by
area and the status of all key quantitative requi-
rements. The more detailed contents of the
report can be agreed between the Bank and
the Ministry. We assume that these require-
ments and the associated reporting will take
care of the Ministry’s supervision and over-
sight of the management of the Fund, and that
there will remain a clear division of responsibi-
lity between the Bank and the Ministry.”

Credit risk
In its letter to the Ministry, Norges Bank provided

the

following description of measures to improve

its management of credit risk:

“NBIM has issued new guidelines for credit
risk specifying how it is to be measured and
monitored. As mentioned in section 2 above,
we have set up a counterparty and credit risk
committee, which is to ensure a multidiscipli-
nary focus on all creditrelated aspects of our
investment management.

NBIM'’s credit risk guidelines provide clear
guidance on how credit risk is to be managed
at NBIM: from unambiguous definitions of
terms to concrete methods and the scope of dif-
ferent measurement criteria. The guidelines
require NBIM to establish a framework for
measuring and verifying credit risk, both for
individual issuers and for the overall portfolio
of issuers, including correlations between issu-
ers. Stress tests of credit risk are also to be per-
formed to take account of possible extreme
market situations. A concentration analysis for
both absolute and relative credit risk is also to

be performed for the overall portfolio of issu-
ers with the aim of identifying potential large
positions at different levels of the portfolio
(sector, currency, region).

In addition, NBIM is to monitor movements
in the market’s credit rating for all issuers in
the fixed income portfolio. The guidelines also
require the establishment of procedures for
situations where there is a defined credit event
(default).

To meet the increasing requirements for
the identification, measurement and verifica-
tion of credit risk, NBIM has reinforced the
department responsible for risk management
with new staff with a broad and varied back-
ground in the field.

NBIM took a number of steps in 2008 to
improve the quantitative model-based side of
the measurement and analysis of credit risk.
We have taken into use a new third-party
model that can be used to monitor credit
developments in large individual exposures in
our investment portfolio. We are considering
extending the use of this model to form the
basis of internal modelling, or acquiring a sepa-
rate system to measure and analyse credit risk
for the entire portfolio as a supplement to
today’s modelling of market risk in our system
for measuring that type of risk (RiskManager).

NBIM also plans to integrate standard
stress tests into its periodic calculations of mar-
ket risk. These tests will be based on defined
historical periods with big swings in financial
markets. The tests will also include periods
where credit risk was high. These stress tests
have been defined and are now being assessed.
For other parts of the guidelines, processes are
ongoing to establish a framework that addres-
ses the different requirements at both com-
pany and portfolio level.”

Counterparty risk

In its letter to the Ministry, Norges Bank provided
the following description of the project to intro-
duce a new system for handling counterparty risk:

“NBIM’s project for improving and developing
its systems for the management of counter-
party risk was started up in 2007. We originally
assumed that the current system for measur-
ing market risk would also be used for measur-
ing counterparty risk. In 2008, however, we
again compared international practice with
NBIM'’s business model and mapped alterna-
tive system solutions. We decided to conduct
an international tender process. NBIM expects
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to have a new framework in place during the

first quarter of 2009 and a new system for mea-

suring counterparty risk in place during the

second quarter of 2009.

Based on the applicable monitoring and
control structure, we have taken a number of
steps to reduce counterparty risk, the most
important being:

— NBIM has substantially reduced exposure
to derivatives and repurchase agreements,
and some complex unlisted products are no
longer approved instruments

— Requirements that trading in unlisted deri-
vatives can be performed only with
counterparties with whom we have entered
into a separate agreement, and which safe-
guard our rights, partly through the
counterparty having to provide collateral in
the form of securities and/or cash

— Changes in the process for approving
counterparties following the reorganisation
of NBIM, and closer supervision and moni-
toring of counterparties

— Decision to cease all new trading, terminate
outstanding transactions and monitor
developments at a number of key counter-
parties that ran into problems in 2008

We have focused particularly on credit and
counterparty risk since the credit crisis erup-
ted in July 2007. The new framework and sys-
tem for measuring counterparty risk will be
tailored to a narrower range of instruments
and a general reduction in the complexity of
investment management, especially in internal
and external fixed income management.”

Operational risk and use of self-assessment

In its letter to the Ministry, Norges Bank provided
the following assessments linked to operational
risk and the Executive Board’s follow-up of the
asset management:

“The Executive Board has reinforced its super-
vision of investment management at Norges
Bank in recent years. In 2007, we established
the Executive Board’s audit committee and an
internal audit unit. The audit committee com-
prises three of the Executive Board’s external
members and serves as a preparatory body for
the Board on matters relating to its oversight
functions and responsibility for risk manage-
ment and internal control. The audit commit-
tee discussed eight matters concerning the
Bank’s investment management in 2008.

The Executive Board issued a new job
description and investment mandate for the
Executive Director of NBIM in 2008. The star-
ting point is that the Executive Director of
NBIM stands in the same position as the other
Executive Directors at Norges Bank. However,
the tasks assigned to NBIM are distinct from
the Bank’s other activities as a central bank, in
the sense that the investment management
operation has the characteristics of a commer-
cial undertaking. The management of the
Government Pension Fund — Global has been
delegated to Norges Bank pursuant to a sepa-
rate act of parliament and management agre-
ement. There has also been an increasing ten-
dency in recent years for NBIM to be treated as
an independent area within the central bank.

The job description sets out the responsibi-
lities and duties of the Executive Director of
NBIM with respect to the general public and
external relations, including interaction with
Norges Bank’s clients and the framework for
the responsibility he has for the planning and
organisation of NBIM’s operations, supervi-
sion and control, etc.

The investment mandate for the Executive
Director of NBIM sets out supplementary
rules for the individual portfolios within the
investment limits established by the Ministry.
These cover the investment universe, invest-
ment constraints, the delegation of manage-
ment responsibility, and reporting. The invest-
ment mandate also describes the risk profile
for investment management that the Executive
Board wishes to establish, including the prin-
ciples and parameters for the management and
measurement of risk as well as reporting requi-
rements. We refer to the discussion of the
investment mandate for the Executive Director
of NBIM in section 5 above. The monthly
reporting from NBIM to the Executive Board
includes not only returns and any breaches of
the investment guidelines laid down by exter-
nal clients or the Executive Board, but also the
status of the additional restrictions that the
Executive Board has established for market
risk. There are to be reports on deviation from
the benchmark index (asset class, geographi-
cal region, sector, leveraging, overlap), risk
from price history (maximum use of market
risk under normal market conditions, concen-
tration risk in the portfolios), factor exposure,
and liquidity exposure.

On 1 January 1998, the Executive Board
decided to establish a system of internal con-
trol based on the Norwegian financial supervi-
sory authority Kredittilsynet’s Internal Control
Regulations. Internal control at Norges Bank is
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defined as all measures, arrangements and sys-
tems initiated and implemented by the Execu-
tive Board and the Bank’s management and
employees in order that we can be reasonably
certain of achieving our objectives.

With effect from 1 January 2009, the 1997
Internal Control Regulations were replaced
with the new Regulations No. 1080 of 22 Sep-
tember 2008 on Risk Management and Internal
Control. These new regulations make more
stringent requirements of the role of the board
in the design of structures for internal gover-
nance and internal organisation. The Execu-
tive Board is of the opinion that the principles
for internal governance drawn up by the Com-
mittee of European Banking Supervisors
(CEBS) form an appropriate basis for its
assessments. However, the self-assessment
form to which the Ministry refers in its letter of
20 October 2008 was developed for commercial
banks etc. The Executive Board has therefore
adopted principles for internal governance tail-
ored to Norges Bank’s operations as the basis
for its annual assessments. These principles
have been used in the Executive Board’s
assessment of risk management and control in
the Bank with effect from the 2008 reporting
year. Norges Bank believes that these measu-
res satisfy the new regulations’ requirement
for the Executive Board to assess Norges
Bank’s risk management and internal control
annually.

Internal Audit prioritised risk management
and internal control at NBIM in 2008. Among
other things, it reviewed the status of the fol-
low-up of Ernst & Young’s report. The aim of
this was to provide the Executive Board with
confirmation that action has been taken in
accordance with Norges Bank’s response to
the Ministry.

Internal Audit concluded that NBIM’s new
organisational model results in a clearer divi-
sion of roles and responsibilities in the organi-
sation. Organisational units have been set up to
measure and report risk independently of the
investment line. Internal Audit considered that
these are important organisational measures
for ensuring good risk management and inter-
nal control.

