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The Management of the Government Pension Fund in 2011

1 Introduction

The Government Pension Fund comprises the
Government Pension Fund Global (GPFG) and
the Government Pension Fund Norway (GPFN).
The two parts of the Fund are managed by
Norges Bank and Folketrygdfondet, respectively,
under mandates set by the Ministry of Finance.

In this report, the Ministry of Finance pres-
ents results and assessments relating to the man-
agement of the Government Pension Fund in
2011. Plans for the further development of the
Fund’s investment strategy are also presented, as
announced in Report No. 15 (2010-2011) to the
Storting — The Management of the Government
Pension Fund in 2010. An account is also given of
the efforts made to develop the management
framework.

Long-term, good management of Norway's petroleum
resources

When the Bratteli Government presented the first
comprehensive report to the Storting on the inte-
gration of the petroleum sector into the Norwe-
gian economy in 1974, an ambition was adopted
which stated that the oil revenues should primar-
ily be used to develop «a qualitatively better soci-
ety»; see Parliamentary Report No. 25 (1973-74) —
Petroleum Industry in Norwegian Society. The
report stated that «A rapid and uncontrolled
growth in the use of material resources should be
avoided, unless the social structure is otherwise
substantially changed».

Moreover, it was recognised early on that the
large revenues from the petroleum sector are not
income in the normal sense, but to a large degree
involve the extraction of a non-renewable
resource. Accordingly, to ensure long-term bal-
ance in the economy, it was important to limit the
use of state oil revenues. This implied that, at
times, it would be necessary to invest some of the
revenues from the petroleum sector outside Nor-
way.

Until the mid-1990s, a large proportion of the
revenues from the petroleum sector were used
over the national budgets, and to repay national
debts. The State Petroleum Fund was established

by legislation in 1990, and the first allocation to
the Fund was made in 1996. In 2006, the Fund was
renamed the Government Pension Fund Global
(GPFG).

The prospects of large revenues from the
petroleum sector and a strong increase in fund
capital since the year 2000 indicated a need for
guidelines to ensure a long-term and systematic
use of oil income. Report No. 29 (2000-2001) to
the Storting — Economic policy guidelines, intro-
duced the fiscal policy guideline.

The value of the GPFG is now in the same
order of magnitude as the present value of the
expected future revenues from the petroleum sec-
tor. The extraction and sale of Norway’s petro-
leum resources generates large revenues to the
state on an ongoing basis. The part of these reve-
nues which is not used in the national budget is
invested in financial assets held by the GPFG.
Over time, therefore, the state’s wealth will
become less dependent on developments in oil
and gas prices.

Experience shows that Norway has succeeded
in facilitating long-term, good management of the
country’s petroleum wealth, so that it can benefit
both current and future generations. A third of the
total value of the state’s net income from the
petroleum sector consists of residual petroleum
resources on the Norwegian continental shelf,
one third is invested abroad through the invest-
ments held by the GPFG, and the remaining third
has either been used over the national budget or
saved in some other form. At the end of the year,
the fund capital amounted to over NOK 3,300 bil-
lion. The Government is emphasising safe, long-
term management of the Norwegian people’s joint
savings, so that Norway can realise its vision of a
qualitatively better society that protects individu-
als and delivers inter-generational solidarity.

The strategy for the management of the Fund
is designed based on the expected long-term
effects of different investment choices. The return
on the Fund will depend on sustainable develop-
ment in economic, environmental and social
terms, and on well-functioning, legitimate and effi-
cient financial markets.
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Fluctuating markets

In 2011, the return on the GPFG’s investments
was -2.5 percent before the deduction of manage-
ment costs, measured in the Fund’s currency bas-
ket. Measured in Norwegian krone, the return
was -1.4 percent. The development of the Norwe-
gian krone does not, however, influence the
Fund’s international purchasing power. Norges
Bank’s management costs reduced the return by
0.08 percentage points. The return on the invest-
ments of the GPFN was -3.9 percent before the
deduction of management costs. The manage-
ment costs of Folketrygdfondet reduced the
return by 0.08 percentage points.

Norges Bank achieved a return that was 0.1
percentage points lower than the benchmark
index against which the management of the
GPFG is measured. Folketrygdfondet achieved a
return that was 1.3 percentage points higher than
the benchmark for the GPFN.

The results for 2011 are characterised by con-
siderable uncertainty in the financial markets
regarding the growth prospects of the global
economy. The sovereign debt crisis in Europe also
had a negative effect on the amount of risk which
investors were willing to take on. This resulted in
a drop in the European equity market in particu-
lar.

Since 1998, the GPFG’s annual return has varied
between -23.3 percent and 25.6 percent, and the
GPFN’s return has varied between -25.2 percent
and 33.5 percent. The results achieved by active
management also vary from year to year. Over time,
both Norges Bank and Folketrygdfondet have gen-
erated value in their operational management.

The results emphasise that we must be pre-
pared for the value of the Government Pension
Fund to vary significantly from year to year. Fig-
ures from Norges Bank show that we should nor-
mally expect the value of the GPFG’s investments
to fluctuate by around 10 percent (at present,
around NOK 300 billion), from one year to the
next. Corresponding figures from Folketrygdfon-
det show that annual fluctuations in the value of
the GPEN of around 17 percent (currently around
NOK 22 billion), are normal.

The Government Pension Fund has a consid-
erable capacity to absorb such fluctuations. The
investment strategy does not aim to minimise fluc-
tuations in the value of the Fund. A strategy with
this objective would produce a considerably lower
expected return over time. Furthermore, there is
little risk that the owner of the Fund will need to
withdraw large amounts on short notice. This

gives the Fund a greater ability to bear risk than
many other investors.

Since 1997, the annual real return on the
GPFG’s investments has averaged 2.7 percent.
This is lower than the Ministry’s estimated long-
term real return of 4 percent, but nevertheless
well within the margin of uncertainty which must
be expected. The real return on the Fund is dis-
cussed in greater detail in chapter 2; see box 2.1.

The importance of transparent management which
enjoys widespread support

It is important that we succeed in maintaining a
long-term investment strategy during periods of
unrest in the financial markets. Broad support for
how the Government Pension Fund is managed
provides a solid foundation for long-term manage-
ment. The Storting’s consideration of the annual
report on the management of the Government
Pension Fund is part of this.

Transparency is a prerequisite for securing
widespread confidence in the management of the
Government Pension Fund. The risk which is
assumed in management activities must be pre-
sented properly. This report, along with the ongo-
ing reporting by Norges Bank and Folketrygdfon-
det, is meant to contribute in this regard.

Good long-term management demands continuous
efforts...

The Ministry wants to ensure that the Govern-
ment Pension Fund is the best managed fund in
the world. This requires us to identify interna-
tional best practice with regard to all aspects of
fund management, and strive to implement it.

The objective for the investments of the Gov-
ernment Pension Fund is to achieve the highest
possible return over time, given a moderate level
of risk. The investment strategy is based on the
principle that taking risk gives a pay-off in the
form of higher expected returns, or risk premium,
over time. The Ministry is giving emphasis to
exploiting the Fund’s ability to bear risk by build-
ing on its special characteristic as a large, long-
term investor.

Government bonds are normally considered
to be among the safest investments in the world.
However, the sovereign debt crisis in some Euro-
pean countries has shown that investors believe
that the selection of government bonds which can
play this kind of role is currently more limited
than before. It is difficult to uncover all forms of
risk in advance. A good diversification between
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individual countries and regions will reduce the

Fund’s exposure.

In Report No. 15 (2010-2011) to the Storting,
the Ministry concluded that the exchange rate
risk appears smaller than previously expected,
and that there is no longer a basis for such a
strong concentration of the investments in
Europe. In addition, the report stated that a geo-
graphical distribution in accordance with market
values is a natural starting point for the composi-
tion of the Fund’s equity portfolio, but that factors
such as investability, concentration risk and
expectations regarding risk and return in differ-
ent markets would also be relevant consider-
ations. Moreover, the Ministry wrote that a rele-
vant question is whether the proportion of the
Fund which is invested in emerging markets
should be increased by more than the amount
indicated by market trends and a reduction in
Europe’s weight.

As notified last year, this report sets out the
following plans for changes to the GPFG’s invest-
ment strategy:

— Anew benchmark for the GPFG’s fixed income
investments that incorporates GDP-weighting
of government bonds and a simplification of
the benchmark through the removal of some
sub-markets. The implementation of these
changes has commenced. Further, there are
plans to expand the benchmark index to
include government bonds from emerging
economies.

— A new geographical distribution for the
GPFG’s equity investments, which will be
based more on market weights than before.
The plan is to reduce the European proportion
by around 10 percentage points. The emerging
markets proportion increases by about 2 per-
centage points.

— Plans are also presented for a change to the
system for rebalancing of the Fund’s equity
portion.

Sections 2.2 to 2.4 of this report discuss the
planned changes to the benchmark for the
GPFG’s fixed income investments and to the geo-
graphical distribution of the benchmark for equi-
ties.

Section 2.5 explains the GPFG’s rebalancing
rules. The values of the equity and fixed income
portfolios will develop differently, even if Norges
Bank does not purchase or sell securities. The
Ministry of Finance has therefore set rules for
Norges Bank’s management, which ensure that
the equity portion does not deviate too much from

the chosen equity portion of 60 percent. These
rules are important for the Fund’s total risk. Good
experiences have been made with the Fund’s
rebalancing rules. Among other things, they con-
tributed to particularly large equity investments in
periods of falling stock prices at the beginning of
the 2000s, and during the financial crisis in 2008-
2009. At the same time, it is natural to consider
whether the rules can be improved. The new geo-
graphical distribution of the Fund’s investments
and the changes to the fixed income benchmark
also indicate that the rebalancing rules should be
adjusted.

.. based on long-term assessments of risk and return

The Fund’s investment strategy is based on
assessments of expected risk and return in the
long run. Changes to the strategy must be consid-
ered within a long-term perspective. It is not desir-
able to amend the strategy quickly or too often.
The strategy cannot be formulated based on cur-
rent issues in the financial markets.

The Ministry seeks to facilitate a broad-based
debate on important aspects of the Fund’s invest-
ment strategy. Material changes are submitted to
the Storting. A thorough decision-making process
is a strength of the investment strategy. At the
same time, it limits the kinds of strategy-related
decisions which the Ministry can make. For
example, it will hardly be possible to make quick
decisions to increase or reduce investment in
equities depending on whether the equities
appear «cheap» or «expensive».

In any event, the size of the Fund imposes
limitations on the possibility of undertaking major
shifts in the Fund’s composition.

Over time, the return on the Government Pen-
sion Fund will depend on a sustainable develop-
ment. The Fund is to make a contribution in this
regard by adopting responsible investment prac-
tices based on good corporate governance and
respect for environmental and social consider-
ations related to its investments. Work on respon-
sible investment practices, including the Fund’s
exclusion mechanism and the exercise of owner-
ship rights, are an integral part of the manage-
ment of the Fund. However, the Government Pen-
sion Fund is not suited for safeguarding all types
of obligations, and is not to be used as a foreign
policy instrument. The Norwegian authorities
have other measures at their disposal, which will
often be more targeted than guidelines for the
Fund’s investments can be.



12 Meld. St. 17 (2011-2012) Report to the Storting (white paper)

2011-2012

The Management of the Government Pension Fund in 2011

A good governance structure is a prerequisite for good
management

In future work on the development of the invest-
ment strategy, the Ministry will give particular
emphasis to exploiting the Fund’s special charac-
teristic as a large, long-term investor with rela-
tively small liquidity needs. This will further
improve the risk-return ratio.

The Fund’s governance structure must reflect
the investment strategy. In some areas, the gover-
nance system will have to be adapted to new
forms of investment. One example in this regard
is the introduction of real estate investments in
the GPFG. In the case of such investments, it
makes no sense to distinguish between active and
passive management, and decisions relating to the
investment strategy must be delegated to the
manager to a greater degree.

At the same time, important decisions con-
cerning the risk assumed in the course of man-
agement must have the support of the Fund’s
owners, represented by the Ministry, the Govern-
ment and the Storting. An effort has been made to
achieve the appropriate balance by requiring deci-
sions which are of material importance to the risk
level of the Fund to be submitted to the Storting
before being implemented, while the manage-
ment mandates set by the Ministry to Norges
Bank and Folketrygdfondet are based on princi-
ples.

Summary

The transition of Norway’s wealth from petroleum
resources in the ground to foreign assets through

the investments of the GPFG helps to improve the
diversification of the state’s petroleum wealth.
When oil and gas are sold and the state invests in
equity and fixed income through the GPFG, this
reduces the fluctuations in the total wealth, com-
prising petroleum and the Fund.

The investment strategy for the Government
Pension Fund is based on assessments of
expected returns and risk in the long run. A key
assumption underpinning the strategy is that a
higher average return over time will be achieved
on equity investments than on fixed income
investments. However, the size of this additional
return, or equityrisk premium, is uncertain, and
will vary from decade to decade.

Developments in the period since 1996 were
special. The increase in oil prices was strong. The
return on the fixed income investments was his-
torically high, whereas the return on equities was
low. Overall, the developments were favourable.
The value of the GPFG has become significantly
higher than envisaged in 2001, when the fiscal pol-
icy guideline was introduced. In the Revised
National Budget for 2001, it was estimated that the
GPFG would reach a size of around NOK 2,100
billion in 2010, while the actual value was close to
NOK 3,100 billion. This reflects the fact that the
oil price has risen sharply since 2001.

Norway’s management of its petroleum wealth
has been a positive experience so far. The man-
agement of the Government Pension Fund is part
of this. By continuing to pursue long-term, good
management of the Fund, we can ensure that all
generations benefit from Norway’s petroleum
income.
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2 Investment strategy of the Government Pension Fund Global

2.1 Background to the investment
strategy

2.1.1 Introduction

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

The Government Pension Fund is an instru-
ment for general saving. The Fund does not have
clearly defined future liabilities. The investment
objective is to maximise the purchasing power of
the fund capital, given a moderate level of risk.
The adoption of responsible investment practices
supports this objective.

This chapter discusses the GPFG investment
strategy. The GPFN investment strategy is dis-
cussed in chapter 3.

2.1.2 The main features of the investment
strategy

The GPFG investment strategy is derived from
the Fund’s special characteristics and assump-
tions regarding the functioning of the financial
markets. Over time, the Ministry of Finance and
Norges Bank, in their respective capacities as the
owner and manager of the Fund, have developed
an investment strategy with the following charac-
teristics:

— harvesting risk premiums over time,

— diversification of investments,

— exploitation of the Fund’s long-term horizon,

— responsible investment practices,

— cost efficiency,

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

The management of the GPFG is based on the
principle that risk must be accepted to secure a
satisfactory expected return over time. In the

financial markets, investors who are willing to
take risks are rewarded with higher expected
returns. This expected additional return is
referred to as a 7isk premium. The aim for the
management of the GPFG is thus not to minimise
fluctuations in the Fund’s returns. Such a strategy
would produce a significantly lower expected
return.

The GPFG has a higher ability to bear risk
than many other investors. Among other things,
this is because the Fund has no clearly defined
future liabilities, and a long investment horizon.
The appropriate risk level for the Fund will
depend on the risk tolerance of the owners, repre-
sented by the political authorities. The support
given by the Storting in 2007 to the Government’s
plan to increase the equity portion to 60 percent
has helped to define the acceptable level of risk
for the Fund.

When investments are diversified across many
securities, the total risk may become smaller than
the risk associated with each individual invest-
ment. The risk which cannot be eliminated by
diversification is referred to as systematic risk. An
important insight from financial theory is that risk
premiums are linked to systematic risk. This
means that the expected return on an investment
is largely determined by the contribution of the
investment to the systematic risk of a portfolio,
and not by the risk associated with the individual
investment. Accordingly, diversifying risk can
reduce portfolio risk without reducing the
expected return. This improves the ratio between
expected return and risk.

The GPFG’s investments are spread across
several asset classes. The investment strategy
means that around 60 percent of the fund capital is
invested in equities. The remaining capital is
invested in fixed income, with the exception of a
share of up to 5 percent invested in real estate.

The Fund’s equity and fixed income invest-
ments are spread across markets in many coun-
tries. In each market, the investments are distrib-
uted among a series of individual companies and
issuers.
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Sections 2.2 and 2.3 respectively discuss
changes to the GPFG’s fixed income benchmark
and plans to amend the geographical distribution
of the equity benchmark. Together, these changes
will help to ensure that the GPFG’s investments
are spread even more widely across different
countries and regions.

The GPFG has a very long time horizon. It is
unlikely that the state will need to withdraw large
sums from the Fund in the short term. Moreover,
the Fund does not depend on short-term financ-
ing, and is not subject to regulations which could
force sales at undesirable points in time. Broad
support for the long-term investment strategy
strengthens the Fund’s ability to maintain the
strategy even in periods of great unrest in the
markets.