The new organisation of NBIM’s opera-
tions also entails extensive changes to working
processes. NBIM is working on tailoring the
management of operational risk to its new wor-
king processes, and Internal Audit will be
monitoring this work closely in the time ahead.
In December 2008, an audit was begun at the
request of the Executive Board. The focus of
this audit is on:

— NBIM’s processes for identifying, prioriti-
sing and reporting operational risks

— NBIM’s implementation of risk reduction
measures

Norges Bank will keep the Ministry informed
of any significant changes in risk management,
organisation and supervision in relation to the
Bank’s management of the Government Pen-
sion Fund - Global.”

6.3.3 The Ministry’s assessment of the bank’s
measures

It is apparent from Norges Bank’s letter to the
Ministry dated 12 February 2009 that the bank
has implemented extensive measures to meet
some of the challenges in the bank’s risk manage-
ment that have been raised earlier, by both the
bank itself and the Ministry (see for example the
bank’s annual report on the management of the
Government Pension Fund - Global in 2008 and
Chapter 5 of Report no. 16 (2007-2008) to the
Storting).

For example, with effect from 1 January 2009,
the Executive Board has introduced a new invest-
ment mandate for the Executive Director of
Norges Bank Investment Management (NBIM),
which sets limits for risk-taking along more
dimensions than previously. In 2008, the manage-
ment of NBIM has worked extensively to improve
the bank’s risk management. The Ministry is pos-
itive towards the bank’s reorganisation of NBIM
and strengthening of the control functions within
the bank’s asset management, through both
recruitment and establishment of a formal com-
mittee structure. In this context, the Ministry
refers to the fact that it is a fundamental principle
for asset management organisations that there
must be a clear organisational divide between the
units that assume risk positions, the units that
carry out transactions, and the units that monitor
the risk-taking and transactions.

The Ministry has noted that the bank has
found it necessary to withdraw permissions for
previously approved instruments. The bank’s new
internal requirement that standard contracts must
be signed with all counterparties before transac-
tions can take place is, in the Ministry’s opinion,
in line with international practice. As a conse-
quence of the current financial crisis, manage-
ment of counterparty risk has become a much
greater challenge for all asset managers.
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It is stated in Norges Bank’s letter that the bank
is now going to limit deviation from the benchmark
portfolio along a number of new dimensions in the
bank’s internal framework for asset management.
Active management will also be subject to closer
regulation in connection with the Ministry’s new
guidelines for the management of the Government
Pension Fund - Global (see Section 6.5). In the
Ministry’s view, it helps to clarify the basis for the
Supervisory Council’s supervision if these kinds of
supplementary limits are defined in the Ministry’s
framework and not only in the bank’s internal
rules. The Ministry will follow up the Executive
Board’s proposal concerning more extensive
reporting from the bank to the Ministry along all
the new dimensions in the Executive Board’s new
framework for risk management.

The National Budget for 2006 described the
Ministry’s plans to carry out regular due dili-
gences of the Fund, and particularly the bank’s
risk management, in collaboration with consult-
ants possessing suitable expertise (see the discus-
sion above). Report no. 16 (2007-2008) to the
Storting describes the completed external review
of Norges Bank’s risk management systems
(referred to as the Ernst & Young project).

The Ministry will collect an updated third
party opinion on the status of Norges Bank’s risk
management and its active management by using
external consultants with specialist expertise (see
the discussion in Box 1.3).

6.4 Proposition to the Odelsting on
amendment of the Norges Bank Act

Parallel to this Report to the Storting, the Govern-
ment is also submitting a Proposition to the Odel-
sting on a number of amendments to the Norges
Bank Act. The Ministry has already described the
need for amendments to the provisions in the
Norges Bank Act concerning accounting and
auditing (see the discussions in Report no. 16
(2007-2008) to the Storting and Report no. 19
(2007-2008) to the Storting). In this Proposition
to the Odelsting, the Ministry proposes imposing
an obligation to keep accounts on Norges Bank
pursuant to the Accounting Act. The need for a
defined framework for registration and documen-
tation of transactions etc. also suggests that it
should be established in law that Norges Bank
has a statutory bookkeeping obligation pursuant
to the Bookkeeping Act. In addition, the Ministry
wants to ensure that there is opportunity to lay

down special rules in regulations concerning
annual accounts, annual reports and bookkeeping
for the bank that either supplement or deviate
from the provisions given in or pursuant to the
Accounting Act and the Bookkeeping Act to regu-
late any special conditions associated with its
operations as central bank.

There is broad consensus that the current
audit arrangements, whereby the Supervisory
Council appoints a Central Bank Auditor who is
formally employed by the bank, are no longer sat-
isfactory. The auditor should formally be entirely
independent of the bank. In the Proposition to the
Odelsting, the Ministry proposes a system
whereby the Supervisory Council appoints an
external auditor. In the consultative round, the
Office of the Auditor General and the Norwegian
Confederation of Trade Unions proposed that the
Office of the Auditor General should take over the
audit of Norges Bank. The Ministry has not been
able to endorse this kind of arrangement for sev-
eral reasons. Firstly, this would, in the Ministry’s
view, necessitate changes in the system whereby
the Supervisory Council is the Storting’s supervi-
sory body in relation to Norges Bank. This sys-
tem is anchored in Article 75, first paragraph, litra
¢) of the Constitution, where it is stated that:

“It devolves upon the Storting to supervise the
monetary affairs of the Realm.”

The Supervisory Council approves the bank’s
accounts. It would be unnatural to separate this
task from the task of appointing an auditor.
Secondly, it would, in the Ministry’s opinion, be
unfortunate if the Office of the Auditor General
were to perform the financial audit of Norges
Bank and also undertake performance audits in
the Ministry of Finance to discover whether the
Government Pension Fund - Global is being
managed in accordance with the intentions of the
Storting. The bank’s audited accounts will be a
material basis in connection with the Office of
the Auditor General’s assessment of whether the
Ministry of Finance has managed the Fund in
compliance with the intentions of the Storting. If
the Office of the Auditor General had audited
these accounts, it would then have to judge the
Ministry of Finance’s management on the basis
of accounts it had audited itself. An external
auditor chosen by Norges Bank would therefore
improve the Office of the Auditor General’s abi-
lity to undertake an independent review of the
Ministry of Finance’s management. On the
grounds of these kinds of arguments, the Stor-
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ting decided in 2007 to transfer the responsibility
for auditing Folketrygdfondet and the Govern-
ment Pension Fund — Norway from the Office of
the Auditor General to an external auditor cho-
sen by the Ministry of Finance (see Section 13 of
the Act relating to Folketrygdfondet and Recom-
mendation no. 77 (2006-2007) to the Odelsting,
pp. 1-2).

It would be natural for the Supervisory Coun-
cil, in its capacity as responsible for the audit of
the bank, to lay down an audit programme. This
kind of programme would define priorities for the
audit over and above the financial audit, including
a plan for so-called certification assignments. A
typical certification assignment might be asking
for an assessment of the efficiency and effective-
ness of the bank’s internal control. If the bank had
an appointed external auditor, the Ministry of
Finance would be able to enter into dialogue with
the Supervisory Council and make suggestions
for the audit programme to ensure that the Minis-
try of Finance’s follow-up needs vis-a-vis the Gov-
ernment Pension Fund - Global are safeguarded.
However, if the Office of the Auditor General was
going to audit the bank’s accounts, the Ministry
would be prevented from this as the Office of the
Auditor General is also charged with auditing the
Ministry of Finance. The Office of the Auditor
General cannot audit the Ministry of Finance on
behalf of the Storting and at the same time also
perform audit tasks that the Ministry of Finance
has asked the Supervisory Council to have done.
An arrangement with an appointed external audi-
tor would thus serve to strengthen the overall fol-
low-up of the Fund.

The Proposition to the Odelsting also pro-
poses a more precise description of the tasks
ascribed to the bank’s governing bodies and a
clarification of the division between the Supervi-
sory Council’s supervisory responsibilities pursu-
ant to the Norges Bank Act and the Ministry of
Finance’s follow-up responsibilities pursuant to
the Act relating to the Government Pension Fund.

6.5 Review of the rest of the framework
for the management of the
Government Pension Fund - Global

The current regulations for the Government Pen-
sion Fund — Global show signs of the fact that they
have been added to and amended over time, as
the Fund has grown in value. The Ministry of
Finance has therefore initiated a review of the reg-

ulations with the aim of further developing them.

The regulations should aim to regulate asset
management in compliance with best interna-
tional practice in terms of measurement and man-
agement of risk. The distribution of responsibility
between the operational manager (Norges Bank)
and the owners of the assets (the Ministry of
Finance) must be clearly defined. The regulations
must also ensure that there are clear reporting
routines and transparency regarding the manage-
ment. The Ministry is basing its review on indus-
trial and regulator-driven standards of risk man-
agement.

It has been decided to include investments in
real estate in the investment universe of the Fund
(see Chapter 2). This entails a need to incorporate
new rules about investments in real estate in the
regulations. The evaluation of the ethical guide-
lines for the Government Pension Fund — Global
also necessitates amendment of the management
framework (see Chapter 4).

In connection with the review of the regula-
tions governing the Government Pension Fund —
Global, stricter requirements are going to be
imposed on Norges Bank’s active management. It
is especially pertinent to lay down supplementary
limits for risk-taking in active management that go
farther than the current upper limit on tracking
error. This may entail stricter requirements for
risk diversification for the active positions and
that risk limits are established for more main cate-
gories of risk. The Ministry will also consider
whether limits ought to be set for implicit borrow-
ing (leverage) and short positions. It may also be
relevant to assess the limit on tracking error and
whether it ought to be distributed, in light of the
bank’s future strategies for active management.

In this context, reference is made to the fact
that Norges Bank has implemented a number of
changes within its active management of the Gov-
ernment Pension Fund — Global, partly in light of
the poor performance in 2008. The bank has
established two main areas within its manage-
ment of fixed-income assets: a portfolio for index-
ing and rebalancing and a portfolio containing
large, illiquid positions. The reorganisation of the
fixed-income management means that the bank
has now discontinued several of the management
strategies that were based on reaping liquidity
and credit premiums and that contributed to
major negative excess return within the active
management. The positions in the portfolio for
illiquid investments will be reduced, at the latest
when the bonds reach maturity.
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The Ministry is aiming to complete its review
of the regulations so that a new regulation govern-
ing the management of the Government Pension
Fund - Global can enter into force on 1 January
2010.

Reference is also made to the plans for a new
review of the active management (see Box 1.3).
Any further changes to the guidelines as a result
of this review will only be implemented once the
Storting has considered the matter.

6.6 The management framwork for the
Government Pension Fund
- Norway

Folketrygdfondet was established as a separate
company by special statute with effect from 1 Jan-
uary 2008. Report no. 16 (2007-2008) to the Stort-
ing described the new framework for Folketrygd-
fondet’s management of the Government Pension
Fund - Norway. The new framework implies a
clarification of the distribution of responsibility
between the Ministry and the Board of Directors
of Folketrygdfondet. The Ministry stipulates gen-
eral investment limits, whilst the Board of Direc-
tors of Folketrygdfondet is responsible for the
operational management of the Government Pen-
sion Fund — Norway. All the provisions governing
the management of the Government Pension
Fund — Norway are appended to this Report in
Appendix 1.

Risk management and control procedures

The new management framework for the Govern-
ment Pension Fund — Norway lays down much
stricter requirements concerning, among other
things, measurement, management and control of
risk and reporting than previously. Against this
background, Folketrygdfondet has been working
on implementing new management and control
systems in the asset management to ensure that
the systems for risk management and control sat-
isfy the requirements laid down in the new frame-
work. The requirements are based on the premise
that measurement, management and control of
different categories of risk shall follow best inter-
national practice and internationally recognised
methods. The Ministry expects that most of the
work on implementation of new control systems
as a result of the requirements laid down in the
new framework will be finished during the course
of this year.

Accounting rules

In Report no. 16 (2007-2008) to the Storting, the

Ministry stated that it would be assessing the

need for further regulations containing more

detailed provisions on the accounting rules for the

Government Pension Fund — Norway. The back-

ground for this is that the Act relating to the Gov-

ernment Pension Fund does not contain direct
provisions on accounting rules.

Against the backdrop of the need to clarify the
accounting rules for Folketrygdfondet and the
Government Pension Fund - Norway, the Minis-
try published Regulation of 10 November 2008 no.
1264, which lays down detailed provisions con-
cerning annual accounts, etc. for Folketrygdfon-
det including the Government Pension Fund —
Norway.

The new regulation comprises the following
main points:

— The regulation applies to Folketrygdfondet
including the investments for the Government
Pension Fund — Norway. It must be seen in
context with Section 1 of the Act of 29 June
2007 no. 44 relating to Folketrygdfondet,
which stipulates that Folketrygdfondet is
charged with managing the counter-value of
the capital contribution in the Government
Pension Fund — Norway in its own name. The
preliminary studies carried out in connection
with the Act relating to Folketrygdfondet indi-
cated that the capital contribution shall be
entered as a liability item in Folketrygdfondet’s
balance sheet, whereas the assets that corre-
spond to the counter-value of the capital contri-
bution shall be posted as assets (see Proposi-
tion no. 49 (2006-2007) to the Odelsting).
Folketrygdfondet’s accounts will therefore
include items concerning the investments for
the Government Pension Fund — Norway.

— All the investments for the Government Pen-
sion Fund — Norway must be measured at fair
value. In accordance with the general rules in
the Accounting Act, the classification will
determine the evaluation principles for finan-
cial investments. The rules in the regulation
always assume evaluation at fair value for the
investments for the Government Pension Fund
— Norway.

— The profit and loss statement for Folketrygd-
fondet must include a separate line in the
accounts with one income item that is equal to
the profit or loss for the year of the Govern-
ment Pension Fund — Norway and one expense



196 Report no. 20 to the Storting 2008-2009

On the management of the Government Pension Fund in 2008

item equal to the change in the Government’s accounting standards (IFRS) for Folketrygdfondet
capital contribution. The balance sheet for  including the Government Pension Fund — Norway
Folketrygdfondet must include a separate line once more experience has been acquired with the
in the accounts with one assets item that is new management framework for the Fund.

equal to the investments of the Government

Pension Fund — Norway and one liabilities item

equal to the Government’s capital contribution The Ministry of Finance
to the Government Pension Fund — Norway.
— Special profit and loss and balance sheet state- recommends:
ments must be prepared for the investments
for the Government Pension Fund — Norway. Recommendation of 3 April 2009 from the

Ministry of Finance on the Management of the
The Ministry will present a more detailed assess-  Government Pension Fund in 2007 is submitted to
ment of the need to introduce international  the Storting.
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Appendix 1

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 man-
aged by the Ministry of Finance. The Fund com-
prises 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 finan-
cial 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,

defined 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
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government budget pursuant to a resolution by
the Storting (Norwegian parliament).

Section 6 The Government Pension Fund itself
has no rights or obligations vis-a-vis private sector
entities or public authorities, and may not institute
legal proceedings or be subjected to legal pro-
ceedings.

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 individ-
ual 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
Government 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 accord-
ance with the following currency and regional dis-
tribution:

— 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-
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prises” means any enterprise whose head office is
in Norway.

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
measured 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 vot-
ing 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 owner-
ship 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 han-
dling of counterparty risk and operational risk.

Section 8 Screening and exclusion

The Ministry of Finance establishes Ethical
Guidelines for the Fund and decides whether spe-
cific issuers shall be excluded from the Fund’s
investment universe. An ethics council shall be
appointed to advise on whether investment oppor-
tunities in financial instruments issued by speci-
fied issuers are contrary to the Ethical Guidelines.

The Ministry of Finance may lay down further
rules for the ethics council, its activities and
organisation.

Section 9 Commencement

These regulations shall come into force on 1 Janu-
ary 2006.

Guidelines for management of the
Government 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:

Benchmark portfolio

Rebalancing of the benchmark portfolio
Tracking error and additional constraints
Requirements on valuation, measurement of
return and management and control of risk

5. Ethics

Ll

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 Bar-
clays Capital Global Aggregate Bond Index
(BCGA) and Barclays Capital Global Inflation
Linked Index (BCGI) in Europe except for
Norwegian kroner (NOK) and with the addi-
tion of domestic government bonds that are
included in Barclays Capital Swiss Franc
Aggregate Bond Index. This section 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
BCGA and BCGI in the United States and Can-
ada with adjusted sector weights in accordance
with table 8.1. This section of the benchmark
portfolio consists of the following currencies:
Canadian dollar and US dollar.