The long horizon makes it easier to endure
fluctuations in the return of the Fund from year to
year. This long-term nature supports the decision
to invest 60 percent of the Fund in equities. The
equity investments are expected to provide sub-
stantial contributions to the return over time, but
they also entail increased fluctuations in Fund per-
formance.

The Fund’s rules for rebalancing mean that
the equity portion is maintained also in periods
when equity prices have fallen a great deal. The
discussion on the rebalancing rules in section 2.5
indicates that also this part of the long-term
investment strategy is a way in which to benefit
from the Fund’s long time horizon.

The investment strategy is based on assess-
ments of expected risk and return in the long
term. Expected real return for the Fund in the
long-term is discussed in more detail in box 2.1

The GPFG also exploits its long-term nature
by investing in assets which are less liquid. The
Fund’s investments in real estate are an example
of this.

The GPFG shall adopt responsible investment
practices that promote good corporate governance
and take social and environmental factors into
account, in accordance with international best
practice. Responsible investment practices sup-
port the goal of achieving a good return over time.
Responsible management is also important to
secure the support of the Norwegian people for
the management of the Fund. The Fund’s role as a
responsible investor is expressed, for example, in
the guidelines for observation and exclusion of
companies which do not comply with minimum
ethical standards. The Council on Ethics for the
GPFG advises the Ministry on the observation

and exclusion of companies based on these guide-
lines.

Norges Bank manages the Fund’s ownership
interests in various companies in order to pro-
mote greater alignment of interests between the
companies and the GPFG as a long-term investor.
The work done in relation to the exercise of own-
ership rights, exclusion and observation in 2011 is
discussed in more detail in section 4.4.

Both the Ministry of Finance and Norges
Bank, in their respective capacities as the owner
and manager of the Fund, participate in interna-
tional forums in which best practice for responsi-
ble investment is discussed and further devel-
oped. In 2011, the Ministry joined other large
investors in participating in an international
research project focused on the long-term conse-
quences of climate change for global capital mar-
kets. The project investigated the potential conse-
quences of climate change for the GPFG’s invest-
ment strategy; see the discussion in Report No. 15
(2010-2011) to the Storting — The Management of
the Government Pension Fund in 2010 and in sec-
tion 2.6 of this report.

Priority is given to ensuring that the manage-
ment of the Fund is cost efficient. Comparisons
with other large funds show that Norges Bank’s
management costs are relatively low. The size of
the Fund allows the exploitation of economies of
scale. Over time, management costs as a propor-
tion of the fund capital have fallen; see the discus-
sion in section 4.1. The economies of scale will
probably be even greater in unlisted markets, as
Norges Bank can build up its own expertise and
secure access to the most efficient investment
structures. Norges Bank’s investments in real
estate in collaboration with leading, established
bodies are one example of this.

The mandate for the GPFG contains general
frameworks for management activities, in the
form of benchmarks indices for equities and fixed
income and limits for deviating from these bench-
marks. Within these frameworks, Norges Bank is
to seek to achieve the highest possible return
after costs. The frameworks imply a moderate
degree of active management of the Fund.

The Fund’s benchmarks are based on leading,
easily accessible indices. They largely reflect the
investment opportunities in the global equity and
fixed income markets. The return on the bench-
marks reflects the general trend in the financial
markets. In the large, well-functioning global
financial markets, new public information is
quickly reflected in prices. The management of
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Box 2.1 Real return on the Government Pension Fund Global

The fiscal policy guideline means that the use of
oil revenues in the national budget will increase
gradually over time, approximately in line with
the real return on the Government Pension
Fund Global (GPFG). The fiscal policy guideline
will guide the use of the state’s petroleum reve-
nues for many decades to come. Accordingly,
the expectation of a 4 percent real return is
intended to apply for a period which is long
enough to contain many upturns and downturns
in the financial markets.

Real return since 1997

For the period 1997 to 2011, the real return on
the GPFG was 2.7 percent per annum on aver-
age. If we also include the real return so far in
2012 (up to the middle of March), the average
real return increases from 2.7 percent to just
above 3 percent. The average return over this
15-year period is well within normal fluctuations
if the expected return is 4 percent.

Figure 2.1 shows average annual real
returns during rolling 15-year periods from 1900
to 2011, on a portfolio comprising 60 percent
equities and 40 percent long-term government
bonds. The average real return was 4.8 percent
over the period 1900 to 2011, although the aver-
age during 15-year periods has varied consider-
ably.

Fixed income

In previous reports to the Storting, the Ministry
of Finance has presented analyses of the long-
term real return on the GPFG; see Report No.
10 (2009-2010) to the Storting — The Manage-
ment of the Government Pension Fund in 2009,
Report No. 20 (2008-2009) to the Storting — On
the Management of the Government Pension
Fund in 2008 and Report No. 16 (2007-2008) to
the Storting — On the Management of the
Government Pension Fund in 2007. The Minis-
try’s estimate of the long-term real return has
been slightly above 4 percent. Estimates of
future real return are subject to substantial
uncertainty. The estimate is based on an uncon-
ditional expected real return on government
bonds of 2.5 percent. An unconditional expecta-
tion is not based on current market prices and
interest rates, but rather on what can be
expected in a normal situation, that is in a situa-
tion in which the economy is in equilibrium.

15

Annualized real return

-5
1914 1929 1944 1959 1974 1989 2004

15yearsrolling ~ — Real return of 4 pct.

Figure 2.1 Average annual real returns during
rolling 15-year periods from 1900 to 2011, for a
globally diversified portfolio comprising 60 per-
cent equities and 40 percent long-term govern-
ment bonds.! The horizontal line shows the
Ministry’s estimate of the expected long-term
real return on the GPFG. Percentages

1 The country distribution is largely identical to the distri-

bution in the GPFG’s benchmarks for equities and fixed
income.

Sources: Dimson, Marsh and Staunton, Global Returns Data
(2011), and Ministry of Finance.

If the real interest rate in such a situation is
lower than the economic growth rate, economic
theory points out that the capital stock in the
economy can be too high, and consumption too
low. If a state can borrow at such a low interest
rate, it can maintain a budget deficit before inter-
est without increasing its debts as a proportion
of GDP. This may tempt countries to increase
their borrowing, which in turn will reduce the
savings available for productive investments,
and thus increase the capital return. It can there-
fore be questioned whether a situation in which
the real interest rate is lower than economic
growth represents long-term equilibrium. How-
ever, the assumptions on which such arguments
rest are uncertain; see Bliss (1999).

Historical analyses show that the real inter-
est rate level may deviate considerably from the
economic growth rate over long periods. A
study by Escolano et al. (2011) has shown that,
during the period 1966-2010, the real interest
rate on government bonds in developed coun-
tries was around 1 percentage point higher than
the average economic growth rate.
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Box 2.1 (cont.)

Many factors can influence the real interest
rate, including economic growth and savings
behaviour. Over time, economic growth will
depend on population growth and productivity
growth, and on changes in resource access and
environmental factors. Future savings behaviour
is uncertain, and will be affected by many fac-
tors, including demographic trends like ageing.
McKinsey (2010) expects reduced willingness
to save, combined with large global investment
needs in the years ahead, to push the real inter-
est rate up in the long term. Turner and Spinelli
(2011) have written that the real interest rate
must be expected to rise in the future, to a level
above the economic growth rate. On the other
hand, other studies, including Ikeda and Saito
(2012) and Descoches and Francis (2007), have
concluded that the real interest rate will stay rel-
atively low in the long term, amongst other
things because of ageing.

A significant proportion of the GPFG’s fixed
income investments are renewed every year, as
loans mature and money is reinvested in new
fixed income. In the short to medium term, how-
ever, the expected real return on the Fund’s
fixed income portfolio will be affected by cur-
rent observed interest rates. At the end of 2011,
real interest rates in the bond market were very
low, both compared to the historical average
since 1900 and compared to the level in 2010,
when the Ministry last presented an estimate of
the expected real return.

Olsen (2012) has pointed out that a real
interest rate of between 0 and 1 percent indi-
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Figure 2.2 Real interest rate on US 10-year gov-
ernment bonds, from 1900 to 2011. Nominal
interest rate less an estimate of expected infla-
tion. Percentages

Source: Antti [Imanen, AQR Capital Management.

cates an expected real return for the GPFG of

less than 4 percent.

Figure 2.2 shows the development in the real
interest rate on US 10-year government bonds
from 1900 to 2011. The figure shows that real
interest rates have varied considerably over
time, but also that one has to go back to 1949 to
find a real interest rate on US government
bonds as low as at the end of 2011.

The low interest rate levels at the end of 2011
were due to several special circumstances:

— Since 2007, the global economy has under-
gone the strongest downturn since the Sec-
ond World War. Investors have reacted by
selling risky investments like equities and
buying government bonds. This has resulted
in very low yields on bonds.

— To stimulate economic growth, central banks
have reduced their policy rates to almost
zero. In addition, they have bought bonds to
press down long term interest rates. It is rea-
sonable to assume that this has increased
demand for bonds and reduced bond yields.

Under these circumstances one should be cau-
tious in drawing conclusions about the future
real interest rate based on the current, low inter-
est rate level. For a discussion of the uncertainty
concerning the future real interest rate; see, for
example, Turner (2011).

Equities

60 percent of the GPFG’s capital is invested in
equities. Risk is higher in the equity market than
in the fixed income market. Investors will nor-
mally demand a premium for the extra risk in the
form of a higher expected return on equity invest-
ments. However, the size of this equity premium
is uncertain.

The Ministry has defined the equity premium
as the return on equities in excess of the return
on long term government bonds. The Ministry
has previously estimated the expected equity pre-
mium at 2.5 percent in the long term. Over the
period from the Fund’s first equity investments in
1998 to the end of February 2012, the realised
equity premium has been negative. During this
period, the GPFG’s equity benchmark has pro-
vided an annual return which is, on average, 0.6
percentage points lower than the return on the
fixed income benchmark. The realized historical
equity premium over the period from 1900 to
2011 shows large fluctuations.
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Box 2.1 (cont.)

The size of the expected equity premium has
been the subject of debate in both academic cir-
cles and among investors. Ibbotson (2011) dis-
tinguishes between four different methods for
estimating the expected equity premium:

— Historical returns

— Consensus estimates
— Demand models

—  Supply models

The historical returns show the additional return
investors in the equity market have actually
earned. According to data from Dimson, Marsh
and Staunton (2011), the annual equity premium
on the global index was 3.8 percent in the period
1900-2011. A weakness of the historical return is
that the time period over which the return is
measured may not be representative of future
returns. However, Goyal and Welch (2008) have
found that predictions of future premiums based
on the historical equity premium are as good as
predictions produced by other, more compli-
cated methods.

Several studies have presented consensus
estimates of the expected equity premium based
on surveys. In their study, Fernandez (2011) et
al. asked academics, analysts and companies in
56 countries about what equity premium they
estimate that investors required on their equi-
ties investments in 2011. With the exception of
Malaysia (4.5 percent) and Japan (5.0 percent),
an average equity premium above 5 percent was
reported in all of the countries. In the US, the
average equity premium specified by the
respondents was 5.5 percent. The study asked
what risk premium was required to invest in
equities today, not what the expected equity pre-
mium will be in a long-term, normal situation. It
is therefore most correct to view the reported
equity premium as a conditional risk premium
given the current situation. In a study by Welch
(2008) from 2007, 400 finance professors in the
US estimated that the annual expected equity
premium would lie around 5 percent for the next
30 years. In March 2012, the average expecta-
tion among chief financial officers in the US was
an annual return on the S&P-500 index of 6.9
percent in the next 10 years.

Demand models try to determine the
expected equity premium based on what inves-
tors demand for taking on extra risk, while sup-

ply models estimate the expected equity pre-
mium based on what companies give investors
in the form of cash flows. The return on a share
can be split into dividends, growth in company
earnings and repricing of the company. Divi-
dends and growth in company earnings have
been the most important factors underpinning
historical returns. Historically, the long term
real growth in companies’ earnings has been
close to per capita GDP growth; see, for exam-
ple, Arnott and Bernstein (2002).

The realised equity premium has been very
high compared to observed fluctuations in con-
sumption and normal estimates of investors’ risk
aversion. In the economic literature, this phe-
nomenon is referred to as the «equity premium
puzzle». One possible explanation for this puzzle
is that the realised return has been significantly
higher than what investors actually expected.
Several studies have used a supply model to esti-
mate what equity premium investors had rea-
sons to expect over time, given the information
available at the time an investment was made;
see Fama and French (2002). The analyses indi-
cate that positive shocks have dominated during
the period, particularly since the Second World
War. These results suggest that the expected
equity premium should be lower than the histor-
ical equity premium. This is one reason why the
Ministry has estimated that the expected equity
premium will be 2.5 percent. Dimson (2011) et
al. assume that the long-term expected equity
premium for a global equity index is around 3 to
3.5 percent, relative to bills. The expected equity
premium is lower than the historical equity pre-
mium because the expected earnings growth is
assumed to be lower than the historical average.

In chapter 6 of this report, the components
of the supply model are used to analyse the most
important causes of the relatively low return on
equities since the Fund began investing in equi-
ties in 1998. The analysis shows that the growth
in earnings has been higher than the historical
average during the period, while dividend yields
have been somewhat lower. The low return can
largely be ascribed to changes in the valuation
of equities. The ratio between price and earn-
ings has fallen. This may indicate that investors
are demanding a higher expected return in the
equity market now than in 1998.

17
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Box 2.1 (cont.)

Other sources of returns

Around 10 percent of the Fund is invested in
bonds issued by companies. This is expected to
raise long term real return. Five percent of the
Fund will gradually be invested in real estate.
The return on the property portfolio is expected
to lie between the return on equities and the
return on fixed income. In addition, active man-
agement is expected to make a positive contribu-
tion to returns over time.

Summary

The average annual real return achieved by the
GPFG, 2.7 percent, lies well within normal fluc-
tuations around an expected figure of 4 percent.

Currently, real interest rates are very low,
also in a historical context. This is partly due to

the strong downturn in the world economy
since 2007, and partly to the desire of central
banks to stimulate economic growth. In the Min-
istry’s view, the extraordinary circumstances in
the current situation indicate that caution
should be exercised about amending the esti-
mates of the expected real return on the GPFG
based exclusively on current, low real interest
rates. An analysis of expected returns in the

equity market supports this conclusion.
1 In this box, all return figures are calculated as geometri-
cal averages (growth rates).

Dimson, Marsh and Staunton, Global Returns Data
(2011).

It is unclear whether the reported equity premiums in this
questionnaire are calculated as arithmetic or geometric
averages.

2

3

the Fund is therefore based on the principle that,
over time, the risk of the Fund will generally
reflect developments in the benchmarks set by
the Ministry. The space given to active manage-
ment must be viewed in light of this fact.

Norges Bank has three types of active man-
agement strategy. The Fund must be invested in
accordance with the benchmarks in an efficient
manner. This includes the efficient transfer of
new capital into the Fund and the minimisation of
unnecessary transaction costs as a result of
changes in the benchmark. Moreover, Norges
Bank expects its managers to analyse individual
equities and bonds to identify investments they
consider to be underpriced, and which they
expect to deliver good returns over time. Indu-
stry knowledge and knowledge about individual
companies are important components of this
strategy. Finally, Norges Bank makes investment
decisions after analysing systematic risk factors.
Such risk factors are described in more detail in
sections 2.7 (for equities) and 2.2 (for fixed
income). Section 4.1 describes the role system-
atic risk factors play in the active management of
the Fund.

In its efforts to develop the operational man-
agement of the Fund further, Norges Bank is giv-
ing emphasis to improving the ratio between risk
and return. This includes making greater use of
the Fund’s size and long-term nature. Norges
Bank aims to exploit the long-term nature of the

Fund, for example by investing in companies in
which it may take a long time for the underlying
value to appear and to produce the expected
return. A further objective is to ensure that the
Fund’s managers analyse fewer companies than
before, and rather conduct more thorough studies
to identify good long-term investments. A new tool
for Norges Bank’s management of the Fund is
operational benchmark portfolios. These are dis-
cussed in more detail in sections 2.7 (for equities)
and 2.2 (for fixed income).

The management of the GPFG is based on a
clear governance structure in which the Storting,
the Ministry of Finance, Norges Bank’s executive
board and Norges Bank Investment Management
(NBIM) have different roles and responsibilities.
Duties and authorisations are delegated down-
wards in the system, while reports on results and
risk are made upwards; see the more detailed dis-
cussion in Report No. 15 (2010-2011) to the Stort-
ing. The management of the GPFG should be
organised to ensure the greatest possible:

— facilitation of professional, cost-effective man-
agement,

— specification of clear guidelines and predict-
able framework conditions,

— alignment of interests between the owner and
the manager,

— facilitation of good communication with the
public about the management of the Fund,
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Box 2.2 New letters and reports
concerning the GPFG investment
strategy which are discussed in
this report

— Letter from Norges Bank of 26 January
2012 concerning rules for rebalancing of
the benchmark index.