— 5 per cent of the portfolio shall consist of
domestic government bonds from developed
markets in BCGA and BCGI 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
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Table 1.1 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.

currencies: Australian dollar, Japanese yen,
New Zealand dollar and Singapore dollar.

Cap indices (large and medium-size and small

companies) and shall have the following composi-

tion:

At each month-end the composition of the bench- - 50 per cent FTSE All-Cap Europe in which the fol-

mark portfolio is revised in line with the changes
in composition carried out by Bardays Capital.

If new currencies that otherwise form part of the
benchmark portfolio are included in BCGI, such in-

lowing countries are included: Austria, Belgium,

Denmark, Finland, France, Germany, Greece,

Ireland, Italy, Netherlands, Portugal, Sweden,
Spain, Switzerland and United Kingdom.

struments shall be included in the benchmark portfo- - 35 per cent FTSE All-Cap Americas/FTSE All-

lio as from the date decided by the Ministry of Fi-

nance.

1.3 Benchmark portfolio for equity instruments

The strategic benchmark portfolio for equity
instruments is based on tax-adjusted FTSE All-

World Africa in which the following countries

are included: Brazil, Canada, Mexico, South
Africa and United States.
— 15 per cent FTSE All-Cap Asia Pacific in which
the following countries are included: Australia,

Hong Kong, Japan, New Zealand, Singapore,
South Korea, and Taiwan.
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The allocation within each region are determined
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.

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 relat-
ing 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 guide-
lines, and to be documented.

4 Requirements on valuation, performance
measurement and management and control of risk
- section 7 of the regulations

Valuation, performance measurement and man-
agement and control of risk shall comply with
internationally recognised standards and meth-
ods. The Fund cannot invest in markets, asset
classes or instruments if compliance with these
requirements 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. Val-
uation shall take place at least monthly and shall
be based on market prices or, in cases where mar-
ket prices cannot be observed, on generally rec-
ognised 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 prac-
tice in the area.

Counterparties for unsecured deposits and
trading 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
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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 interna-
tionally 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
included in the investment universe.

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

— Alist of all significant external service provid-
ers, including a complete list of external man-
agers

— An account of the standards employed by
Norges Bank for the purpose of valuation
(accounts), measurement of return, along with
management, measurement and control of
identified risk factors (market risk, counter-
party risk and operational risk)

— Areport 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
benchmark 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
Guidelines, see 5.3.2

— Alist 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:

— Areport 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

— Alist 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



2008-2009

Report no. 20 to the Storting 203

On the management of the Government Pension Fund in 2008

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 con-
tributing to unethical acts or emissions, seri-
ous violations of fundamental humanitarian
principles, gross violations of human rights,
gross corruption or severe environmental deg-
radation.

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
weapons 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 owner-

ship rights shall primarily be based on the United
Nations Global Compact and the OECD Guide-
lines for Corporate Governance and for Multina-
tional Enterprises. Norges Bank’s internal guide-
lines for the exercise of ownership rights shall
stipulate how these priniciples are to be inte-
grated in the exercise of ownership rights.

532

Norges Bank shall report on its exercise of own-
ership 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.

533

Norges Bank may delegate the exercise of owner-
ship rights to external managers in accordance
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 finan-
cially sound implementation of the exclusion of
the company concerned.

542

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.

54.3

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.
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54.4

The Council shall issue recommendations on

negative screening of companies that:

— produce weapons that through their normal
use violate fundamental humanitarian princi-
ples; or

— sell weapons or military materiel to states men-
tioned in Clause 3.2 of the supplementary
guidelines for the management of the Fund.

The Council shall issue recommendations on the

exclusion of companies from the investment uni-

verse because of acts or omissions that constitute

an unacceptable risk of the Fund contributing to:

— serious or systematic human rights violations,
such as murder, torture, deprivation of liberty,
forced labour, the worst forms of child labour
and other forms of child exploitation,

— serious violations of individuals' rights in situa-
tions of war or conflict,

— severe environmental damages,

— gross corruption; or

— other particularly serious violations of funda-
mental ethical norms.

The Council shall raise issues under this provi-
sion on its own initiative or at the request of the
Ministry of Finance.

545

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 consider-
ing an exclusion recommendation, the draft rec-
ommendation, and the grounds for it, shall be sub-
mitted to the company for comment.

54.6

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.

54.7

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
entered into the following Management Agree-
ment 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 oper-
ational 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.
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2. Norges Bank’s obligations
2.1 Norges Bank’s responsibilities

Norges Bank shall manage the Fund in accord-
ance 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
requested by the Ministry, including information in
machine-readable form to companies that assist
the Ministry in evaluating Norges Bank’s manage-
ment 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.
Norges Bank is party to agreements with such
service 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. Remuner-
ation 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 man-
agement 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
regarding amendments to the framework condi-
tions for management, including regulations, deci-
sions and guidelines laid down by the Ministry.
Norges Bank may also submit its own proposals
for changes in the framework conditions if the
Bank considers 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 man-
agement 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
Administration Act, and in accordance with fur-
ther guidelines issued by the Ministry of Finance,
provide information to the public concerning the
performance 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.
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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
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 pro-
viding 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
Folketrygdfondet

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.
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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
of confidentiality apply to Folketrygdfondet’s rep-
resentatives, employees, and others who provide
services to or work for Folketrygdfondet. The
duty of confidentiality does not apply in relation 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
accounts 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
appointed for the remaining term.

The King appoints the chairperson of the
Executive 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
administrative staff’s management of Folketrygd-
fondet 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 deter-
mined 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
Folketrygdfondet’s accounts comply with the
requirements laid down in section 12 of this Act
and that the asset management is adequately
organized.

Section 6-17 of the Companies Act is equally
applicable to the managing director of Folketry-
gdfondet.

Section 11 External representation

The Executive Board represents Folketrygdfon-
det externally and signs on its behalf.
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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 Folketry-
gdfondet externally in matters that fall within his
or her mandate under section 10 of this Act.

In the case that anyone who represents Folket-
rygdfondet by acting on its behalf oversteps his
authority, the transaction is not binding on Folket-
rygdfondet 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.

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 Minis-
try’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 Folketry-
gdfondet’s internal audit department. The Execu-
tive 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
Folketrygdfondet containing more detailed rules.

Section 16 Effective date and amendments to other
Acts

The Act will enter into effect on the date deter-
mined 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 (),
shall read:
f. Folketrygdfondet
2. Section 7, second clause, of Act No. 123 of 21
December 2005 relating to the Government Pen-
sion 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 claim-
ants 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
Servants etc. (Civil Service Act), section 13, sub-
section 2-6, concerning the preferential right to
other posts and severance pay, shall still be appli-
cable to employees of the administrative body
Folketrygdfondet 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.



2008-2009

Report no. 20 to the Storting 209

On the management of the Government Pension Fund in 2008

Regulationsrelating 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
Folketrygdfondet. Folketrygdfondet shall rein-
vest, in its own name, this capital in financial
instruments and cash deposits.

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
Folketrygdfondet, 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 follow-
ing distribution:

Equity instruments 50-70 pct.
Interest-bearing instruments 30-50 pct.

Equity instruments include shares, primary capi-
tal 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. Folketrygdfondet

may enter into sale and repurchase agreements
relating to equity instruments and interest-bea-
ring instruments whereby the purchaser of the
instruments is obliged under the agreement to
return these to the seller.

The portfolio of equity instruments shall be
invested in equity instruments listed on a regu-
lated market place in accordance with the follow-
ing 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 planned 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,
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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
adopted 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
detailed provisions in order to supplement and
implement 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 Man-
agement of the Government Pension Fund — Nor-
way.

Guidelines for the management of the
Government 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

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.
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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-
adjusted for investors with a Norwegian tax
position. Companies that are listed on the stock
exchanges of Iceland and Norway are not
included in the index basis. The company and
regional distribution within the Nordic coun-
tries (ex Norway and Iceland) is established on
the basis of the index supplier’s rules for the
equity index VINX Benchmark. The bench-
mark 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
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 5and 7
of the Regulations

Valuation, return measurement, and risk meas-
urement, 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, Folket-
rygdfondet 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 interna-
tional practice.

A structure shall be established for delegating
responsibility and reporting to the different parts
of the organisation. This structure shall contrib-
ute 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
measurement and management of the market risk
of the Government Pension Fund - Norway.
These principles shall be consistent with laws,
regulations, supplementary guidelines, and best
international 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
measurement 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.
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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
number of positions in the portfolio, the number
and types of uploaded positions to the risk meas-
urement system, the number and types of posi-
tions that are imported to the system with errors,
and the number and types of positions that are
excluded 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-
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 estimat-
ing 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 satisfac-
tory way. The scope of such contracts shall be lim-
ited, and a separate overview of the instruments
shall be registered. This overview shall cover
power of attorney to handle the instrument,
number of signed contracts, permitted counterpar-
ties, estimated market value, description of method
for market valuation, estimated risk, description of
method for risk estimation, established 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 Folketrygdfondet.

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
methods so that it is more probable that the
expected absolute volatility and tracking error is
overestimated than underestimated. The aggrega-
tion 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 dis-
cussion 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 meas-
urement do not capture credit risk, whereas the
more advanced systems measure the risk associ-
ated with variations in the difference between
interest 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 prac-
tice.

Folketrygdfondet shall have satisfactory rou-
tines and systems for selecting and evaluating
counterparties. Monitoring systems and measure-
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ment frequency for control of counterparty expo-
sure and counterparty risk, including require-
ments for minimum credit rating and exposure
limits, shall follow best practice in the area.

Counterparties for unsecured deposits, trad-
ing in unlisted derivatives, and other kinds of
contracts that place a counterparty risk on
Folketrygdfondet 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 unse-
cured deposits and trade unlisted derivatives etc.
with Norwegian counterparties that are not
rated by any of the three agencies. In such cases
Folketrygdfondet shall carry out a credit rating
of the counterparty in question before unsecured
deposits 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 mar-
ket in general or relating to the counterparty in
particular that are relevant to the assessment of
the counterparty’s ability to honour its obliga-
tions. No unsecured deposits shall be made, no
unlisted derivatives trading or other kinds of
contracts shall be entered into with a counter-
party unless the result of Folketrygdfondet’s
credit rating indicates that the credit risk associ-
ated with the counterparty is no bigger than the
one implied by credit rating agencies’ require-
ments to enterprises that are given at least a A-/
A3/A-rating. In specific cases Folketrygdfondet
may grant exemptions from these minimum
requirements 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 expo-
sure 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
guidelines, and best international practice.

Folketrygdfondet shall not take explicit cur-
rency positions as part of the active management
of the Government Pension Fund — Norway, nei-
ther relative to the Nordic benchmark sub-portfo-
lios 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 dis-
cussion 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 Folketrygdfondet.
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-



214 Report no. 20 to the Storting

2008-2009

On the management of the Government Pension Fund in 2008

tion shall at least include the following operational
occurrences: 1) internal fraud, such as misreport-
ing 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 fail-
ures, 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 conse-
quences, monitored and controlled/handled.
Decisions not to close possible gaps between
Folketrygdfondet’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.

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
pricing models.

In cases where market prices cannot be
observed, 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 meth-
odology 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 thor-
ough 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-a-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.



2008-2009

Report no. 20 to the Storting 215

On the management of the Government Pension Fund in 2008

— A description of the key elements of the com-
pany’s internal control and risk management.

— Alist of all significant external service suppliers,
including a complete list of external managers.

— An account of the standards employed by
Folketrygdfondet for the purpose of valuation
(the accounts), performance measurement, as
well as management, measurement, and con-
trol of identified risk factors (market risk,
counterparty risk, and operational risk).

— A report on the Fund’s absolute and relative
return measured in Norwegian Kkroner,
monthly figures - in the aggregate and distrib-
uted across asset classes and the four sub-port-
folios.

— Areport on expenses associated with the Min-
istry 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. Corre-
sponding reporting for the fixed income
benchmark portfolio.

— 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.

— Alist 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
classes and the four sub-portfolios. A descrip-
tion 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.

— Alist 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
premises:

— 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 own-
ership positions to promote such sustainable
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-
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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 Govern-
ance, and the OECD Guidelines for Multinational
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.

532

Folketrygdfondet shall report annually on its
exercise of ownership rights in accordance with
the Ministry’s guidelines for the exercise of own-
ership 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 —
Global, point 4.1, makes a decision regarding neg-
ative screening or exclusion of a company that the
Government Pension Fund — Global is invested in,
the decision will have the same effect on the
investment possibilities of the Government Pen-
sion Fund — Norway.

6. Transitional provisions to the Guidelines given in
sections 1-5

This item is exempt from the public domain.

Management agreementbetween the Ministry
of Finance and Folketrygdfondet

The Ministry of Finance and Folketrygdfondet
have, on 17 December 2008, entered into the fol-
lowing agreement for the management of the Gov-
ernment Pension Fund — Global.

1. Background

Folketrygdfondet shall be in charge of the opera-
tional 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 Folketry-
gdfondet 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 21 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 relation-
ship between the Ministry of Finance and Folket-
rygdfondet 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 Folketry-
gdfondet may be deducted from the Pension
Fund’s return according to clause 4.1 of the agree-
ment.

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 Minis-
try of Finance and its external service providers.
Folketrygdfondet shall give the Ministry of
Finance information as specified in Appendix 1 to
this agreement.
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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, Folket-

rygdfondet 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 Min-
istry of Finance for meeting Folketrygdfondet’s
obligations under this agreement.

In the case of outsourcing, Folketrygdfondet
has a duty to:

1. ensure that the internal control and the ability
to monitor compliance with the obligations
under this agreement are not impaired or
impeded,;

2. ensure that the service provider has the neces-
sary competence, capacity, and the licences
required to perform the tasks in question;

3. ensure that the service provider supervises the
outsourced functions and handles the risk
associated with the task;

4. 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;

5. 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;

6. 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;

7. ensure that the outsourcing contract can be
terminated by Folketrygdfondet without influ-
encing the continuity and the quality of Folke-
trygdfondet’s services;

8. 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;

9. ensure that Folketrygdfondet and the auditor
have actual access to information related to the
outsourced activity and to the service provi-
der’s premises;

10. 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 man-
agement of the Pension Fund are selected, the
Ministry of Finance shall be informed of the proc-
ess 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.

3.4 Consultation etc.

At the request of the Ministry of Finance, Folket-
rygdfondet shall give the Ministry of Finance
advice on changes to the management frame-
work. Folketrygdfondet may also on its own initia-
tive give input to the Ministry of Finance regard-
ing the management framework.

3.5 Exclusion and negative screening of individual
financial instruments

If the Ministry of Finance makes decisions
regarding the exclusion of companies under sec-
tions 4 and 8 in the Regulations relating to the
Management 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.
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4. The Ministry of Finance’s obligations
4.1 Remuneration

The Ministry of Finance shall remunerate Folket-
rygdfondet 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
present the necessary documentation in order to
clarify the tax position of Pension Fund invest-
ments abroad.

4.3 Regulations, guidelines, etc.

Folketrygdfondet shall have the opportunity to
present its opinion before amendments are made
to the regulations, decisions or guidelines pertain-
ing to the management and shall receive reasona-
ble prior notice in order to make possible changes
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:

1. 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;

2. extended reporting requirements and/or
reporting formats on a temporary or perma-
nent basis; or

3. 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 serv-
ice 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 1.1. 2009.

7.2 Amendments

The agreement shall be amended when changes
in laws and regulations so indicate. This agree-
ment and its appendices cannot be amended with-
out 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, 17 December 2008

On behalf of the Ministry of Finance  On
behalf of Folketrygdfondet

Tore Eriksen, Secretary General,
Svarva, Managing Director

Olaug

Appendix 1 Reporting to the Ministry of Finance
This item is exempt due to space limitations.
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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 man-
agement of the Fund. For 2009 the running
expenses (excl. depreciations) for the manage-
ment of the Fund will be covered at up to NOK

100 mill. Additionally, investments are covered
within a total limit of NOK 9,5 mill.

Both parties may request a renegotiation of
the management fee for 2009 until 31 August
2009, 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 2009 in accordance with
the above paragraph.
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Appendix 2

Active management of the Government Pension Fund - Global

Letter from Norges Bank to the Ministry of Finance of 14 March 2009

In connection with the Ministry’s work on its
annual Report to the Storting (Norwegian parlia-
ment) on the management of the Government
Pension Fund — Global, Norges Bank would like
to comment on certain matters concerning active
management.