— Letter from Norges Bank of 1 February
2012 concerning emerging bond markets.

— Letter from Norges Bank of 2 February
2012 concerning a strategic benchmark
index for equity investments.

— Report by MSCI on global equity allocation.

— Report by Professor C. Harvey on the allo-
cation to emerging market equities.

— Norges Bank has also prepared several dis-
cussion notes as background information
for the advice it has given. These are avail-
able on www.nbim.no.

The letters are appended to this report. The
reports are available on the Ministry’s website
(www.government.no/gpf).

— robustness in the face of future challenges
(ever-larger fund, larger ownership interests in
individual companies, possible trend towards
illiquid assets presenting greater governance
challenges, etc.),

— focus on the Fund’s role as an instrument of fis-
cal policy,

— focus on factors that have been important in
the international debate concerning sovereign
wealth funds, including transparency about the
purpose of the investments, and

— compliance with what is
regarded as best practice.

internationally

Establishing and maintaining a governance struc-
ture which safeguards all of these considerations
is challenging. In the view of the Ministry, the cur-
rent structure has functioned well thus far.

2.2 New strategic fixed income
benchmark

2.2.1 Introduction

The management of the fixed income investments
of the Government Pension Fund Global (GPFG)
has been based on a strategic benchmark contain-

ing around 11,500 bonds. The benchmark has
been composed of nominal and inflation-linked
treasuries, government-related bonds, corporate
bonds and securitised bonds in a total of 11 cur-
rencies. The currency weightings have been fixed
in the proportions 60 percent European curren-
cies, 35 percent North American currencies and 5
percent currencies from Asia/ Oceanial.

Within each of the three currency regions, dif-
ferent segments of the fixed income market, and
individual bonds, have had an index weight corre-
sponding to their share of the value of the total
fixed income benchmark. This method is called
market value weighting, and means that the
benchmark has an equally high stake in all bond
issues within the same geographical region.

The Ministry already wrote in Report No. 10
(2009-2010) to the Storting — The Management of
the Government Pension Fund in 2009 that there
were several weaknesses in the fixed income
benchmark. In Report No. 15 (2010-2011) to the
Storting — The Management of the Government
Pension Fund in 2010, the Ministry stated that, in
light of, inter alia, the experiences gained during
the financial crisis, it had conducted analyses of
the risk and return properties of various seg-
ments of the bond market in order to re-evaluate
the management of these investments. Among
other things, the review was based on a report by
Professor Stephen Schaefer and consultant Jorg
Behrens, which was published along with the
Report to the Storting.

The analyses showed that fluctuations in
returns on broadly composed fixed income indi-
ces can be explained by developments relating to
a few systematic risk factors. The opportunity to
diversify risk is thus more limited in a portfolio of
bonds than in an equity portfolio.

In Report No. 15 (2010-2011) to the Storting,
the Ministry also described a proposal by Norges
Bank to simplify the benchmark by eliminating
the sub-segments government-related bonds and
securitised bonds. Norges Bank recommended a
benchmark comprising 70 percent treasuries and
30 percent corporate bonds. The Ministry wrote
that the proposal to simplify the benchmark could
be implemented without material changes to
expected risk and return, and that consideration
would be given to implementing such changes in
the course of 2011.

Last year’s Report to the Storting also con-
tained a new assessment of the GPFG’s distribu-

1 In currencies from Asia/Oceania, the index included trea-

suries only.
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tion across geographical regions. Until now, the
GPFG has invested over half of its capital in Euro-
pean equities, fixed income and real estate. The
reason given for the high European portion was
that it reduces the Fund’s exchange rate risk. As
Norway imports most from Europe, it was initially
assumed that Norway could protect the purchas-
ing power of the Fund by investing considerable
amounts in European markets. In the Report to
the Storting, the Ministry concluded that the
long-term exchange rate risk appears to be
smaller than previously expected. It was consid-
ered that the portion invested in Europe should
therefore be reduced over time in favour of larger
portions in the rest of the world.

The Ministry wrote that it would continue to
work on establishing a new geographical distribu-
tion, and also consider starting to implement such
changes in 2011.

This Report to the Storting presents the result
of the Ministry’s work on a new benchmark for
the fixed income portfolio, and the consequences
of the adjustments for the regional distribution.
The Ministry has given emphasis to the need to
highlight the purpose of the different parts of the
fixed income investments. As a result, certain
market segments have been removed from the
benchmark. The new benchmark for the Fund’s
fixed income investments is largely consistent
with Norges Bank’s proposed simplifications, but
does not, however, remove as many market seg-
ments from the benchmark as recommended by
the Bank. The changes are discussed in section
2.2.2. Section 2.2.3 discusses the work done to
evaluate principles for the weighting of bonds
issued by different countries and companies. The
starting point for this evaluation has been that
weighting based on gross domestic product (GDP
weighting), appears to be a natural alternative to
the current market value weighting of govern-
ment bonds. In the case of bonds issued by corpo-
rations, the Ministry has proceeded on the basis
that market value weighting remains the best
starting point. The changes to the weighting prin-
ciples result in a different currency distribution
for the fixed income benchmark and entail, inter
alia, that the share of European bonds will be
reduced over time.

The adjustments to the benchmark for fixed
income have already commenced. The Ministry
has changed the benchmark for fixed income in
the GPFG in accordance with the discussion in
section 2.2.2 such that the benchmark now has a
government sub-portfolio of 70 percent and a cor-
porate sub-portfolio of 30 percent. The Ministry

has also started a gradual adjustment towards the
new currency composition that follows from
applying GDP weights for the government part of
the benchmark and market weights for the corpo-
rate part. See the discussion in section 2.2.3. In
section 2.2.4, a plan to include emerging markets
in the benchmark for fixed income is presented.
The implementation of such an extension of the
benchmark has not started. In line with what has
been the practice in previous changes of the
benchmark, the Ministry will inform in more
detail about the implementation when the
changes have been carried out.

Section 2.2.5 contains a comparison of the old
and new benchmarks. The need to amend Norges
Bank’s mandate and the relationship between the
strategic benchmark and Norges Bank’s opera-
tional benchmark portfolio are discussed in
greater depth in section 2.2.6.

2.2.2 Clarifying the role of fixed income in
the overall portfolio

The aim of the GPFG’s investment strategy is to
maximize the international purchasing power of
the fund capital, given a moderate level of risk.

Through the GPFG’s investments in equity, fixed

income and real estate, the Fund participates in

global value creation. Fixed income investments
primarily play two roles in the management of the

GPFG:

— They improve the ratio between expected risk
and return in the Fund. This is because the
value of many bonds — primarily government
and corporate bonds with a very high credit
rating — largely does not fluctuate in line with
the return on the equity portfolio. Although
such bonds have a relatively low expected
return, they play an important role because
they reduce the Fund’s risk. In addition, they
are often easy to trade. This can contribute to
maintaining a fixed equity portion of 60 percent
over time.

— They harvest risk premiums in addition to the
risk premium linked to interestrate risk. This
is particularly true of the credit and liquidity
risk factors. The report by Schaefer and Beh-
rens showed that these risk factors are associ-
ated with long periods of small, but stable, pos-
itive contributions to the Fund’s return. How-
ever, they are also linked with periods featuring
significant drops in value. The long time hori-
zon on which the GPFG’s investments are
based means that the Fund is well-positioned to
absorb such fluctuations in value.
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Box 2.3 More about the bond market

A bond is a tradable loan with a maturity of more
than one year. Bond issuers (borrowers) may
include public authorities, banks, and other large
private enterprises. The bond is redeemed by the
issuer upon maturity, and during the period
between issue and maturity, the holder of the
bond is paid interest (called a coupon). A bond is
traded in the primary market when a borrower
issues a bond that may be purchased by many
investors. Bonds are freely tradeable, and can
therefore be bought and sold in the secondary
market. Most bonds have a fixed nominal interest
rate, i.e. the coupon is an amount agreed in
advance. There are also other types of bond,
including bonds featuring floating interest rates,
zero coupons or gradual redemptions. Many
bonds are backed by different forms of collateral.
Bonds may also offer options, such as the right to
repay the loan earlier than at maturity.

Treasuries

Treasuries in developed markets are the largest
market segment in the case of both inflation-
linked bonds (close to 100 percent of the market),
and nominal bonds (around 50 percent of the
market).

The market for government bonds is domi-
nated by a few currencies. Almost 95 percent of
nominal government bonds in developed mar-
kets are issued in Japanese yen, US dollars,
Euros or British pounds. Government bonds
issued in local currencies by states in emerging
markets account for around 5 percent of the mar-
ket for nominal bonds.

Government related bonds

The treasury segment is often limited so as only
to include treasuries issued in the state’s own cur-
rency. The government related bond sub-seg-
ment encompasses, among other things, govern-
ment bonds issued in foreign currency, bonds
issued by municipalities and other public-sector
bodies, bonds issued by businesses that are
partly owned by, or that receive support from, the
public sector, and bonds issued by supranationals
such as the World Bank.

Inflation-linked bonds (real interest rate bonds)

Inflation-linked bonds protect investors against
changes in the purchasing power of invested cap-
ital. In addition to compensation for the develop-
ment of a price index, investors receive a real
return which has been agreed in advance.

Securitised bonds

Securitised bonds account for 15 percent of the
market for nominal bonds. Such bonds are
backed by a portfolio of underlying loans, most
commonly residential mortgages. The largest
sub-group of securitised bonds in the US is bonds
secured by a charge over residential mortgages
arranged and guaranteed by federal agencies like
Fannie Mae and Freddy Mac. In the US, the secu-
ritised bond market is almost as large as the trea-
sury market. In Europe, covered bonds consti-
tute a large market in several countries, but this
market remains relatively small in comparison to
the market for treasuries.

Investment-grade corporate bonds

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

The US is the largest, most liquid and well-
functioning market for such bonds. The size of
the European corporate bond market varies from
country to country. For example, the French mar-
ket for corporate bonds is considerably larger
than the market in Germany, where private enter-
prises make greater use of bank loans as a source
of financing.

High-yield corporate bonds

High-yield bonds account for 3 percent of the
market for nominal bonds, and are dominated by
bonds issued in US dollars. Such bonds are not
currently included in the GPFG’s benchmark,
although Norges Bank’s mandate does allow for
investing parts of the fixed income portfolio in
such bonds. This ensures, among other things,
that Norges Bank is not forced to sell bonds
which are downgraded and fall below the invest-
ment-grade threshold.
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In Report No. 10 (2009-2010) to the Storting, the
Ministry wrote that while the Fund’s equity
benchmark represents the equity market well, the
fixed income benchmark covers only a limited
part of the investment opportunities for fixed
income instruments. In accordance with Norges
Bank’s advice, the Ministry has chosen to remove
additional sub-segments from the Fund’s bench-
mark to clarify the two roles of the fixed income
investments described above.

Norges Bank has analysed the fixed income
market in a separate note.? The note contained a
comparison of the fixed income investments of
four other large funds. The review showed that
the funds have adopted different approaches to
making strategic allocations to the fixed income
market, but that they typically base their decisions
regarding the selection of allocations and portfolio
structures on the role of the fixed income invest-
ments.

In its letter of 18 March 2011, Norges Bank
proposed that the benchmark for nominal bonds
should comprise 70 percent government bonds
and 30 percent corporate bonds. Until now, corpo-
rate bonds have made up around 18 percent of the
strategic fixed income benchmark. In isolation,
therefore, an increase in the proportion of corpo-
rate bonds to 30 percent would increase the credit
risk of the bond portfolio. At the same time,
Norges Bank proposed removing other market
segments featuring credit risk, such as securitised
bonds. At the end of 2011, the market segments
whose removal was proposed comprised about 23
percent of the Fund benchmark.

Inflation-linked government bonds were
included in the GPFG benchmark in 2005; see the
discussion in the National Budget for 2005. Since
then, the proportion of inflation-linked govern-
ment bonds has been about 5 percent. The Minis-
try considers it appropriate to retain inflation-
linked government bonds as part of the fixed
income benchmark. This is consistent with the
conclusion in Norges Bank’s letter of 18 March
2011, where the Bank wrote:

«The proportion of nominal bonds in the
Fund’s strategic asset allocation should be cal-
culated as 40 percent less the net value of the
Fund’s property investments and the market
value of the Fund’s strategic benchmark for
real interest rate bonds.»

2 See www.nbim.no/en/press-and-publications/discussion-

notes/.

In a letter to the Ministry of Finance of 6 July
2010, Norges Bank gave notice that it would
return to the question of investments in real
assets.

In its letter of 18 March 2011, Norges Bank
proposed removing the securitised bonds sub-seg-
ment from the benchmark. The US market for
securitised bonds is dominated by bonds secured
on residential mortgages guaranteed by agencies
like Fannie Mae and Freddy Mac. Borrowers are
entitled to redeem their loans and refinance them
at a lower interest rate when the interest rate level
drops. This is one reason why such bonds have
risen less in value than, for example, government
bonds, during periods featuring falling interest
rates. If interest rates fall at the same time as
equity market prices fall, such bonds will be less
effective at curbing the fall in the Fund’s value.

Covered bonds are primarily issued by Euro-
pean banks, and secured on residential mort-
gages or loans to the public sector. These bonds
do not carry the same right to refinance at a lower
interest rate, and will normally be better suited to
reducing fluctuations in a portfolio of equity and
fixed income. Covered bonds are more compara-
ble to corporate bonds with the highest credit rat-
ing than with US securitised bonds.

In its letter, Norges Bank also proposed
removing government related bonds because this
sub-segment contains widely differing bonds,
including government bonds issued in foreign
currencies and bonds issued by international
organisations, municipalities and companies
which are partly state-owned or controlled by the
state.

The Ministry has analysed the various parts of
the market for government related bonds. The
review shows that foreign-currency government
bonds issued in developed economies and bonds
issued by supranationals are sub-segments with
properties similar to those of government bonds.
Of these two market segments, only bonds issued
by supranationals account for a significant propor-
tion of the total bond market.

The Ministry shares Norges Bank’s view that
the fixed income benchmark can be simplified
somewhat, and that a 70/30 split between the gov-
ernment and corporate parts appears appropriate.
Such a split will result in approximately the same
credit risk for the fixed income benchmark as for
the old benchmark before bonds in emerging
markets were included. Following an overall
assessment, the Ministry has chosen to exclude
securitised bonds, with the exception of covered
bonds. The latter sub-segment primarily relates to
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European bonds. The Ministry is of the opinion
that it is sensible to include covered bonds in the
corporate part of the benchmark. Correspond-
ingly, government-related bonds have also been
removed from the benchmark, with the exception
of the sub-segment supranationals. In the Minis-
try’s view, the latter is a natural component of the
government part of the benchmark.

Until now, the benchmark has not included
corporate bonds issued in the currencies of coun-
tries in Asia/Oceania. This position will be main-
tained in the new benchmark. The number of cur-
rencies included in the fixed income benchmark
issued by companies will therefore continue to be
seven.

Figure 2.3 illustrates the sub-segments
included in the Fund’s benchmark as at the end of
2011, as well as the sub-segments which have
been excluded from the new benchmark. Seg-
ments which have been excluded are marked with
a red line. Figure 2.4 shows the distribution of
sub-segments in the old and new benchmarks.

2.2.3 Market value weighting and GDP
weighting

The benchmark has largely employed market

value weighting within each geographical cur-

rency region.

The global fixed income market is highly con-
centrated on a small number of currencies, and on
government bonds issued by the largest coun-
tries. The market value weighting principle means
that these properties are also reflected in the
benchmark. The Fund’s high proportion invested
in Europe has also resulted in a concentration on
the largest European currencies.

In its letter of 18 March 2011, Norges Bank
wrote that the market value weighting of govern-
ment bonds implies an increase in the Fund’s
exposure to countries with growing national debt
burdens. According to the Bank, a better
approach may be to weight the portfolio of gov-
ernment bonds based on the production capacity
(gross domestic product — GDP), which is to
finance the national debt.

A general lesson learned from the develop-
ment of the government bond market in recent
years is that risk also needs to be diversified
widely in this part of the market. The use of mar-
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Figure 2.4 Segment breakdown of old and new benchmark. Percent of index measured by market val-
ues as of the beginning of 2012. Emerging market bonds are included in line with the discussion in sec-

tion2.24

Sources: Barclays Capital, Ministry of Finance and Norges Bank.

ket value weighting means that the states with the
largest debts are given the greatest weight in the
benchmark. Strong increase in public borrowing
in many countries, and increased uncertainty
about certain states’ ability to service their debts,
underline the need to reconsider the principles
governing the proportions of different govern-
ment bonds in the benchmark.