The markets in which the Government Pen-
sion Fund - Global invests, especially the liquid
equity and fixed income markets of Europe and
the US, are nearly efficient. This means that mar-
ket prices will at all times reflect all relevant infor-
mation about the securities in question, and it will
be hard to generate consistent added value by for-
ming expectations as to how market prices will
move in the future.

This insight forms the foundation for the ope-
rational management of the Government Pension
Fund - Global. When we develop our investment
strategies, we begin with the Fund’s unique cha-
racteristics. The most important are its size and
long-term investment horizon. Our potential to
achieve results as an investor lies in turning these
factors to the Fund’s benefit through active strate-
gies, and our most important advantage is the
possibility of implementing these strategies at low
cost. Over time, the level of active management
will depend on the results that can be achieved.

Our view of the role as a large financial investor

Efficient capital markets depend on a sufficient
number of market participants actively participa-
ting in price formation. Were large institutional
investors such as the Government Pension Fund
— Global to rely exclusively on other participants
to ensure efficient price formation, this could
undermine the function of capital markets. The
Fund is now probably the largest equity investor
in Europe. Exclusively pursuing a passive strategy
and not contributing to efficient price formation
would not be compatible with this role.

There are great expectations for the Fund’s
active ownership activities. It is important that

large institutional investors such as Norges Bank
are not passive but exercise their rights as mino-
rity shareholders. In our dealings with companies,
our legitimacy and influence depend on us being
seen as a long-term investor pursuing financial
interests. In our dealings with national authorities
in the countries in which we invest, it is also
important that we are perceived as pursuing finan-
cial interests when we take up our active owners-
hip agenda. All in all, an element of active manage-
ment will be essential for Norges Bank’s legiti-
macy in the implementation of important parts of
its management mandate.

Aspects of the investment strategy

The Fund’s long-term investment horizon is the
starting point for its investment strategy and for
its benchmark portfolio and asset allocation. Risk
premiums on different asset classes in capital
markets vary over time. An investor with a suffici-
ent time horizon and risk capacity should be able
to exploit this and collect risk premiums that are
not fully reflected in the benchmark portfolio. A
sharp distinction between overarching investment
strategy and operational management may be
inappropriate. Our strategic advice to the
Ministry must be based on analyses of these risk
premiums and be taken into account when impor-
tant strategic decisions are made.

Possibility of adding value through active
management

The aim of active management is to make a posi-
tive contribution to the return on the Fund over
time. The Fund differs from the average investor
through its size and long-term approach. Our
active strategies must have this as their basis.
The Fund’s size can be an advantage in its
management, because it makes it possible to take
relatively large positions in specific situations wit-
hout a significant change in the risk in its manage-
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ment. An active manager is able to participate in
the primary market for equities, based on specific
insight and expertise. A large investor in particu-
lar will be able to achieve favourable terms in this
market. As a passive investor, the Fund would not
purchase equities until they are included in the
benchmark index at a later, arbitrary point in
time, and in a situation where our size may impact
on prices.

The Fund’s long-term approach means that we
have a better basis for riding out fluctuations in
the return on the Fund. This risk capacity sets us
apart from the average investor. Our positions are
leveraged to only a small degree. We are not for-
ced to realise losses in the short term if funding
falls away. Unlike some other large institutional
investors, we are not subject to rules forcing us to
make adjustments to the portfolio in critical pha-
ses. Also important is that the Fund has a long-
term owner that does not make significant chan-
ges in the management framework in situations
with unusual or stressed markets.

Our approach to the composition of active
investment strategies is based on diversification,
specialisation and delegation, and aims to ensure
the best possible trade-off between risk and
return in active management. Over time, we have
had good experience of this approach.

The Fund has a broadly diversified portfolio
which largely mirrors the size of the various sub-
markets. The risk in the management of such a
well-diversified global portfolio will, in the first

instance, depend on volatility in these broad mar-
kets and covariance between them. Active mana-
gement in itself will not serve to increase the
Fund’s market risk, provided that it does not
expose the Fund to structural risk factors.

One important reason why, on average, active
management does not add value for investors is
high fees and management costs. Low costs are
an important advantage for NBIM. This gives us
greater potential to generate excess returns than
the average investor.

Now that the Fund’s investment universe and
benchmark portfolio are gradually being expan-
ded, there is growing exposure to markets where
there is little reason to expect the efficient mar-
kets hypothesis to hold. This increases the poten-
tial to add value through active management.

Conclusion

As manager and adviser, Norges Bank can com-
bine theoretical insight, proximity to the markets
and a knowledge of individual investments. Mana-
gement costs are low. Given the Fund’s size and
long-term approach, few investors are better pla-
ced to exploit the fact that many markets are not
totally efficient.

Yours faithfully

Svein Gjedrem Yngve Slyngstad
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Appendix 3

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

Letter from Norges Bank to the Ministry of Finance of 12 February 2009

1 Background

We refer to the Ministry of Finance’s letter of 20
October 2008 on risk-based supervision of Norges
Bank’s management of the Government Pension
Fund - Global, in which the Ministry refers to
Ernst & Young’s review of investment manage-
ment at Norges Bank in 2007 and Norges Bank’s
response to Ernst & Young’s report, and raises a
number of issues in this context.

In this letter, Norges Bank outlines the chan-
ges made to the Bank’s organisation of invest-
ment management over the past year. We also
comment on specific projects on which the
Ministry requests a status report, and we discuss,
on a general basis, the framework and guidelines
for the management of market risk in the Govern-
ment Pension Fund — Global. Finally, we address a
number of issues relating to the supervision of the
Bank’s investment management unit, Norges
Bank Investment Management (NBIM), by the
Executive Board and Internal Audit.

2 Organisation and oversight of
investment management at Norges
Bank

The organisation and oversight of investment
management at Norges Bank were changed in a
number of significant respects in 2008. The Exe-
cutive Board issued a new job description and
investment mandate for the Executive Director of
NBIM with additional reporting requirements
(see section 6 below).

Until 2008, NBIM was organised into two rela-
tively independent business areas: one for equi-
ties and one for fixed income instruments. A vari-
ety of central staff functions — including project
management, budgeting, IT and a number of
reporting and control functions — had gradually
been transferred out to the two business areas. As

NBIM’s activities grew in size and complexity,
however, we saw a need for a greater degree of
centralised supervision and control.

The appointment of a new Executive Director
of NBIM in 2008 made it natural to review its
organisation. At the same time, the global finan-
cial crisis had led to a number of changes in the
oversight and supervision of the activities. We
would like to stress that NBIM will review the
organisation of its operations regularly, which
means that the description of its organisation
below must not be regarded as static.

A new organisation for NBIM was introduced
from 1 March 2008. The aim was partly to strengt-
hen and focus its investment functions, and partly
to strengthen the overarching control functions.
We have drawn a clear distinction between depart-
ments responsible for investment decisions and
departments responsible for operational and con-
trol functions. We have separated responsibility
for executing transactions in the markets (tra-
ding) from the responsibilities of the portfolio
managers, with the result that those taking invest-
ment decisions do not themselves perform trades
in the markets. The division of roles at this level,
with guidelines built into the trading systems, will
provide an effective safeguard against the risk of
error or irregularity at the level of the individual.

NBIM has reinforced its control functions
through recruitment and reorganisation. We have
built up a unit for monitoring market risk, credit
risk and counterparty risk across the investment
units. This unit is now physically located closer to
the employees responsible for active risk-taking in
the Fund, whereas previously it had more the
nature of a staff function. At present, around 20
employees work in this function.

NBIM has also reinforced the control func-
tions that are responsible for ensuring that NBIM
complies with market regulations, monitor com-
pliance with investment mandates, interpret inves-
tment guidelines, prepare instrument approvals,
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and have responsibility for the authorisation
structure. This function has also been given a
broader mandate to monitor NBIM’s non-market
risks. In practice, this entails a responsibility for
ensuring that the other departments manage
these risks, which comprise operational risk, IT/
information risk and legal risk, as well as behavi-
oural standards and reputational risk in the broad
sense. At present, around 15 employees work in
this function.