The Ministry agrees with Norges Bank that
the size of national economies, measured using
GDP, appears to be a relevant starting point for
the weighting of government bonds. GDP
expresses a country’s income and tax basis. Com-
pared to market value weights, GDP weights may
be a better measure of states’ ability to pay. How-
ever, the size of an economy is not a precise mea-
sure of the ability or willingness to service gov-
ernment debt. Indicators such as the debt/GDP,
budget balance and current account balance are
often used to measure a country’s fiscal strength.
Nevertheless, these measures are also not
entirely precise measures of the ability or willing-
ness to service national debts.

The Ministry will include a requirement in
Norges Bank’s mandate stating that the manage-
ment of government bonds must be designed to
take account of differences in fiscal strength. This
requirement is intended to highlight that one pur-
pose of the Fund’s investments in government
bonds is to reduce fluctuations in the Fund’s total
return over time.

In its letter of 18 March 2011, Norges Bank
suggested using market value weights for corpo-
rate bonds, mirroring their extensive use in rela-
tion to the Fund’s equity investments. There is no
direct link between GDP and companies’ ability to
service their debts. Large structural differences
between the markets for corporate bonds in differ-
ent currencies mean that GDP weights are not
particularly appropriate for this part of the bench-
mark. The Ministry shares this view.

Until now, the fixed income benchmark has
been based on market value weights, albeit with
fixed regional weightings and a reweighting rule
for, inter alia, securitised bonds in the US. As a
general rule, all benchmarks which deviate from
the market weights principle will increase the
number of transactions needed to keep the actual
portfolio close to the benchmark. Therefore, if
Norges Bank manages the fixed income portfolio
close to the benchmark, the new benchmark will
mean an increased transaction volume and
increased transaction costs.

In practice, the actual portfolio will deviate
from the benchmark set by the Ministry. The
National Budget for 2010 set out several reasons
why such deviations will arise. Among other
things, it was pointed out that it may be appropri-
ate to purchase newly issued securities before
they are included in the benchmark. Equally, it
may be appropriate to sell securities with maturity
less than one year or with reduced credit ratings
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later than the date when they are removed from
the benchmark.

Since the use of GDP weighting for the gov-
ernment part, and market value weighting for the
corporate part, of the benchmark is being intro-
duced, a rule is needed regarding how the two
sub-indices are to be combined. The Ministry
agrees with Norges Bank that the distribution
between the sub-indices should be fixed. A fixed
distribution between the government and corpo-
rate parts of the benchmark will make the Fund
somewhat more counter-cyclical, in that the Fund
will invest more in corporate bonds after they
have performed more poorly than government
bonds, and vice versa. The rules on rebalancing
towards fixed weightings between equities and
bonds require the Fund to purchase equities and
sell bonds when equity markets are falling. Float-
ing weightings between the government and cor-
porate parts would mean the sale of both govern-
ment and corporate bonds when equity markets
fall. Since the return on corporate bonds corre-
lates to some degree with the return on equity,
this would mean the sale of many corporate bonds
which have fallen in value. A fixed weight between
the government and corporate sub-portfolios, by
means of monthly full rebalancing, may help to
reduce the need for the sale of corporate bonds in
such an environment.

2.24 Government bondsin emerging
markets

In Report No. 15 (2010-2011) to the Storting, the
Ministry pointed out that global production capac-
ity is increasingly located elsewhere than in
Europe. The Ministry also wrote that it would con-
sider whether investments in emerging markets
should be increased.

The proportion invested in the four largest
currencies (US dollars, Euros, British pounds and
Japanese yen), in the GPFG fixed income bench-
mark amounted to over 95 percent at the begin-
ning of 2012. The changes described in sections
2.2.2 and 2.2.3 will ensure the inclusion of a higher
proportion of bonds issued in yen and US dollars,
while the proportion of bonds issued in Euro and
British pounds will fall. This will result in a more
even distribution and better diversification of risk
between the largest currencies and bond issuers.
At the same time, the fixed income benchmark
will remain concentrated on a few currencies and
individual countries, as bonds issued in these four
currencies will together account for around 90
percent of the benchmark.

Expansion to include several additional cur-
rencies will require the inclusion in the bench-
mark of government bonds issued in local curren-
cies in emerging markets. Such an expansion was
considered in 2008. At that time, the Ministry,
based not least on advice received from Norges
Bank, decided not to include such bonds in the
benchmark. Both the Ministry and Norges Bank
stated at the time that it would be natural to return
to the issue at a later date.

In a letter of 1 February 2012, Norges Bank
provided advice on emerging bond markets. It
recommended that the government part of the
benchmark should be expanded from the present
11 currencies to include all currencies included at
any given time in the GDP weighted benchmark
provided by Barclays Capital (the Barclays Capital
Treasury GDP Weighted by Country Index), with
the exception of the Norwegian krone. Such a
change would currently mean an increase in the
number of currencies in the benchmark from 11
to 21. All 10 of the new currencies belong to
emerging economies. Norges Bank also wrote
that it did not recommend expanding the number
of currencies in the corporate part of the bench-
mark, since a number of the emerging markets for
corporate bonds remain underdeveloped. More-
over, these markets are small and account for less
than 1 percent of a market-weighted global index
of corporate bonds and covered bonds.

Among other things, Norges Bank wrote the
following:

«The objective for the management of the Fund
is to achieve the highest possible international
purchasing power with moderate risk. Risk is
limited by diversifying investments. A bench-
mark index for bond investments that includes
more currencies is in line with the strategic
role that nominal bonds should play in the
Fund.»

Norges Bank analysed the effect on risk and
return of including new currencies in Barclays
Capital’s global index for government bonds, from
a 10-year perspective. It commented as follows:

«It can be seen there that the inclusion of
emerging markets would have resulted in a
somewhat higher return and helped improve
the trade-off between return and risk when the
analysis is performed in a common currency
such as Norwegian kroner.
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However, the Fund’s return is measured in
international currency. A better starting point
is therefore the return in local currency and in
the currency basket defined by the index. In
Enclosure 1, we show that introducing invest-
ments in emerging markets would have
resulted in a substantially higher return with
reduced volatility during this period. The
improvement in the trade-off between return
and risk now appears to be greater.»

Although the inclusion of emerging markets
would mean a lower concentration on the largest
global issuers of government bonds, Norges Bank
pointed out that, overall, the government part
would face slightly higher credit risk. It wrote:

«Expansion of the Fund’s benchmark index for
bond investments to include all currencies
included in the BCGA index will improve diver-
sification across issuers but will entail a certain
weakening of the benchmark index’s credit
quality as currently rated by the large credit
rating agencies. In a GDP-weighted portfolio of
government bonds, the proportion of bonds
with a credit rating of A or below will, in the
event of such expansion, rise from 6.5 percent
to 14.6 percent, and 3 percent of government
bonds will have a credit rating of BBB.»

The Ministry’s assessment of government bonds in
emerging markets

The Ministry has given particular consideration
to the degree to which the inclusion of new mar-
kets may be expected to improve the ratio
between risk and return and in the benchmark in
the long-term.

Analyses of historical returns indicate that it
may be advantageous for the Fund’s long-term
results to include new emerging bond markets in
the benchmark. However, the measurable effect
on risk and return appears to be small. One rea-
son for this is that the new currencies only
account for around 10 percent of the government
part of the fixed income benchmark. When mea-
suring the effect on the entire Fund’s risk and
return, therefore, it is reasonable to expect small
effects on risk and return.

Returns in emerging bond markets vary more
than in developed markets, and are more strongly
correlated with the equity markets, particularly
during weak periods. At the same time, an expan-
sion of the benchmark will spread the investments
across more bond markets. This may in itself

reduce the effect on the Fund’s returns of a crisis
in an individual country or group of countries.
The effect of such events is difficult to estimate, as
there are no available time series for historical
returns over periods of several decades.

The emerging markets whose inclusion in the
benchmark Norges Bank has proposed carry a
slightly higher credit risk than most of the devel-
oped markets in the government part of the
benchmark. The credit rating of the fixed income
portfolio will therefore be weakened somewhat by
the expansion. Accordingly, it is not obvious that
the inclusion of emerging markets will reduce the
risk associated with the fixed income benchmark
or the Fund overall.

An expansion of the benchmark to include 10
new emerging markets may also be regarded as a
natural further development of the Fund’s invest-
ment strategy. All 10 of the new currencies belong
to countries which are already included in the
GPFG’s equity benchmark. Another relevant con-
sideration is that the government related segment
has been excluded from the new benchmark, with
the exception of bonds issued by supranationals.
Government bonds issued by emerging econo-
mies in foreign currency have, until now, been
included in the benchmark as part of this market
segment. Consequently, until 31 January of this
year, government bonds issued by these countries
were included in the fixed income benchmark if
they were issued in one of the approved curren-
cies.

Emerging bond markets in local currencies
are growing strongly. This reflects high economic
growth, strengthened state finances and
increased trade with the global market in several
emerging markets. The proportion of emerging
market bonds will increase if these markets
become more important over time.

To be included in the Barclays Capital GDP
weighted index, government bonds must be
investment grade. Moreover, the government
bonds and the local currency markets must be
sufficiently liquid and investable. In addition,
there must be liquid markets for future sales of
the local currency, so that international investors
can hedge against exchange rate fluctuations. In
the Ministry’s view, the risk of including emerg-
ing markets which satisfy these criteria can be
regarded as moderate, provided that investors
conduct their own assessment of the operational
risk associated with settlement and custodian ser-
vices.

Even if the new markets are included in the
benchmark, Norges Bank will evaluate relevant
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investment risks and operational risks before
funds are invested in these new markets. This is
consistent with the mandate for the management
of the GPFG.

The Ministry envisages that the new curren-
cies will only be included in the government part
of the benchmark. Table 2.1 sets out the emerging
markets and currencies which will be included. In
aggregate, the new emerging market currencies
will account for around 10 percent of the govern-
ment part of the fixed income benchmark (around
7 percent of the fixed income benchmark). Based
on data as of the beginning of 2012, this will
reduce the overall exposure to the four largest
currencies (US dollar, Euro, British pound and
Yen) from 90 percent to around 84 percent.

The Ministry also envisages the inclusion of
all currencies forming part of the GDP weighted
government bond index provided by Barclays
Capital. If the index provider changes the selec-
tion of currencies included, the GPFG’s fixed
income benchmark will be amended accordingly.
As for the other parts of the government sub-port-
folio, the principle of GDP weighting of individual
countries is to be used for the new emerging mar-
kets.

2.2.5 Comparison with the old benchmark

The changes described above imply that

— the benchmark is simplified and clarified to
make the role of the fixed income investments
in the management of the GPFG more trans-
parent,

— risk is better diversified across currencies and
the largest issuers,

— account is taken of the size of the economy in
the weighting of government bonds, and

— account is taken of fiscal strength in the man-
agement of the actual government bond portfo-
lio.

The changes are based on assessments of the con-
sequences for long term portfolio risk and return.
At the same time there is considerable uncer-
tainty related to financial market development in
the short term. In hindsight one must expect,
therefore, that the timing of the changes to the
benchmark may appear as more or less favour-
able. This timing risk is somewhat reduced by the
fact that the changes will take place over time.
Within the framework of deviation from the
old benchmark, Norges Bank has reduced the
number of bonds in the portfolio by about 50 per-
cent in the course of 2011. This, combined with

other adjustments to the actual portfolio, means a
substantial reduction in the number of transac-
tions required in connection with the transition to
the new benchmark. The inflow of new capital
may reduce the need for sales further, but it will
still be necessary to sell bonds to adapt the portfo-
lio to the new composition.

Box 2.4 provides an overview of the composi-
tion of the new strategic benchmark, including the
expansion with new emerging market currencies.

The main difference between the old and new
benchmarks is the currency composition. The
switch to GDP weighting for the government part
of the benchmark will result in a lower proportion
of European currencies and a higher proportion
of North American and Asian currencies. In addi-
tion, emerging market currencies will be included
in the benchmark. Figure 2.6 illustrates the differ-
ent currency distributions as of the beginning of
2012. Over time, these weights will change in line
with development in relative GDP, in the case of
the government part, and market-value develop-
ment, in the case of the corporate part, and in line
with inclusion or exclusion of new markets.

With a lower proportion of European curren-
cies in the fixed income benchmark, somewhat
greater variations must be expected in the Fund’s
value in Norwegian krone the short-term, as the
Norwegian krone tends to exhibit larger fluctua-
tions relative to non-European currencies. Calcu-
lations show that the annual standard deviation in
the return on the GPFG’s benchmark, measured
in Norwegian krone, would have been around 0.3
percentage points higher than they actually were
in the period 2002-2011 if the new fixed income
benchmark had been used. However, variations in
the Fund’s returns measured in Norwegian krone
do not affect the Fund’s international purchasing
power.

Both the old and the new benchmark are com-
prised exclusively of investment grade bonds. A
comparison of the distribution of credit ratings in
the old and new benchmarks reveals a small
increase in credit risk. The comparison is based
on credit ratings at the beginning of 2012. It is the
inclusion of emerging markets in particular that
leads to a reduction in the proportion of bonds
with the highest credit rating and an increase in
the proportion with the lowest credit rating within
investment grade. The proportion of bonds with a
credit rating of A or lower increases from around
24 percent to around 30 percent in the new bench-
mark; see figure 2.6. The inclusion of the emerg-
ing market currencies explains 90 percent of this
increase.
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Table 2.1 New fixed income benchmark as of the beginning of 2012. Change in currency composition

by introducing emerging market currencies. Percentages and percentage points

Currency weightings

Country Currency 11 currencies 21 currencies Difference
Developed markets:

America 44.76 41.97 2.79
Canada CAD 3.53 3.27 -0.26
USA USD 41.23 38.70 -2.53

Europe 42.90 40.16 2.74
Denmark DKK 0.74 0.68 -0.06
Euro zone EUR 33.11 31.00 -2.11
United Kingdom GBP 6.12 5.71 -0.41
Switzerland CHF 1.51 1.42 -0.09
Sweden SEK 1.42 1.34 -0.08

Asia/Oceania 12.33 11.14 -1.19
Australia AUD 2.07 1.87 -0.20
Japan JPY 9.63 8.70 -0.93
New Zealand NZD 0.24 0.22 -0.02
Singapore SGD 0.38 0.34 -0.04

Emerging markets:

Latin America 1.96 1.96
Chile CLP 0.31 0.31
Mexico MXN 1.65 1.65

Europe/Middle East/Africa 1.98 1.98
Israel ILS 0.34 0.34
Poland PLN 0.78 0.78
South Africa ZAR 0.53 0.53
Czech Republic CZK 0.33 0.33

Asia 2.79 2.79
Hong Kong HKD 0.36 0.36
Malaysia MYR 0.37 0.37
South Korea KRW 1.57 1.57
Thailand THB 0.48 0.48

Total 100.00 100.00 0.00

Sources: Barclays Capital and Ministry of Finance.
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The GPFG’s new fixed income benchmark com-
prises two parts: 70 percent government and 30
percent corporate. Weights are fixed, and full
monthly rebalancing is undertaken between the
sub-portfolios.

The government part includes nominal and
inflation-linked government bonds issued in
countries’ own currencies, and bonds issued by
international organisations!. GDP weights are
used to weight the country composition for the
government part of the benchmark. The GDP
weights are calculated as three-year weighted
averages, and are updated once a year. Full
monthly rebalancing to the fixed weights is
undertaken throughout the year. Bonds issued
by international organisations are assigned to
countries in accordance with the currencies in
which the securities are issued. Since several
countries use Euro as their currency, a fixed
weight is set every year for such bonds issued in
Euro. The GDP weights of countries in the Euro

Box 2.4 New fixed income benchmark

zone are adjusted downwards correspondingly.
The government part of the benchmark is cur-
rently based on 11 approved currencies. In this
report, the Ministry is proposing that the num-
ber of currencies in the government part of the
benchmark should be increased to 21; see sec-
tion 2.2.4 for further discussion.

The corporate part includes corporate bonds
and covered bonds.? Global market value
weights are used for this part of the benchmark.
The corporate part of the benchmark contains
seven approved currencies.

1 The indices “Barclays Capital Global Treasury GDP
Weighted by Country” and “Barclays Capital Global Infla-
tion Linked” are used to select the bonds which are
included in the government part of the benchmark. The
internal weighting scheme for the government part
adopts the methodology of the former index.

The “Barclays Capital Global Aggregate” index is used to
select the bonds which are included in the corporate part
of the benchmark (corporate bonds and the sub-segment
covered bonds within Securitised). The weighting
scheme adopts the methodology of this index.

Corporate sub-portfolio (30 pct.)?
Corporate bonds
Covered bonds

Country level GDP weights
Market value weights within each country

Developed| | Developed Developed Emerging

Americas| | Asia/Pacific ‘ Europe Markets USD || CAD | |EUR | GBP || CHF | SEK || DKK

\ J \ J
Y N

Global market value weights

Source: Ministry of Finance.