NBIM has established a formal committee
structure which draws on expertise from across
the organisation. These committees are advisory
and are used by NBIM’s Executive Director to
discuss relevant issues before decisions are
taken. The committees also play an important role
in the design of important guidelines for NBIM’s
operations. Currently NBIM has five committees:
one for investment universe, one for credit and
counterparty risk, one for business policies , one
for investment risk, and one for valuation.

Norges Bank has established a new invest-
ment mandate structure. The Executive Board
has issued a new investment mandate for the Exe-
cutive Director of NBIM and requirements for
more extensive reporting (see discussion below).
The content of NBIM’s own mandates has also
been overhauled. Risk limits are now issued along
many more dimensions than before. First, there
are quantitative model-based limits. There are
also risk limits that are based not on models but
on gross nominal exposures and the level of
usage of derivatives. In addition, the new invest-
ment mandates contain clear guidance on desired
liquidity and limits for systematic exposure to spe-
cific market factors.

Many of the risk systems based on quantita-
tive models have not provided useful signals
during the global financial crisis that erupted in
summer 2007. Our experience is that models or
stress tests alone are not sufficient for assessing
risk. A combination of different quantitative and
qualitative measures and limits should underlie
the management of all types of risk in financial
management. We believe that the new structure
of the investment mandates provides a solid foun-
dation for delegating and verifying more aspects
of market risk.

The Executive Board’s supervision and con-
trol of NBIM’s operations is discussed in section 6
below.

3 Status of key projects

The following looks at two important projects on
which the Ministry requests a status report: inde-
pendent valuation and measurement of counter-
party risk.

3.1 Independent valuation

Norges Bank has agreed with the Ministry that
the accounts for the Government Pension Fund -
Global are to be prepared in accordance with the
Bank’s accounting policies and the 1998 Acco-
unting Act, with a few exceptions. These policies
were presented in Norges Bank’s annual report
for 2007 and NBIM’s own annual report for 2007.
From this starting point, NBIM has introduced
more detailed valuation policies, which are to
apply to both the preparation of accounts and the
measurement of returns.

The aim of the independent valuation project
was to establish a solution that ensures that all of
the Fund’s holdings are priced, quality-assured
and verified by bodies independent of those
taking investment decisions, both internally at
NBIM and at external managers. Valuations are to
comply with generally accepted accounting prin-
ciples and the requirements set out by the
Ministry in section 4.1 of the Guidelines for the
Management of the Government Pension Fund —
Global.

The independent valuation project was com-
pleted in October 2008. New requirements were
introduced for both NBIM and our external acco-
unting service providers (currently JPMorgan
Chase and Citibank). Further improvements are
being made on an ongoing basis.

NBIM'’s external accounting service providers
play an important role in this solution. They have
responsibility for pricing both externally- and
internally-managed portfolios using independent
price sources. The accounting service providers
are to use a pricing hierarchy established by
NBIM. In the capacity of pricing coordinator, a
control unit in NBIM’s operations area is respon-
sible for pricing the same instruments as the acco-
unting service providers. This unit reconciles its
own valuations with the prices received from the
accounting service providers.

The control unit is responsible for conducting
additional pricing checks at month-end to assure
the quality of prices and ensure that the pricing hie-
rarchy is being observed. Spot checks will also be
made during the month. Where necessary, the
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internal control unit will enlist the support of exter-
nal pricing specialists selected to assist with the pri-
cing of particularly challenging instruments.

NBIM’s valuation committee (see section 2
above) is a forum for discussing significant pri-
cing issues. The committee meets at least once a
quarter ahead of the publication of the accounts.
Central Bank Audit and its external partner will
review price quality and price controls while the
quarterly accounts are under preparation.

Norges Bank believes that this structure will
ensure both quality and independence in the pri-
cing and valuation of all financial instruments in
the Fund.

3.2 Counterparty risk

Norges Bank’s framework for the evaluation and
monitoring of counterparty risk has been built up
in accordance with the requirements laid down by
the Ministry in section 4.2.2 of the Guidelines for
the Management of the Government Pension
Fund - Global.

When selecting and evaluating counterparties,
an external credit rating from the credit rating
agencies Moody’s, Standard & Poor’s and Fitch is
required. Higher ratings are required for unsecu-
red credit exposure than for secured -credit
exposure (i.e. exposure secured against other
securities or cash). Changes in counterparties’
credit ratings are monitored continuously by an
independent control unit.

NBIM'’s project for improving and developing
its systems for the management of counterparty
risk was started up in 2007. We originally assu-
med that the current system for measuring mar-
ket risk would also be used for measuring
counterparty risk. In 2008, however, we again
compared international practice with NBIM’s
business model and mapped alternative system
solutions. We decided to conduct an international
tender process. NBIM expects to have a new
framework in place during the first quarter of
2009 and a new system for measuring counter-
party risk in place during the second quarter of
2009.

Based on the applicable monitoring and con-
trol structure, we have taken a number of steps to
reduce counterparty risk, the most important
being:

NBIM has substantially reduced exposure to
derivatives and repurchase agreements, and some
complex unlisted products are no longer appro-
ved instruments

Requirements that trading in unlisted derivati-
ves can be performed only with counterparties
with whom we have entered into a separate agre-
ement, and which safeguard our rights, partly
through the counterparty having to provide colla-
teral in the form of securities and/or cash

Changes in the process for approving counter-
parties following the reorganisation of NBIM, and
closer supervision and monitoring of counterpar-
ties

Decision to cease all new trading, terminate
outstanding transactions and monitor develop-
ments at a number of key counterparties that ran
into problems in 2008

We have focused particularly on credit and
counterparty risk since the credit crisis erupted in
July 2007. The new framework and system for
measuring counterparty risk will be tailored to a
narrower range of instruments and a general
reduction in the complexity of investment mana-
gement, especially in internal and external fixed
income management.

4 Creditrisk

NBIM has issued new guidelines for credit risk
specifying how it is to be measured and monito-
red. As mentioned in section 2 above, we have set
up a counterparty and credit risk committee,
which is to ensure a multidisciplinary focus on all
credit-related aspects of our investment manage-
ment.

NBIM’s credit risk guidelines provide clear
guidance on how credit risk is to be managed at
NBIM: from unambiguous definitions of terms to
concrete methods and the scope of different mea-
surement criteria. The guidelines require NBIM
to establish a framework for measuring and verify-
ing credit risk, both for individual issuers and for
the overall portfolio of issuers, including correla-
tions between issuers. Stress tests of credit risk
are also to be performed to take account of possi-
ble extreme market situations. A concentration
analysis for both absolute and relative credit risk
is also to be performed for the overall portfolio of
issuers with the aim of identifying potential large
positions at different levels of the portfolio (sec-
tor, currency, region).

In addition, NBIM is to monitor movements in
the market’s credit rating for all issuers in the fixed
income portfolio. The guidelines also require the
establishment of procedures for situations where
there is a defined credit event (default).



2008-2009

Report no. 20 to the Storting 225

On the management of the Government Pension Fund in 2008

To meet the increasing requirements for the
identification, measurement and verification of
credit risk, NBIM has reinforced the department
responsible for risk management with new staff
with a broad and varied background in the field.

NBIM took a number of steps in 2008 to
improve the quantitative model-based side of the
measurement and analysis of credit risk. We have
taken into use a new third-party model that can be
used to monitor credit developments in large indi-
vidual exposures in our investment portfolio. We
are considering extending the use of this model to
form the basis of internal modelling, or acquiring
a separate system to measure and analyse credit
risk for the entire portfolio as a supplement to
today’s modelling of market risk in our system for
measuring that type of risk (RiskManager).

NBIM also plans to integrate standard stress
tests into its periodic calculations of market risk.
These tests will be based on defined historical
periods with big swings in financial markets. The
tests will also include periods where credit risk
was high. These stress tests have been defined
and are now being assessed. For other parts of
the guidelines, processes are ongoing to establish
a framework that addresses the different require-
ments at both company and portfolio level.

5 Marketrisk

The Regulations on the Management of the
Government Pension Fund - Global currently
establish a maximum limit for relative market risk:

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.

The Ministry has also established additional
requirements in section 4.2.1 of the Guidelines for
the Management of the Government Pension
Fund - Global:

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
measuring methods, decomposition and measure-
ment frequency.