Figure 2.5 New benchmark for the GPFG's fixed income investments

A somewhat higher credit risk in the fixed
income benchmark means that the fund manager
has to meet more stringent requirements. Last
year, in its strategy plan for 2011-2013, Norges
Bank gave notice that it was building up its exper-

tise in the management of credit risk and bonds
issued in emerging markets. Norges Bank’s
annual report on the management of the GPFG in
2011 reveals that the Bank’s credit risk analysis
capacity was strengthened in 2011.
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Figure 2.6 Currency distribution in the old and new fixed income benchmark. Percent of index measured

by market values as of the beginning of 2012

Sources: Barclays Capital and Ministry of Finance.

Norges Bank estimates the duration of both
the new and old benchmarks to be about six
years. Duration is a measure of the sensitivity of
the fixed income benchmark to changes in the
general interest rate level. A duration of six years
means that an increase (reduction) in the interest
rate level of one percentage point results in a drop
(increase) in the market value of the benchmark
of around 6 percent. Norges Bank’s calculation
confirms that no material difference is expected
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Figure 2.7 Distribution of credit ratings within
investment grade. Percent of index measured by
market values as of the beginning of 2012

Sources: Barclays Capital and the Ministry of Finance.

between the interest rate sensitivities of the old
and new benchmarks.

2.2.6 The managementmandate and Norges
Bank’s internal operational benchmark
portfolio

The Ministry plans to amend the management
mandate such that Norges Bank is required to
take account of difference in national fiscal
strength in connection with investments in gov-
ernment bonds; see the discussion in section
2.2.3.

The report by Schaefer and Behrens which
was discussed in Report No. 15 (2010-2011) to the
Storting proposed that part of the fixed income
investments should form separate portfolios
(referred to as satellites), with special mandates.
The Ministry has not chosen this solution.
Instead, it has chosen a simpler solution in accor-
dance with Norges Bank’s advice. However, the
Ministry will consider whether special reporting
requirements should be introduced for the corpo-
rate part and for government bonds from emerg-
ing markets.

The inclusion of emerging markets in the
benchmark will necessitate amendments to the
framework for investments in fixed income with
credit ratings below investment grade. The Minis-
try will also evaluate whether there is a need for
further adjustments to the mandate in light of the
planned changes to the benchmark.
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In its letter of 18 March 2011, Norges Bank
wrote that the strategic benchmark cannot reflect
all risks to which the Fund should be exposed at
any given time. Such assessments must be based
on the exercise of discretion and form part of the
operational management. Norges Bank has there-
fore established an operational benchmark portfo-
lio within the current active management frame-
work. The operational benchmark portfolio is
intended to function as an instrument for steering
and communicating the adjustments which the
Bank makes in the management of the fixed
income investments.

Norges Bank’s annual report on the manage-
ment of the GPFG in 2011 described the opera-
tional benchmark portfolio for fixed income in
more detail. The main difference between the
strategic benchmark set by the Ministry of
Finance and the operational benchmark portfolio
for fixed income established by Norges Bank is a
reduction in the number of bonds and issuers. At
the beginning of 2012, the operational benchmark
portfolio included around 5,000 bonds, while the
strategic benchmark contained around 11,500
bonds. In the annual report, the Bank wrote:

«The key characteristics of the strategic bench-
mark index can be recreated with a much
smaller number of securities, which helps
reduce the complexity of the portfolio and the
cost of management.»

Norges Bank has already introduced GDP weight-
ing of government bonds denominated in Euro in
the operational benchmark portfolio. At the same
time, the operational benchmark portfolio con-
tains additional countries and currencies. Norges
Bank has included, inter alia, government bonds
in local currencies from emerging markets such
as China, India and Indonesia. The investments in
these markets are an example of Norges Bank
seeking to exploit its advantages as a large inves-
tor, see the description in the Bank’s letter 1 Feb-
ruary 2012.

In the 2011 annual report, Norges Bank wrote
that market weighted benchmarks will automati-
cally reflect structural changes in the issuance of
new securities. When defining the operational
benchmark portfolio, the Bank may consider the
appropriateness of such changes for the Fund.
One example is changes in the issuance of bonds
in different parts of the capital structure of banks

as a result of new regulations for the financial sec-
tor. It is not obvious that such changes should
automatically be reflected in the Fund’s invest-
ment strategy.

The operational benchmark portfolio is also
intended to address technical weaknesses in the
strategic benchmark. Such weaknesses may
include, for example, the automatic exclusion of
bonds which fall below a certain credit rating
threshold, and the exclusion of bonds with less
than one year to maturity.

2.3 New geographical distribution of
the strategic equity benchmark

2.3.1 Introduction

The current strategic benchmark for equities
used by the Government Pension Fund Global
(GPFG) is distributed across three regions, with
the following fixed weightings: 50 percent Europe,
35 percent America and Africa and 15 percent Asia
and Oceania. As in the case of the fixed income
benchmark, the reason for the high proportion of
investments in Europe has been a consideration
regarding the Fund’s exchange rate risk. As Nor-
way imports most from Europe, it has been natu-
ral to think that it can protect the purchasing
power of the Fund against exchange rate risk by
investing most in European markets.

In Report No. 15 (2010-2011) to the Storting —
The Management of the Government Pension
Fund in 2010, the Ministry undertook a new
assessment of the Fund’s exchange rate risk. It
concluded that the exchange rate risk appeared to
be smaller than previously assumed, and there
was no longer a basis for such a strong concentra-
tion of the investments in Europe. In the Report,
the Ministry wrote that a geographical distribu-
tion in line with market values was a natural start-
ing point for the composition of the Fund’s equity
portfolio, but that considerations of investability,
concentration risk and expected risk and return in
different markets also had to be included in the
assessment. The Ministry also wrote that a rele-
vant question was whether the proportion of the
Fund which is invested in emerging markets
should be increased by more than suggested by
market trends and a downweighting of Europe.

This section presents plans for changes to the
geographical distribution of the GPFG’s strategic
benchmark for equities.
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Box 2.5 Globalisation of the equity markets
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Figure 2.8 Companies’ foreign sales as a per-
centage of total sales, in selected countries

Source: MSCI.

Increased globalisation and reductions in trade
barriers have characterised the development of
the global economy in the last 20 years. Strong
growth in emerging economies has gradually
moved the global centre of economic gravity.

Publicly listed companies are participating in
globalisation. Figure 2.8 shows that in 2011, up
to half of the income of listed companies came
from countries other than those in which the
companies are listed. Home markets neverthe-
less remain of great importance.

Globalisation is also reflected in the equity
markets. The costs of investing internationally
have fallen sharply. Ever more countries and
companies have become available to interna-
tional investors. While the «All Country World
Index» global equity benchmark provided by
the index provider MSCI covered well over
1,100 companies in 1989, the number had
increased to 14,600 companies in 2011.

Over time, it has become easier for investors
to spread their investments among many coun-
tries and regions. The equity portfolios of insti-
tutional investors have become more global; see
figure 2.9. Nevertheless, many investors con-

Figure 2.9 Home bias’ in selected countries.
Percentages
1 In this context, home bias is defined as 100 percent, less

actual international equity allocation divided by market-
weighted international equity allocation.

Source: MSCI.

tinue to invest primarily in their local regions.
This may be related to the fact that investors
may have certain advantages in those regions,
for example in the form of reduced foreign
exchange risk, advantageous tax treatment, bet-
ter access to information and better protection
against various forms of political risk.

Globalisation is integrating the world’s diffe-
rent equity markets closer together. Price
trends in different markets have become more
congruent, particularly since the 2008 financial
crisis; see figure 2.10.

MSCI has developed a model which seeks to
explain systematic differences in equity returns.
Among other things, the model can be used to
compare the importance of which country
stocks are listed in with other explanatory fac-
tors, such as which industry the companies are
operating in and other company characteristics
which investors tend to consider. Figure 2.11
shows that which country a company is listed in
remains important, even if the significance of
this factor has fallen over time.
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Box 2.5 (cont.)
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Figure 2.10 Correlation over the preceding 36
months between the returns achieved by vari-
ous regional equity markets and the global mar-
ket, measured in a common currency

Source: MSCI.

Figure 2.11 The importance of different explan-
atory factors in the equity market.! Percentages

1 The proportion of the total systematic variation in returns
on a broad selection of equities (cross-sectional variation)
that can be explained using countries, industries and vari-
ous other company characteristics.

Source: MSCI.

2.3.2 Criteria and reference points for the
geographical distribution of equities

The objective of the GPFG’s investments is to
achieve the highest possible international pur-
chasing power for the fund capital, given a moder-
ate level of risk. The geographical distribution of
the investments is to support this objective by
helping to ensure an optimal ratio between
expected risk and return in the Fund.

The geographical distribution of the Fund’s
strategic equity benchmark should support a
good diversification of risk in the Fund in both the
short and long term. The Fund’s long time hori-
zon indicates that the primary emphasis should
be on long-term considerations.

In the shortterm, a broad geographical diver-
sification of the investments can help to reduce
fluctuations in the return on the portfolio, pro-
vided that the returns in different countries’ mar-
kets do not move completely in tandem. Analyses
of historical returns indicate a reduction in the
potential for reducing fluctuations in the equity
portfolio by spreading the investments among
countries. This is illustrated in figure 2.11, which
shows an increased degree of correlation between

the returns achieved in different markets. Globali-
sation, which is integrating the world’s economies
and financial markets ever more closely together,
is an important explanatory factor in this regard,;
see box 2.5.

Given that the companies in the benchmark
have become more international, their develop-
ment becomes more dependent on the develop-
ment globally. The development of companies in
the same industry, but listed in different coun-
tries, may be similar. The geographical distribu-
tion of the Fund’s benchmark should ensure the
necessary diversification of the investments
across different sectors, such as finance, health,
energy, technology, etc. Returns in different sec-
tors have varied considerably, and individual sec-
tors may at times experience much greater falls
than the equity market as a whole.

The Fund’s long time horizon suggests that
emphasis should be given to risks associated with
more unique events in a country or region. Exam-
ples may include prolonged economic crises,
major natural disasters and wars. Since these are
events which occur rarely, it is difficult to quantify
their probability. Nevertheless, it is important to
take into account that such events may occur. One
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question is therefore whether the geographical
distribution entails an excessive concentration of
the investments in individual countries or regions.

The equities investments enable the Fund to
participate in global economic growth and value
creation. A large, and increasing, part of this
growth is occurring in emerging economies. In
line with this trend, the share of the global equity
market accounted for by emerging equity markets
has grown strongly over the last 10 years. This
development reflects the increased base of new
countries and companies, and high historical
returns. Emerging equity markets have become
more important in recent years. Moreover, invest-
ments in emerging markets have a somewhat dif-
ferent risk profile than investments in developed
markets. Stocks in emerging markets are often
less tradeable, and returns vary more than in
developed markets. This makes it natural to con-
sider the emerging markets proportion separately
when discussing the Fund’s geographical distribu-
tion.

The GPFG’s special characteristics may also
be significant for the geographical distribution of
the Fund’s investments. The aim of reducing the
Fund’s exchange rate risk has been an important
reason for the high proportion of investments in
Europe. Protecting the Fund’s investments
against political risk may well pull in the same
direction. On the other hand, investments in more
remote regions and in economies which are less
like the Norwegian economy may help to ensure
that the Fund’s returns fluctuate a little less in line
with developments in the Norwegian economy.
This would contribute to a wider diversification of
the risk linked to total national assets of which the
Fund forms a part. Moreover, investments in
emerging markets may well exploit the Fund’s
particularly long time horizon and limited liquidity
need.

Global market weights are a much-used princi-
ple for equity benchmarks. Such market weights
mean that each individual company is included in
the benchmark with a weight corresponding to
the market value of the equity of each company as
a proportion of the value of the entire equity mar-
ket. In a market-weighted equity benchmark, the
geographical distribution is determined by the
companies’ market values and where they are
listed. Countries with large equity markets mea-
sured in terms of market value will therefore be
assigned a higher weight than countries with
smaller equity markets.

GDP weights

Market capitalisation weights

Free float adjusted market weights

- North America (developed)
. Europe (developed)
- Asia (developed)

. Emerging markets

Figure 2.12 lllustration of the geographical distri-
bution of equities under different weighting prin-
ciples. Based on market prices as of December
2011. Percentages

Sources: Ministry of Finance, Norges Bank, FTSE and MSCI.
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In the past 10 years, it has become common to
adjust market-weighted benchmarks for «free
float». This involves adjusting the weightings
downwards in respect of the ownership interests
of large, long-term owners, and in connection with
cross-ownership, because these ownership inter-
ests are not freely tradeable. The adjusted weight-
ings provide a better measure of the capital which
is available to financial investors. On the other
hand, the weightings will not reflect all of the
available capital. Figure 2.12 shows that an adjust-
ment for free float is important for how the geo-
graphical distribution of the world’s share capital
is measured. In emerging markets, a significant
proportion of equities are not freely tradeable.
Emerging markets are therefore assigned a lower
weighting in a market-weighted benchmark which
is adjusted for free float than in a benchmark
based on full market capitalisation.

Risk diversification involves distributing
investments across as many sources of returns as
possible. One question is whether a geographical
distribution based on market weights achieves
this aim sufficiently well. One means of evaluating
this is to make a comparison with the geographi-
cal distribution of global GDP. The distribution of
global GDP reflects, to a significant degree, how
the world’s productive capital is distributed
among countries and regions.

Figure 2.12 shows that almost 90 percent of
the world’s listed equity markets are located in
developed countries, while the economies of
developed countries account for about two thirds
of total global GDP. This is linked to the fact that
developed countries often have more developed
financial sectors. As a result, a larger proportion
of the capital in the country is normally listed on a
stock exchange. The difference is most apparent
when North America is compared with emerging
markets. North America is home to around half of
the world’s listed equity markets (measured by
market weights adjusted for free float), but only a
quarter of total global GDP. Emerging markets
account for almost a third of total global GDP and
20 percent of all equity capital, but only 12 percent
of the equity market after adjustment for free float.

2.3.3 External analyses and advice

In connection with its assessments of the bench-
mark’s geographical distribution, the Ministry has
received analyses and advice from the consul-
tancy firm MSCI and from Professor Campbell
Harvey at Duke University. Both MSCI and Har-
vey have considered the risk and return associ-

ated with investments in emerging markets.
MSCI has also evaluated the risk of high owner-
ship interests in the US and Europe, and the risk
and return properties of different weighting prin-
ciples. The reports are available on the Ministry’s
website (www.government.no/gpf).

In a letter of 2 February 2012, the Ministry
received advice from Norges Bank concerning
the strategic equity benchmark. The letter is
included as Annex 3 to this report. Norges Bank
has also published discussion notes on topics
related to the Fund’s geographical distribution.
The notes are available on the Bank’s website
(www.nbim.no).

Assessments of market weights

In its letter to the Ministry of Finance of 2 Febru-
ary 2012, Norges Bank recommended that

«(...)the starting point in a market-weighted
benchmark index is retained».

The Bank emphasised that the strategic equity
benchmark should reflect the role of the asset
class in the Fund. To ensure the greatest possible
openness and transparency, the starting point
should be leading, and easily accessible bench-
marks.

Norges Bank’s proposal is based on the global
market weightings being adjusted for free float.
The Bank wrote that if a free-float adjustment is
made, differences in ownership structure
between markets will mean that a market-
weighted benchmark index will have an approxi-
mately 5 percentage point lower allocation to
Asian equities and a correspondingly higher allo-
cation to American equities than the full market
value of companies in these regions would dictate.

Norges Bank also wrote that empirical analy-
sis shows that portfolios constructed on the basis
of different weighting criteria to a market-
weighted portfolio can offer a better trade-off
between risk and return. However, the Bank takes
the view that such alternative weighting criteria
should not be laid down in a strategic benchmark
for equities; see the detailed discussion in section
2.7.

Norges Bank’s advice is to base the regional
distribution of the benchmark for equities on mar-
ket weights. The Bank wrote that:

«Norges Bank recommends that the strategic
regional distribution of the Fund’s equity
investments moves in the direction of global
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market weights. The transition to a new bench-
mark index should take place over a long
period and in stages.»

The Bank also wrote that the objective of achiev-
ing the greatest possible long-term international
purchasing power is best served by broad owner-
ship of the production of goods and services. The
Fund’s geographical distribution should depart
from market weights only if such a composition of
the Fund helps reduce risk or increase expected
returns.

Norges Bank wrote that it attaches importance
to being a predictable, long-term investor, and that
it shares a mutual interest with the companies and
countries in which it invests in creating long-term
value. This means that the rights of investors
must be respected, regulatory conditions must be
relatively stable, and that it must be reasonably
certain that the investments are safe. As a minor-
ity shareholder, the Bank depends on good corpo-
rate governance, limited discrimination and the

protection of its rights in law and legal system.
Norges Bank wrote that it is possible that the
Fund should assign a larger weight to Europe
than other regions if these considerations are pri-
oritised. The Bank wrote that it may be natural to
view Europe as an extended domestic market for
the Fund with lower risks of this kind than in
other regions.

In its report, MSCI wrote that market weight-
ing is a good, objective criteria for describing
investment opportunities in the global equity mar-
ket. The reasons given for this view include that
global market weights are simple to calculate. In
addition, the costs of maintaining such a bench-
mark are low. In a market-weighted portfolio,
companies with a high market value will be given
a high weight in the benchmark. Since equities in
companies with a high market weight are often
easily tradeable, this will help to ensure that the
portfolio comprises equities which, on the whole,
are highly tradeable. MSCI also emphasised that
market weights will be effective at capturing

Table 2.2 Historical returns and standard deviations in the US and Europe, 1970-2011. Percentages

MSCI US MSCI Europe MSCIUS MSCI Europe
Average annual return (USD) (Local currency) (NOK) (NOK)
1970-2011 9.5 9.6 9.0 9.6
1970-1979 4.6 5.0 0.8 4.6
1980-1989 171 20.9 20.6 22.0
1990-1999 19.0 15.9 214 16.8
2000-2009 -1.3 0.0 4.5 -0.9
Annual standard deviation
1970-2011 15.7 15.5 17.5 15.7
1970-1979 15.9 14.3 17.2 154
1980-1989 16.2 15.1 19.1 14.7
1990-1999 13.4 15.2 16.9 15.4
2000-2009 16.2 17.1 17.0 17.0
Risk-adjusted annual return
1970-2011 0.60 0.62 0.51 0.61
1970-1979 0.29 0.35 0.05 0.30
1980-1989 1.05 1.39 1.08 1.49
1990-1999 1.42 1.04 1.27 1.09
2000-2009 -0.08 0.00 -0.26 -0.05

Source: MSCI.
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Figure 2.13 Valuation and growth characteristics of the US and Europe. June 1994-December 2011

Source: MSCIL.

changes in the investment universe, as new mar-
kets, with their market weights, are included on
an ongoing basis.

MSCI pointed out that a weakness of global
market weights is that they do not take account of
the fact that individual equities or parts of the mar-
ket may, at times, be overpriced or underpriced
compared to their long-term values. When market
weights are used, equities are given a higher
weight in the benchmark when they have a high
value than when they have a low value. Such
weights may therefore have the consequence that
«expensive» equities are overweighted and
«cheap» equities are underweighted. Over time,
this may result in lower returns. MSCI also

pointed out that global market weighting can
result in a high concentration in individual coun-
tries. The Japanese equity market accounted for
over 40 percent of the global equity benchmark in
1980. This was followed by a long period of signifi-
cantly lower returns in Japan than in the rest of
the global equity market. The experiences from
Japan are highlighted as an important reason why
investors began asking for benchmarks based on
other weighting principles than global market
weights, such as weightings based on the distribu-
tion of global GDP.

MSCI was engaged by the Ministry of Finance
to analyse the differences between a market-
weighted portfolio which has been adjusted for
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free float and a GDP-weighted portfolio. In the
period 1970 to 2011, a GDP-weighted portfolio
produced an annual return after transaction costs
which was 1.2 percentage points higher, without
risk being significantly different. MSCI takes the
view that the higher weighting towards emerging
markets which results from GDP weighting is the
most important reason for the higher return dur-
ing this period.

Concentration risk

The GPFG currently has a high proportion of its
investments in Europe, while global market
weighting would result in a high proportion in the
US. History has shown that countries or economi-
cally integrated regions may suffer special shocks
which may result in long periods of weak equity
market returns. Developments in Japan in recent
decades are often quoted as an example of this;
see above. The Ministry therefore asked the con-
sultancy firm MSCI to analyse the risk associated
with large ownership interests in the US and
Europe, respectively. Among other things, MSCI
evaluated the risk of events which have a low
probability of occurring, but which will have a
considerable impact on returns if they do occur.
The Fund’s long time horizon suggests that such
risks should be given emphasis.

In its report, MSCI wrote that both the US and
Europe have large and broadly diversified equity
markets. In both markets, companies are widely
distributed among different sectors, and the
weightings of even the largest individual compa-
nies are moderate. Historically, these markets
have experienced smaller fluctuations than other
regional equity markets.

MSCI pointed out that the American and Euro-
pean equity markets are closely integrated. There
are many similarities between the stock price
developments in the two markets. The equity mar-
kets in the two regions have produced fairly simi-
lar returns in the period from 1970 until today; see
table 2.2. Periods of great uncertainty in the finan-
cial markets, or periods of strong optimism, as
during the IT-bubble at the turn of the millen-
nium, also appear to have a fairly similar effect on
the markets. This is particularly so when one
takes into account that the IT sector constitutes a
larger portion of the market in the US, and the
finance sector a larger portion in Europe.

In real terms, there appear to be many similar-
ities between companies listed in Europe and
companies listed in the US. The companies have
an international orientation and large sales in

other countries, although their home markets
remain important, see box 2.5. The company earn-
ings and returns on equity in the two markets
have developed fairly similarly; see figure 2.13.

Overall, MSCI concluded that the two markets
appear very similar. In MSCI’s view, the particular
risk associated with investing a high proportion of
the equity portfolio in Europe or the US is the pos-
sibility of especially negative events. As examples
of such events, MSCI mentioned country-specific
macroeconomic shocks and a worsening of
national creditworthiness.

Assessments of emerging markets

Emerging markets’ share of global equity markets
and of the GPFG’s equity investments has
increased over time, see box 2.6

In its report, MSCI pointed out that emerging
equity markets have, overall, produced signifi-
cantly higher returns in recent decades than
developed equity markets. Since 1988, invest-
ments in emerging markets, measured using the
MSCI Emerging Markets Index, have produced
an annual return of almost 13 percent. During the
same period, investments in developed equity
markets produced an annual return of around 7
percent, see figure 2.16. The difference has been
particularly large in the period since the year
2000, when the return on developed equity mar-
kets was less than 2 percent per year.

MSCI emphasised that investments in emerg-
ing markets carry a higher risk. Volatility in these
equity markets is greater. MSCI pointed out that,
historically, emerging markets have experienced
several crises resulting in large equity market
losses. Examples include the Asian crisis in 1997,
Russia’s default on national debt in 1998 and
Argentina’s currency crisis in 2002. Macroeco-
nomic instability and dependence on foreign
financing have been highlighted as important
causes of these crises.

MSCT’s analysis shows that the country-spe-
cific risk is greater in emerging markets than in
developed markets. MSCI stated that its indica-
tors relating to macroeconomic risk and the qual-
ity of regulation, the enforcement of legislation,
and the scope of corruption, freedom of expres-
sion, political stability and minority shareholder
rights clearly demonstrated a higher risk level in
emerging markets.

Overall, MSCI’s analysis shows that the ratio
between risk and return, measured by standard
deviations in the period since 1988, has been con-
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Box 2.6 Emerging markets

The term «emerging markets» is not linked to
any particular region of the world, but rather to
markets in countries with a certain degree of
financial development. Experience indicates that
the degree of economic development, measured
using GDP per capita, gives a good indication of
which markets are emerging. Further, it is com-
mon to distinguish between developed emerging
markets, secondary emerging markets and «fron-
tier markets».

Emerging markets make up an ever-larger
proportion of global equity markets; see figure
2.14. In MSCI’s global equity benchmarks, 21
countries are classified as emerging markets,
compared to 10 countries in 1989. Emerging mar-
kets accounted for around 13 percent of MSCI’s
global index in 2011, compared to just 1 percent
in 1988. This development has been driven by
high returns, the opening up of new markets, and
by the fact that equity markets are growing in
size as welfare levels rise in their economies.

Emerging markets were first included in the
GPFG equity benchmark in 2000. The number of
emerging markets was increased slightly in 2004.
In 2007, a broad review of emerging markets was
conducted; see Report No. 16 (2007-2008) to the
Storting — On the management of the Govern-
ment Pension Fund in 2007. As a result, the num-
ber of countries in which the Fund invests was
increased substantially. The Ministry’s analyses
pointed out that country risk, settlement risk and

risk associated with the legal framework were
higher in emerging markets than in developed
equity markets. At the same time, emphasis was
given to the fact that these risks were monitored
by the index provider, in addition to Norges
Bank’s own control measures. It was also empha-
sised that comparable funds also allocated a signif-
icant portion of their funds to emerging equity
markets.

Since 2008, the GPFG’s benchmark has
included the listed equity markets of all countries
which the index provider FISE Cclassifies as
emerging. At the end of 2011, this category com-
prised Brazil, Hungary, Mexico, Poland, South
Africa, Taiwan, Argentina, Chile, China, Colombia,
Czech Republic, Egypt, India, Indonesia, Malay-
sia, Morocco, Pakistan, Peru, the Philippines, Rus-
sia, Thailand, Turkey and the United Arab Emir-
ates. Frontier markets have not been included in
the GPFG’s strategic benchmark, but Norges
Bank is permitted to invest in these markets as
part of the active management of the Fund.

At the end of 2011, investments in emerging
markets amounted to some 9 percent of the value
of the Fund’s equity portfolio; see figure 2.15.
This is about 2 percentage points lower than the
total market share of these markets in global
equity markets as a whole.

MSCI has commented that many large institu-
tional investors have increased their investments
in emerging markets in recent years.
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Figure 2.14 Emerging markets’ share of the
global market. Percentages

Source: MSCI.

Figure 2.15 The GPFG's investments in emerg-
ing markets. NOK billion (left axis) and as a per-
centage of the Fund’s equity portfolio (right axis)

Sources: Norges Bank, FTSE and Ministry of Finance.
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Figure 2.16 Performance of emerging and devel-
oped markets, measured in US dollars. (1987=100)

Source: MSCI.

siderably better for emerging equity markets than
for global equity markets.

MSCI pointed to high economic growth as an
important explanation for why emerging markets
have produced higher returns than developed
markets. Over the last 10 years, many emerging
economies have successfully engaged in eco-
nomic and financial integration with the global
economy.

MSCT’s analyses show that the development of
emerging equity markets has become ever more
congruent with the development of developed
markets. Figure 2.17 shows that the earnings per
share of companies listed in emerging markets
have been close to the corresponding trend for

the world’s listed companies as a whole. Figure
2.17 also shows that the price of equities in emerg-
ing markets, measured using the ratio between
the price per share and earnings per share, has in
recent years been on about the same level as
prices in global equity markets generally. This
indicates that many of the same driving forces
determine developments in both emerging and
developed equity markets.

MSCI pointed out that emerging equity mar-
kets have become a central part of the global
equity market, and that they constitute a natural
part of a global investment portfolio. MSCI also
wrote that giving emerging markets a higher
weighting than market weighting could be an
option for investors who have a good ability to
bear short-term fluctuations and who wish to
focus the portfolio more strongly on potential
long-term economic growth. According to MSCI,
the main risk associated with emerging markets is
that globalisation will stop or be reversed.

The Ministry has also received advice from
Professor Campbell Harvey at Duke University.
Harvey analyses expected risk and return in
emerging markets, and assesses how large a pro-
portion of a global equity portfolio should be allo-
cated to emerging markets. Harvey has analysed
emerging equity markets specifically, but has not
considered a potentially higher stake in emerging
equity markets in light of the Fund’s overall strat-
egy.

Like MSCI, in his report Harvey wrote that
expected returns in emerging markets appear to
be higher than returns in developed markets. He
linked the higher expected returns with better
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growth opportunities for emerging markets, but
also with higher risk. Larger fluctuations and
higher market risk, and the fact that equities may
be more difficult to trade, were highlighted as
important sources of the overall risk. Harvey
takes the view that political risk may provide a
basis for a higher expected return, but in his opin-
ion it is not clear that such risk is currently higher
in emerging markets than in developed markets.
He pointed to the debt situation in Europe in this
regard.

Harvey also pointed out that there is a close
connection between economic growth and finan-
cial development in many emerging countries.
When the financial markets are developed, access
to capital will normally improve, and the cost of
capital will fall. This contributes to increased
investment and economic growth. Harvey high-
lighted that there is a positive historical relation
between economic growth and returns in emerg-
ing markets over periods of several years; see fig-
ure 2.18. According to Harvey, long-term inves-
tors should therefore invest a higher proportion
in markets in which financial development can
contribute to higher growth and returns.

Overall, Harvey took the view that a long-term
investor like the GPFG is well-positioned to bear
the risk associated with investments in emerging
markets. He recommended that the Ministry
should consider an allocation to emerging mar-
kets, as defined in the MSCI index, of around 16
percent. This allocation is somewhat higher than
indicated by free float-adjusted global market
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Figure 2.18 Average growth in GDP in emerging
economies and excess returns in their stock mar-
kets over five-year periods, measured in a com-
mon currency

Source: Harvey (2012).

weights. Harvey gave particular emphasis to the
Fund’s ability to hold investments for a long time
and the positive relation between financial devel-
opment and economic growth. According to Har-
vey, investments in emerging markets should not
be based solely on global market weights, but also
on weights which reflect fundamental indicators,
such as GDP.

Harvey also analysed GDP weighting as an
alternative to linking the country distribution
among emerging markets to market size. He
pointed out that stock prices in emerging markets
can fluctuate strongly compared to other markets.
There may also be a greater incidence of mis-
pricing in emerging markets. Harvey wrote that
linking the country distribution among emerging
markets to GDP would lead investors to sell equi-
ties in markets which have risen sharply com-
pared to the country’s GDP, and buy equities in
markets which have fallen. If this strategy
involves selling equities in markets which have
risen too much compared to their long-term val-
ues, or buying equities in markets which have
dropped below their long-term values, a higher
return will be achieved over time.

In its letter of 2 February 2012, Norges Bank
recommended that the proportion of equity
investments in emerging markets should not be
increased beyond market weights. The Bank
wrote:

«Norges Bank does not recommend establish-
ing a special allocation to emerging markets
beyond what is indicated by market weight-
ing.»

Norges Bank wrote that an analysis conducted by
the Bank showed that high growth in a country
does not in itself provide a basis for an unambigu-
ous assumption of higher equity market returns.
The Bank pointed out that the link between a
country’s economic growth and the earnings of
the country’s listed companies is weak, and that
only growth in excess of expectations can provide
a basis for higher future returns adjusted for risk.

Norges Bank also considered which underly-
ing factors may result in higher risk, and thus
higher expected returns, in emerging markets.
The Bank wrote that risk factors can be linked to
stability in governance structures, the regulation

3 South Korea is classified as an emerging market in MSCI’s
equity index, but as a developed market in the FTSE index.
If the FTSE definition is used, Harvey’s recommended
emerging-markets proportion is around 15 percent.
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of the financial markets, the legal system and
quality of legislation, the level of corruption and,
ultimately, the danger of expropriation. The Bank
also emphasised that, in some cases, foreign
investors and the interests of minority sharehold-
ers will be poorly protected. It attached weight to
the fact that, in some markets, foreign investors
are subject to special rules and limitations, and
that some countries do not permit full, free capital
movements in their currency. In Norges Bank’s
view, it is not clear that the Fund has a natural
advantage as regards bearing this type of risk,
compared to other Funds.

2.3.4 The Ministry’s assessment

The Ministry is of the opinion that global market
weights (adjusted for free float) are a logical start-
ing point for the geographical distribution of the
GPFG’s benchmark for equities. A market-
weighted portfolio reflects the capital available to
the Fund in global listed equity markets, and may
be regarded as the portfolio of the average global
investor. Developments in a market-weighted
benchmark will in the Ministry’s view properly
reflect developments in the equity market as a
whole. The Ministry is of the opinion that a mar-
ket-weighted benchmark will be a good starting
point for open, cost-effective management of the
equity portfolio.

MSCI, Norges Bank and Professor Harvey all
pointed out that market weighting also has weak-
nesses which may reduce expected returns. Such
weaknesses, and means of exploiting these, are
discussed in section 2.7.3. In the Ministry’s view,
the Fund’s geographical distribution at the strate-
gic level is rather unsuited to making the adjust-
ments which are necessary to counteract these
weaknesses.

The Ministry envisages changing the bench-
mark for equity so that the geographical distribu-
tion tracks global market weights to a greater
degree. However, the Ministry has identified two
considerations which may indicate that the mar-
ket weights should be adjusted:

— At current equity prices, a switch to global mar-
ket weighting would mean that the proportion
invested in Europe would drop by approxi-
mately half. This would be a major change. The
Ministry notes that Norges Bank has recom-
mended that the geographical distribution
should approach global market weights gradu-
ally, and in several stages. The Bank has also
pointed out that there may be reasons for the
Fund to continue to invest a proportion in

Europe in the long-term that is somewhat
higher than suggested by market weights.

— A switch to global market weighting would
have entailed a very high portion invested in
the US. Although the world’s companies and
financial markets have become increasingly
international, country-specific risk should still
be taken into account in the geographical distri-
bution of the Fund’s benchmark.