In the case of the Government Pension Fund -
Global, market risk is measured as expected track-
ing error, which is the expected value of the stan-
dard deviation in the difference between the return
on the actual portfolio and the return on the bench-
mark portfolio. However, no single measure of risk

can capture all relevant risk factors for the Fund
over time. In addition, the turbulent market condi-
tions since summer 2007 have revealed weaknes-
ses when it comes to predicting risk in such mar-
kets. In this context, we also refer to the Bank’s
four letters to the Ministry between November

2008 and January 2009 on the measurement of

tracking error in the fourth quarter of 2008.

It is important that the framework for risk
management is designed in such a way as to pro-
vide as detailed a risk picture as possible. The
Executive Board has therefore issued a new
investment mandate for the Executive Director of
NBIM (see section 6 below), which sets out limits
for risk management based on the following main
categories of risk:

— Deviation from the benchmark index, where
the aim is to ensure that the measurement of
exposures is not based on a quantitative model.
Limits can be set for:

— Deviation between the actual and bench-
mark portfolios broken down by asset class
and geographical region

— Sector deviation in the fixed income and
equity portfolios

— Minimum levels of overlap between the
actual and benchmark portfolios for the two
asset classes

— Leveraging of the portfolios
— Risk from price history (volatility and correla-

tion), which combines portfolio exposures and

the markets’ statistical properties. Limits can
be set for:

— Maximum utilisation of market risk as mea-
sured by expected tracking error under
normal market conditions, so that there is a
buffer when unexpected situations occur

— Concentration risk in the portfolios
— Factor exposure, which describes to what

extent the portfolio is systematically exposed

to factors such as small-cap companies or
emerging markets

— Liquidity exposure, to ensure that we have suf-
ficient room to manoeuvre to be able to adjust
exposure in our investment management,
including the extent to which exposures are
liquid and can be sold

In each of the above risk categories, there will
also be different and complementary measure-
ment methods. Multiple approaches to risk and
complementary measurement methods are
important to ensure an effective and robust struc-
ture for risk supervision.
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Norges Bank believes that the constraints on
market risk imposed by the Ministry should be
small in number, robust, and easy to communicate.
Our view, therefore, is that the current measure of
risk (expected tracking error) is a sound measure
which is also the industry standard, and that the
Ministry should retain this measure as the sole
measure of market risk established by the
Ministry. In the current market situation, it appears
that all traditional risk models have failed as predic-
tors of developments in market risk. Norges Bank
will therefore get back to the Ministry with an
assessment of parameter-setting in the modelling
of market risk in the RiskManager risk system.

We also believe that credit risk in the portfolio
is well-modelled under “normal market condi-
tions”. Previous formal restrictions, such as the
requirement for a minimum credit rating, would
not have improved risk management in the situa-
tion we have had since 2007. NBIM has found that
the credit ratings from the three agencies
Moody’s, Standard & Poor’s and Fitch have not
been good enough.

Nevertheless, it is clear that no single measure
can provide a complete picture of the risk to which
the Government Pension Fund — Global is expo-
sed. Instead of introducing new risk limits, we
recommend that Norges Bank reports risk along
more dimensions. These reports should cover
deviation from the benchmark index, risk from
price history, factor exposure and liquidity
exposure (see discussion above of the limits that
the Executive Board has established for NBIM).
We therefore recommend that the Ministry recei-
ves a supplementary quarterly report as well as the
public quarterly report. This supplementary report
will present returns broken down by area and the
status of all key quantitative requirements. The
more detailed contents of the report can be agreed
between the Bank and the Ministry. We assume
that these requirements and the associated repor-
ting will take care of the Ministry’s supervision and
oversight of the management of the Fund, and that
there will remain a clear division of responsibility
between the Bank and the Ministry.

6 Supervision of investment
management by the Executive Board
and Internal Audit

The Executive Board has reinforced its supervi-
sion of investment management at Norges Bank
in recent years. In 2007, we established the Exe-

cutive Board’s audit committee and an internal
audit unit. The audit committee comprises three
of the Executive Board’s external members and
serves as a preparatory body for the Board on
matters relating to its oversight functions and
responsibility for risk management and internal
control. The audit committee discussed eight mat-
ters concerning the Bank’s investment manage-
ment in 2008.

The Executive Board issued a new job descrip-
tion and investment mandate for the Executive
Director of NBIM in 2008. The starting point is
that the Executive Director of NBIM stands in the
same position as the other Executive Directors at
Norges Bank. However, the tasks assigned to
NBIM are distinct from the Bank’s other activities
as a central bank, in the sense that the investment
management operation has the characteristics of
a commercial undertaking. The management of
the Government Pension Fund — Global has been
delegated to Norges Bank pursuant to a separate
act of parliament and management agreement.
There has also been an increasing tendency in
recent years for NBIM to be treated as an inde-
pendent area within the central bank.

The job description sets out the responsibili-
ties and duties of the Executive Director of NBIM
with respect to the general public and external
relations, including interaction with Norges
Bank’s clients and the framework for the respon-
sibility he has for the planning and organisation of
NBIM’s operations, supervision and control, etc.

The investment mandate for the Executive
Director of NBIM sets out supplementary rules
for the individual portfolios within the investment
limits established by the Ministry. These cover
the investment universe, investment constraints,
the delegation of management responsibility, and
reporting. The investment mandate also descri-
bes the risk profile for investment management
that the Executive Board wishes to establish,
including the principles and parameters for the
management and measurement of risk as well as
reporting requirements. We refer to the discus-
sion of the investment mandate for the Executive
Director of NBIM in section 5 above. The monthly
reporting from NBIM to the Executive Board
includes not only returns and any breaches of the
investment guidelines laid down by external cli-
ents or the Executive Board, but also the status of
the additional restrictions that the Executive
Board has established for market risk. There are
to be reports on deviation from the benchmark
index (asset class, geographical region, sector,
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leveraging, overlap), risk from price history
(maximum use of market risk under normal mar-
ket conditions, concentration risk in the portfo-
lios), factor exposure, and liquidity exposure.

On 1 January 1998, the Executive Board deci-
ded to establish a system of internal control based
on the Norwegian financial supervisory authority
Kredittilsynet’s Internal Control Regulations.
Internal control at Norges Bank is defined as all
measures, arrangements and systems initiated
and implemented by the Executive Board and the
Bank’s management and employees in order that
we can be reasonably certain of achieving our
objectives.

With effect from 1 January 2009, the 1997
Internal Control Regulations were replaced with
the new Regulations No. 1080 of 22 September
2008 on Risk Management and Internal Control.
These new regulations make more stringent
requirements of the role of the board in the
design of structures for internal governance and
internal organisation. The Executive Board is of
the opinion that the principles for internal gover-
nance drawn up by the Committee of European
Banking Supervisors (CEBS) form an appropriate
basis for its assessments. However, the self-
assessment form to which the Ministry refers in
its letter of 20 October 2008 was developed for
commercial banks etc. The Executive Board has
therefore adopted principles for internal gover-
nance tailored to Norges Bank’s operations as the
basis for its annual assessments. These principles
have been used in the Executive Board’s assess-
ment of risk management and control in the Bank
with effect from the 2008 reporting year. Norges
Bank believes that these measures satisfy the new
regulations’ requirement for the Executive Board
to assess Norges Bank’s risk management and
internal control annually.

Internal Audit prioritised risk management
and internal control at NBIM in 2008. Among
other things, it reviewed the status of the follow-
up of Ernst & Young’s report. The aim of this was
to provide the Executive Board with confirmation
that action has been taken in accordance with
Norges Bank’s response to the Ministry.

Internal Audit concluded that NBIM’S new
organisational model results in a clearer division
of roles and responsibilities in the organisation.
Organisational units have been set up to measure
and report risk independently of the investment
line. Internal Audit considered that these are
important organisational measures for ensuring
good risk management and internal control.

The new organisation of NBIM’s operations
also entails extensive changes to working proces-
ses. NBIM is working on tailoring the manage-
ment of operational risk to its new working pro-
cesses, and Internal Audit will be monitoring this
work closely in the time ahead. In December
2008, an audit was begun at the request of the
Executive Board. The focus of this audit is on:

— NBIM’s processes for identifying, prioritising
and reporting operational risks

— NBIM’s implementation of risk reduction mea-
sures

Norges Bank will keep the Ministry informed of
any significant changes in risk management, orga-
nisation and supervision in relation to the Bank’s
management of the Government Pension Fund -
Global.

Yours faithfully

Svein Gjedrem Yngve Slyngstad
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