— The equity market in the US is very broadly
composed. Nevertheless, it must be expected
that the performance of companies will be
linked, to a significant degree, to the perfor-
mance of the American economy. This may
indicate that the American market should not
be assigned a high proportion in the bench-
mark.

The Ministry notes that MSCI’s analysis shows
that there are many similarities between the
equity market in the US and the developed equity
markets in Europe. The analyses of historical
returns show that an adjustment of the distribu-
tion between these markets has had little effect on
total risk and return. The Ministry therefore sees
that the goal of avoiding an excessive portion in
the US and the goal of avoiding an excessively
sharp reduction in the European portion can be
seen in conjunction. Rather than switching over
entirely to global market weights for both Europe
and the US, the Ministry instead envisages a more
even distribution between these markets than is
the case today. This means a distribution in which
Europe is given a weighting which is lower than at
present, but nevertheless somewhat higher than
indicated by market weights. The US is given a
higher weighting, which is nevertheless lower
than market weights.

Currently, the strategic weight of Europe in
the benchmark is set at 50 percent, while global
market weighting would currently imply a propor-
tion of around 24 percent. The Ministry envisages
reducing the European proportion by around 10
percentage points from the current level.

The Ministry considers it appropriate to treat
the markets in North America, i.e. the US and
Canada, as one. The economies and equity mar-
kets of these countries are very closely integrated.
Moreover, the Ministry plans to distinguish
between developed and emerging equity markets;
see the detailed discussion below. Other than an
adjustment of developed equity markets in
Europe and North America, the benchmark will
apply global market weights. Compared to the
current distribution, this will mean higher propor-
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A. Current geographical distribution

Developed
Asia and
Oceania

11%

Emerging
markets
9%

Developed
Europe
and North
America
80%

C. Current sector composition
Utilities B
% Materials

Telecom > 8%
8%

Consumer

Technology
9 goods 13%

8%

Oiland
gas
12%

Manu-
facturing
13%

Finance
20%

Health care
9%

Consumer
services
9%

B. New geographical distribution

Developed
Asia and

Oceania

15%

Emerging
markets
12%

Developed
Europe
and North
America
73%

D. New sector compostion
Utilities
Telecom 4% 8%

Materials

5%

Consumer

Technology goods 12%

9%

Oil and
gas
11%

Consumer
services
9%

Manu-
facturing

13% Finance

20%

Health care
9%

Figure 2.19 lllustration of current and new geographical distribution and sector composition of equities
in the GPFG. Based on market prices at the beginning of 2012. Percentages’

1 The distribution and sector composition will vary in line with market trends. In the figure, the proportion of developed markets
in Europe has been reduced by 10 percentage points compared to the current weighting.

Source: Ministry of Finance.

tions in developed markets in North America,
Asia and Oceania, and in emerging markets.

Overall, the new geographical distribution of
the equity benchmark will result in a wider geo-
graphical diversification of the equity investments
than at present. Figure 2.19 shows how the poten-
tial new geographical distribution may be, based
on market rates at the beginning of 2012. Figure
2.19 also shows that it can be assumed that the
sector composition will remain largely unchanged
from the current position. No material changes in
long-term returns are expected, although the
spread of risk will improve.

The principle of market weighting implies that
the geographical distribution among different
regions will not be fixed, as at present, but will
vary in accordance with developments in the dif-
ferent markets. If, for example, the growth in
emerging equity markets continues, in a few years
market weighting may mean a higher proportion
in such markets than at present. Moreover, differ-
ent price trends in different markets will influence
the geographical distribution when market
weighting is applied.

Accordingly, there is no basis for stating that
the new geographical distribution of the bench-
mark for equity will mean a specific European por-
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tion. The estimates of the European portion which
are presented here are based on market prices at
the beginning of 2012. There is also no basis for
stating that the reduction in the European propor-
tion will be exactly 10 percentage points. Never-
theless, this provides a reasonable picture of the
scope of the reduction in the European portion
which the Ministry is planning. The Ministry will
continue work on introducing a final rule for the
European proportion, and will provide a briefing
on this issue once the adaptation has been imple-
mented. The proportion invested in Europe is to
be reduced gradually over time. New transfers to
the Fund will be used to implement the changes.
However, it may still be necessary to sell Euro-
pean equities.

The changes are based on assessments of the
consequences for the risk and return of the port-
folio in the long-term. At the same time there is
considerable uncertainty related to the market’s
development in the short term. One must there-
fore be prepared for the timing of changes to the
benchmark in hindsight appearing as more or less
favourable. This risk is somewhat reduced by the
fact that the changes take place over time.

At the beginning of 2012, the proportion of
emerging markets in the Fund’s benchmark for
equity was just over 9 percent, compared to 11.5
percent under global market weighting. The
switch to market weighting therefore means an
increased emphasis on emerging equity markets,
compared to the current distribution.

The Ministry has considered whether the pro-
portion of emerging markets in the benchmark
should be higher than the market weight. This
assessment is based on the risk and return prop-
erties of investments in such markets. In the last
20 years, emerging markets have been character-
ised by higher returns, but also by greater risks,
than developed equity markets. Overall, invest-
ments in emerging markets have improved the
ratio between risk and return during this period.
The increased risk partly reflects the fact that
equities in emerging markets are less liquid,
partly that stock prices fluctuate more, and partly
that companies are more exposed to fluctuations
in the world economy. There may also be greater
political risk in emerging markets.

Professor Harvey took the view that the
Fund’s particularly strong ability to hold invest-
ments over long periods means that the Fund is
well-positioned to invest in markets which feature
low liquidity and large fluctuations. Over time,
such risks may produce higher expected returns.
For its part, Norges Bank has pointed out that

investments in emerging markets involve a risk of
instability in governance structures, regulations
and rights for international investors, and a risk of
corruption and, in extreme cases, expropriation.
The Bank therefore takes the view that it is not
clear that the GPFG is better positioned to bear
this type of risk than other funds, and recom-
mends that the proportion of emerging markets
should not be set higher than the market weight.

The analyses and recommendations which the
Ministry has received show that opinions vary as
to the relationship between returns in emerging
equity markets and growth in emerging econo-
mies. Looking forward, at least some emerging
economies are expected to grow much more
strongly than developed economies. Emerging
economies already comprise a much larger pro-
portion of the world economy than the weight
which would be given to emerging equity markets
under global market weighting. An important
question is whether this provides a basis for
investing a higher proportion in emerging equity
markets than the market weight.

The Ministry notes that Professor Harvey
found that historically there has been a relation-
ship between long-term growth in emerging econ-
omies and returns in emerging equity markets.
Harvey described a development process in
emerging economies in which high expected
growth goes hand in hand with a high risk of cri-
ses and setbacks. Investors are paid for this risk in
the form of higher expected returns. Over time,
companies in emerging equity markets may pro-
duce higher returns if the emerging economies
succeed in achieving growth and development.

Norges Bank has emphasised that the relation
between economic growth and returns on equity
is not unambiguous. The Bank examined a broad
selection of both developed and emerging equity
markets, and found only a weak relation between
a country’s economic growth and the earnings of
limited companies which are listed on the coun-
try’s stock exchanges. One reason for this may be
that globalisation makes the companies more
dependent on developments in the world econ-
omy, and less dependent on developments in the
country in which they are listed. Another reason
may be that much of the economic growth in a
country occurs in businesses which are not listed
on a stock exchange.

High growth is expected in many emerging
economies in the years ahead. However, high
expected growth is no guarantee of high future
returns. Investors must be expected to be well
aware of growth prospects in emerging econo-
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mies, and that this is already largely reflected in
the equity prices. The Ministry shares Norges
Bank’s view that it is only growth in excess of
expectations which can provide a basis for higher
expected future returns adjusted for risk.

MSCI’s analyses show that the world’s limited
companies are becoming increasingly interna-
tional. Many companies which are listed in devel-
oped equity markets have invested considerable
sums in emerging economies, and many compa-
nies in emerging equity markets have focused
their production on sales to developed economies.
This development makes it increasingly difficult
to specify a particular geographical identity for a
company based on the country in which it is
listed. The Ministry also notes that, over time, the
earnings growth (growth of profit) achieved by
emerging and developed markets over time
appears to have become more similar. Despite
higher GDP growth in emerging economies,
growth in earnings per share in the equity mar-
kets in these economies has not differed materi-
ally from the development in developed equity
markets. This seems to indicate that a large part
of the growth in these economies is derived from
businesses that are not listed or accrue to other
entities than the capital owners. In the Ministry’s
view, it is therefore uncertain whether a higher
weighting than the market weight of listed compa-
nies in emerging economies would mean that the
Fund participates more in total global value cre-
ation and growth.

Following an overall assessment, the Ministry
plans to increase the proportion of emerging
equity markets in the equity benchmark to market
weight. The decision to adopt market weighting of
emerging equity markets must be considered in
conjunction with the fact that, in this Report to the
Storting, the Ministry has also stated its plans to
include emerging markets in the Fund’s fixed
income benchmark; see the discussion in section
2.2.

The Ministry will return to the question of the
proportion of emerging equity markets at a later
date. The distinctive characteristics of the Fund,
for example its long time horizon and limited need
to realise assets quickly, may be expected to con-
fer advantages in emerging markets; see the dis-
cussion above. This may indicate that a somewhat
higher emerging market proportion should be
adopted than suggested by global market weights.
However, the same distinctive characteristics may
also give the Fund advantages in other areas; see,
for example, the discussion in section 2.7. The
Ministry will continue to work on assessing differ-

ent means of exploiting the Fund’s special charac-
teristics. The Ministry considers it natural to
begin exploiting the Fund’s special characteristics
in areas in which it is clearest that they will gener-
ate advantages, and which offer the greatest
opportunities to improve the ratio between
expected risk and return on the Fund. A new
assessment of the emerging equity markets por-
tion will be conducted within a framework of this
kind.

2.4 New geographical distribution of
the Government Pension Fund
Global

Previous geographical distribution

The investment strategy of the Government Pen-
sion Fund Global (GPFG) is expressed through
the Fund’s strategic benchmark. The benchmark
is a detailed description of how the Fund’s capital
shoul be invested, if Norges Bank is not to draw
on its limits for deviating from the benchmark.
The benchmark is split between equities (60 per-
cent), fixed income (35 percent) and real estate (5
percent). It has also been divided into three geo-
graphical regions: Europe, America/Africa and
Asia/Oceania. Within each region, the invest
ments have primarily been allocated to countries
in accordance with relative market size. The
Fund’s geographical distribution implicitly deter-
mines the currency composition of the Fund.

Until now, the respective regional weights
have been 50 percent, 35 percent and 15 percent
for equities, and 60 percent, 35 percent and 5 per-
cent for fixed income; see figure 2.20. In other
words, more than half of the fund capital has been
invested in Europe. The regional weights are the
result of a trade-off between various consider-
ations. An important objective linked to the high
proportion in Europe has been to reduce the
Fund’s exchange rate risk; see the discussion in
section 2.3.

New geographical distribution

In last year’s report, Report No. 15 (2010-2011) to
the Storting — The Management of the Govern-
ment Pension Fund in 2010, the Ministry conclu-
ded that the long-term exchange rate risk appea-
red to be smaller than previously thought. In its
assessment, it wrote that the proportion invested
in Europe should be reduced over time. In the
case of equities and corporate bonds, it is appro-
priate for the new distribution to be based on mar-
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Figure 2.20 Previous strategic benchmark for the GPFG'

1 Fixed income has comprised 40 percent. Over time, real estate will comprise up to 5 percent, while the fixed income portion will
be reduced to 35 percent.

Ministry of Finance.

ket size (market-weighting), while in the case of  tain more detailed accounts of the changes in the

government bonds it is more appropriate to use
the size of the economies (GDP-weighting). Sec-
tions 2.2 and 2.3 of this Report to the Storting con-

Real estat@
5%

Fixed Equities
income 60 %
35%

Figure 2.21 New strategic benchmark for the
GPFG'

1 The plan is for up to 5 percent of the capital of the GPFG to
be invested in real estate. These investments will result in a
corresponding reduction in the proportion invested in fixed
income. At the end of 2011, 0.3 percent of the fund capital
was invested in real estate. All of these investments were
made in Europe; see the discussion in section 4.1.

Source: Ministry of Finance.

geographical distribution of the GPFG’s invest-

ments.
Based on market values at the end of 2011, the

changes imply, among other things,

— a reduction in the European proportion total-
ling 13 percentage points,

— an increase in the emerging markets propor-
tion totalling 4 percentage points,

— that the North American proportion will
remain below market weight.

Table 2.3 shows the regional distribution of the
GPFG under the previous and new benchmarks.
The regional distribution under the new bench-

Table 2.3 Regional distribution of the GPFG under
previous and new benchmarks. Measured using
market values at the beginning of 2012.
Percentages

Previous New
America/Africa 35 40
Europe 54 41
Asia/Oceania 1 19
Of this:
Emerging markets 6 10

Source: Ministry of Finance.
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mark is based on market values at the beginning
of 2012. This means that the proportions in the dif-
ferent regions under the new benchmark will
depend on market developments and the relative
development in GDP.

2.5 Rebalancing

2.5.1 Introduction

The Ministry of Finance’s long-term strategy for the
management of the Government Pension Fund
Global (GPFG) specifies a fixed distribution
between equities (60 percent), fixed income (35 per-
cent) and real estate (5 percent); see section 2.4. A
fixed distribution between three geographical
regions has also been applied. The distribution
between equities, fixed income and real estate is the
result of a trade-off between expected risk and
return in these asset classes in the long run. The
regional weights are also the result of a trade-off
between different interests; see the discussion in
section 2.2 (fixed income) and section 2.3 (equities).

Market movements result in the actual assets
and regional proportions moving away from the
strategic weights. For example, a rise in equity
prices compared to the prices of bonds will result
in an increase in the equity portion. As a result,
the equity portion may rise above the strategic
weight of 60 percent, unless Norges Bank sells
stocks to counteract this. A higher (or lower)
equity portion will alter the risk and return prop-
erties of the Fund. It is therefore important to
have in place a system which returns the actual
weights to the strategic weights.

Rebalancing meets this need. Rebalancing is
conducted both gradually using the ongoing
transfers of capital into the Fund (referred to as
partial rebalancing), and through the purchase
and sale of securities (referred to as full rebalanc-
ing). Full rebalancing is undertaken if the devia-
tion from the strategic weights is sufficiently
large. This is referred to as conditional full rebal-
ancing. The Ministry has laid down detailed rebal-
ancing rules. These detailed rules have been
exempted from public disclosure to prevent other
financial market participants from predicting the
actions of the Fund in a manner which could
cause the Fund to incur unnecessary costs.

When selling securities, the Fund incurs trans-
action costs which reduce returns. The rules gov-
erning the size of deviations which must be
accepted before full rebalancing is undertaken
have therefore been formulated based on a trade-
off between the need to bring the weights in the

Fund back to the strategic weights and the need
to save transaction costs.

The first payment into the GPFG was made in
May 1996. At that time, the Fund’s investments
comprised only bonds. Equities were included in
1998, with a proportion of 40 percent. In the
period 1998-2001, the Fund was rebalanced
through the quarterly transfer of capital into the
Fund. In 2001, a switch was made to monthly
transfers to the Fund. At the same time, new rules
were adopted which entailed monthly, partial
rebalancing and conditional full rebalancing. The
rebalancing rules have remained unchanged
since 2001, but were temporarily suspended in
connection with the increase in the equity portion
from 40 percent to 60 percent in the period 2007-
2009. In a separate note, Norges Bank has anal-
ysed the experience gained from rebalancing the
GPFG.A

Section 2.2 contains a detailed discussion of
the new benchmark for the GPFG’s fixed income
investments, and section 2.3 contains an account
of changes made to the geographical distribution
of the GPFG’s equity benchmark. The changes in
the investment strategy for the equity and fixed
income investments suggest that the rebalancing
rules should be amended. In a letter of 26 January
2012, Norges Bank gave advice on such rules.
The letter is appended to this Report to the Stort-
ing.

2.5.2 The basis for rebalancing

Risk in the equity, fixed income and real estate
markets varies over time. For example, figure 2.22
shows that fluctuations in the stock market were
smaller in the period 2003-2007 than in the period
2008-2011. In other words, a fixed equity portion
does not guarantee a stable risk level in the Fund.
The GPFG’s equity portion has been chosen on
the basis of analyses of how a fixed equity portion
will affect risk and return in the long run.

Expected risk and return in a portfolio which
is rebalanced will be different from the risk and
return in a portfolio in which equity and regional
weights are floating freely in line with how the
markets develop. Rebalancing is therefore impor-
tant to ensure that the Fund’s properties corre-
spond with the long-term strategic choices which
have been made and which enjoy widespread sup-
port.

4 See the note “The History of Rebalancing of the Fund”
(http://www.nbim.no/en/press-and-publications/discus-
sion-notes/).
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Figure 2.22 The risk in the benchmark for the
GPFG’s equity portfolio. Rolling 12-month stan-
dard deviation. Percentages

Sources: Ministry of Finance and Norges Bank.

Rebalancing involves purchasing equities if
the equity market has fallen during preceding
periods, compared with bonds. If the drop in the
equity market turns into an upturn after rebalanc-
ing, the Fund’s results will be improved. If the
equity market continues to fall, on the other hand,
the Fund’s losses will increase. Thus far, the rebal-
ancing rules have improved the ratio between risk
and return in the GPFG; see section 2.5.3.

Risk is often expressed using standard devia-
tion, which is a measure of fluctuations in returns.
It is an appropriate way of measuring risk if the
probability of achieving a return which is higher
than the average equals the probability of achiev-
ing a return which is lower. Rebalancing to a fixed
equity portion means that the equity investments
are reduced during upturns and increased during
downturns. The result is that the probability of
achieving a very good return is somewhat lower
than if no rebalancing was undertaken, and that
the probability of achieving a very poor return is
increased somewhat; see box 2.7.

Nevertheless, if equity returns have a ten-
dency to fluctuate around an average, rebalancing
may not appear especially risky to an investor with
broad diversification and a long time horizon. The
investor can then achieve good returns when the
market rises again following a downturn, as was
the case for the GPFG in 2009. If, on the other
hand, falling equity prices in a market reflect a
weak long-term trend, the Fund’s long time hori-

Box 2.7 Why investors rebalance
their portfolios

Not all investors can rebalance simultane-
ously. When some investors buy, others must
act as sellers. Many investors may wish to
reduce their equity investments during bad
times, regardless of expected returns. This
may be due to a wish to limit potential losses
or a need to move investments into more liq-
uid assets. Such behaviour may, for example,
be caused by requirements concerning the
size of an investor’s equity capital. It can there-
fore be said that an investor who rebalances
sells insurance against losses to such inves-
tors. As in connection with the sale of other
types of insurance, rebalancing will generate
an insurance premium in return for assuming
the risk of a future loss which has a low proba-
bility of occurring but which will have severe
consequences if it occurs. Accordingly, mea-
sures of normal fluctuations in returns, such
as standard deviation, will not necessarily be a
adequate measure of the risk associated with
the strategy. Figures from Norges Bank show
that standard deviation has been an adequate
measure of return variations during the period
for which the GPFG has invested in equities;
see box 2.8.

Experience indicates that the equity mar-
kets fluctuate more during periods when
prices are falling. For an investor with a short
time horizon, holding a high proportion of
equities in such a situation may appear to
increase risk. Moreover, when the markets
fall, the willingness of investors to assume risk
may disappear quickly. If variation in the
equity premium is due to a reduced willing-
ness on the part of short-term investors to
assume risk during weak periods, this can be
exploited by a long-term investor with a more
stable risk appetite. An increased risk in the
short term is of minor significance to an inves-
tor with a long time horizon. In this case,
rebalancing appear to provide a means for
longterm investors to purchase equities
«cheaply» during weak periods, without signif-
icantly affecting the risk associated with the
investments in the long-term.
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zon will not justify a rebalancing strategy. One
example of this is the development in the Japa-
nese equity market since 1990.

Norges Bank’s review of the economic litera-
ture reveals that a large proportion of the varia-
tions in equity prices over time appear to be
explained by the fact that the risk premium in the
market varies over time in line with economic
cycles.” The risk premium in the equity market
expresses how much compensation investors
demand for assuming risk.® Various financial mod-
els seek to explain why the price of assuming risk
can vary over time; see Cochrane (2011).” Inves-
tors may, for example, suffer significant drops in
labour income during a downturn. They therefore
wish to avoid investing in equities which fall by
more than the average during downturns. This is
then reflected in prices. Another example of a fac-
tor which can cause the risk premium in the
equity market to vary over time is liquidity fluctua-
tion. There is reason to assume that the risk pre-
mium depends on how liquid the equities are.
Liquidity in the equity market tends to vary with
economic cycles, meaning that liquidity is low dur-
ing downturns.

If the risk premium varies with economic
cycles, rebalancing to a fixed equity portion will
mean systematically increasing the equity invest-
ments precisely when the expected returns are
high. Rebalancing may therefore be a means of
exploiting time-variation in the risk premium.

Time-varying risk premiums were a topic at
the Investment Strategy Summit 2011; see box 2.9
in section 2.7. At the seminar, it was pointed out
that the Fund’s rebalancing rules have a disciplin-
ary effect on the Fund’s distribution among asset
classes and risk-taking, are counter-cyclical, and
help to exploit time-varying risk premiums. A key
question is whether the GPFG could and should
exploit time-varying risk premiums more than at
present. The following conclusions can be drawn
from the discussion at the seminar:

— The current rebalancing rules can probably be
expanded to exploit more of the potential for

5 See the note “Timevarying Expected Return, Investor
Heterogeneity and Rebalancing” (http://www.nbim.no/
en/press-and-publications/discussion-notes/).

The price of an equity investment can be expressed as the
present value of an uncertain future cash flow, where the
required return takes risk into account. Expected returns
in excess of a risk-free interest rate are referred to as the
risk premium (or equity premium).

7 Cochrane, J. (2011), “Presidential Address: Discount
Rates”, Journal of Finance, vol. LXVI, NO. 4, August 2011.

6

counter-cyclical investments in the GPFG, but
it is likely that this would mean increased risk.

— If efforts were to be made to exploit time varia-
tions in risk premiums beyond a fixed rebalanc-
ing rule, this would probably require changes
to the current governance structure, including
by giving Norges Bank more room to alter the
Fund’s exposure to equity market risk.

— «Buy low and sell high» is a sensible invest-
ment principle, but difficult to implement in
practice.

Minutes of the seminar are available on the Minis-
try’s website (www.regjeringen.no/spf).

2.5.3 Rebalancing experience

Norges Bank has analysed how changes in the
actual benchmark have affected risk and returns
in the Fund since 1998. The Bank has also com-
pared quarterly rebalancing with the rebalancing
rules which currently apply to the GPFG.

The analyses show that rebalancing has
resulted in higher returns and lower risk in the
period 1998-2011; see box 2.8. They also show
that going from quarterly to conditional rebalanc-
ing has increased returns, but also that it has
resulted in a certain increase in the deviation
between the actual and strategic equity weights.
For its part, partial rebalancing has helped to
reduce the deviation between the actual and stra-
tegic equity weights, albeit at the price of some-
what lower returns (0.1 percent).

2.5.4 Advice from Norges Bank

In its letter of 26 January 2012, Norges Bank gave
advice on the formulation of new rebalancing
rules for the GPFG. The Bank’s starting point is
that the rebalancing rules should support the
objective of achieving the best possible ratio
between risk and return for the Fund.

Until now, the strategy for the GPFG has
adopted fixed geographical weights for the Fund’s
equities and fixed income investments at a
regional level; see section 2.5.1. Norges Bank has
pointed out that research results show that risk
premiums on equities and fixed income invest-
ments vary over time. According to the Bank, the
Fund’s special characteristics provide an opportu-
nity to exploit such time-varying risk premiums
by pursuing a counter-cyclical investment strategy
under which an asset class is bought when the
prices reflect increased uncertainty.
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Norges Bank has analysed how changes in the
actual benchmark have affected risk and return
in the Fund since 1998, compared with two alter-
native portfolios in which equities and regional
weights have been allowed to float freely with
market trends. The one alternative portfolio has
an equity portion of 60 percent, while the other
has a equity portion of 40 percent. This corre-
sponds to the current strategic equity portion
and the equity portion which the GPFG had in
January 1998.

Figure 2.23 shows the development of the
equity portions of the actual GPFG benchmark
and of the alternative portfolio with a 40-percent
equity portion in 1998, without subsequent
rebalancing.

The analysis shows that the actual bench-
mark, which is rebalanced, has achieved higher
returns (both before and after costs), than the
two alternative portfolios; see table 2.4. At the
same time, the returns achieved by the actual
benchmark have varied less than the returns
achieved by the alternative portfolios. The ratio
between risk and return is a measure of the risk-
adjusted return, and in table 2.4 is expressed
using the «Sharpe ratio». It is clear that risk-
adjusted returns are higher in the case of the

Box 2.8 Experiences of rebalancing the GPFG
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Figure 2.23 The development of the equity por-
tions of the actual GPFG benchmark and of an
alternative portfolio with a 40-percent equity
portion in January 1998, without subsequent
rebalancing. Percentages

Source: Norges Bank.

actual benchmark than in the case of the alterna-
tive portfolios.

Table 2.4 Comparison of the actual GPFG benchmark with two alternative portfolios with equity
portions of 40 and 60 percent, respectively, without subsequent rebalancing. Percentages

Portfolio with Portfolio with

Actual floating weights, floating weights,

benchmark with initial equity initial equity

rebalancing portion 40 percent portion 60 percent

Gross annual return 3.9 3.5 2.9
Net annual return 3.9 35 2.9
Annual standard deviation 8.4 11.0 13.1
Annual turnover rate! 11.7 0.0 0.0
Sharpe ratio?, gross (=A/C) 0.47 0.31 0.22
Sharpe ratio?, net (=B/ 9) 0.46 0.31 0.22

tion.
Source: Norges Bank.

1 The turnover rate expresses how large a proportion of the portfolio is replaced every year.
2 The Sharpe rate is defined as the return in excess of a risk-free interest rate, divided by risk measured as standard devia-
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Box 2.8 (cont.)

Norges Bank also compared quarterly reba-
lancing with the current rebalancing rules. The
actual benchmark was compared with a portfo-
lio which is completely rebalanced every quar-
ter.

The results show that the current rebalanc-
ing rules have produced a higher return than
quarterly rebalancing, also after they are
adjusted for differences in risk; see table 2.5.
The change in 2001 from quarterly to condi-
tional rebalancing has thus helped to increase
the Fund’s returns. At the same time, it is clear
that partial rebalancing has reduced the return
by 0.1 percentage points. This occurred despite
the fact that partial rebalancing reduces the
transaction costs associated with rebalancing.

tial rebalancing. Percentages

Norges Bank assumes that this is due to the fact
that frequent purchases of securities in an asset
class which produces weak returns will reduce
the total return of the Fund.!

The table shows that the deviation between
the equity portion which follows from every
rebalancing regime and the strategic equity por-
tion is less when quarterly rebalancing is under-
taken than under the current rebalancing rules.
Partial rebalancing further reduces the average
deviation from the 60 percent equity portion.

Standard deviation is an adequate risk mea-
sure if the return is normally distributed. Fig-
ures for skewness and kurtosis show that the
distribution of returns has closely followed a
normal distribution during the period.?

Table 2.5 Comparison of conditional and quarterly rebalancing of the GPFG, with and without par-

Actual rebalancing rules

Quarterly rebalancing

with partial without partial

with partial without partial

rebalancing rebalancing rebalancing rebalancing
A. Gross annual return 3.9 4.0 3.7 3.8
B. Net annual return 3.9 4.0 3.6 3.7
C. Standard deviation per year 8.4 8.5 8.6 8.6
Annual turnover rate 11.7 17.7 12.2 23.2
Sharpe ratio, gross (=A/C) 0.47 0.47 0.42 0.44
Sharpe ratio, net (=B/C) 0.46 0.47 0.42 0.43
Average deviation from strategic equity
portion (60 percent) 1.5 1.8 0.6 0.9
Properties of the return distribution
Skewness -0.06 -0.11 -0.13 -0.11
Kurtosis 3.37 3.52 3.59 3.59

Source: Norges Bank.

1 Studies show that investment strategies which entail buy-
ing stocks which have produced a high return in the last
3-12 months and selling stocks which have produced a
low return over the same period creates a risk-adjusted
additional return (referred to as momentum); see Jegade-
esh, N. and S. Titman (1993), “Returns to Buying Winners
and Selling Losers: Implications for Stock Market Effici-
ency.” Journal of Finance, 48.

The normal distribution has skewness equal to 0 and
kurtosis equal to 3. Statistical tests cannot reject the
hypothesis that the returns on some of the portfolios are

2

normally distributed. Skewness describes the degree of
symmetry in a distribution. A positive or right-skewed
distribution has limited downside and large upside, while
the opposite is true for a negative or left-skewed distribu-
tion. Kurtosis is a measure of the heavyness of the tails of
the distributions. If the return series has fat or heavy tails,
expected return remains that of the normal distribution,
but there is a higher probability for both high and low
returns. Statistical tests cannot reject the normality
assumption for either of the portfolios.

ol
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Norges Bank’s has pointed out that rebalanc-
ing strategies have produced higher risk-adjusted
returns than strategies under which the asset
weights follow market developments. The Bank
takes the view that systematically returning asset
classes to fixed weights through rebalancing is an
investment strategy for the Fund which should be
continued.

In Norges Bank’s opinion, new rebalancing
rules should ensure that rebalancing is governed
by rules and implemented as an ordinary part of
the strategy without requiring separate decisions.
Norges Bank has proposed that a publicly avail-
able rebalancing rule should be included in the
GPFG’s mandate.

Norges Bank takes the view that the basis for
the current regional weights is weak, and that
consideration should be given to whether it is
appropriate to retain the current structure. The
Bank took the view that there is limited potential
for exploiting variations in regional risk premiums
through rebalancing. Rebalancing should there-
fore be undertaken at the asset-class level.
According to the Bank, a rebalancing strategy
which aims to maintain a fixed equity portion will
seek to exploit variations in the equity market’s
risk premium. Accordingly, Norges Bank has pro-
posed a rule on the rebalancing of the Fund’s
equity portion.

The strategic equity portion is currently 60
percent. A key question is how much the equity
portion should be permitted to deviate from this
figure before rebalancing is implemented. Norges
Bank’s analyses show that rebalancing has been
important for the Fund’s risk and return, but that,
in isolation, the condition which determines when
rebalancing must be implemented has been less
important. The Bank has stated that it is difficult
to set a correct level for deviations based on his-
torical data.

Following an overall assessment, Norges Bank
has proposed setting a band of three percentage
points on either side of the strategic weight
assigned to equity in the benchmark. This means
that rebalancing will be implemented if the equity
portion falls below 57 percent or exceeds 63 per-
cent. Norges Bank has proposed that the equity
portion should be rebalanced to the fixed weight
of 60 percent at quarter-end if the proportion has
fallen outside these limits for one day during the
quarter in question.

According to the bank, a rule of this kind
would mean lower transaction costs and a equity
portion which is closer to the strategic weight
than under the current rules. The proposal would

result in somewhat more frequent rebalancing
than at present, but each individual rebalancing
would be less comprehensive. Norges Bank has
pointed out that this would reduce the market
impact and transaction costs.

Norges Bank has proposed that partial rebal-
ancing be phased out, referring to the fact that
there is uncertainty about the effect of partial
rebalancing on the Fund’s total return over time.
This is because periods of high or low returns in
the equity market tend to continue («momen-
tum»). It may therefore be profitable to wait for a
certain period before undertaking rebalancing.
The Bank’s analyses show that partial rebalancing
has resulted in a poorer ratio between risk and
return than a strategy which does not include par-
tial rebalancing. Norges Bank has also pointed out
that phasing out partial rebalancing would sim-
plify the calculation of the benchmarks and
ensure greater transparency about the manage-
ment of the Fund. The proposal means that, when
new capital is transferred to the Fund, the invest-
ments will be distributed based on the existing
distribution between equity and fixed income.
Currently, new capital is transferred to the asset
class which has produced the weakest return in
the preceding period.

Norges Bank wrote that its advice could be
implemented from 1 July 2012.

2.5.5 The Ministry’s assessment

The Ministry would like to point out that the
rebalancing rules have been an important part of
the GPFG’s investment strategy. The rules have
had the objective of ensuring that, over time, the
risk in the Fund does not deviate significantly
from what is established through the choice of the
Fund’s long-term allocation between asset classes
and regions. The rebalancing rules have some-
thing of a counter-cyclical nature, as the Fund
sells assets whose value has risen relatively
sharply and purchases assets which have fallen in
value.

The experiences of rebalancing the GPFG
have been positive. Norges Bank’s analyses show
that rebalancing contributed to a better ratio
between risk and return in the period 1998-2011,
compared to an investment strategy which
excludes rebalancing. The Ministry would also
point out that there is no guarantee rebalancing
rules will be equally advantageous in future.

When assessed on the basis of the ratio
between risk and return, rebalancing will be prof-
itable if returns vary around an average, for exam-
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ple as a result of time-varying risk premiums.
Research indicates that there are time variations
in the market’s risk premium.

One consequence of following a rule which
means that the Fund increases its investments in
falling markets and reduces its investments in ris-
ing markets is an increase in the probability of
large losses. Such losses may arise if a market
falls over time without rebounding, or if a perma-
nent, lower market level is established. In such
cases, rebalancing will be unfavourable. If the
Fund includes a significant element of this type of
risk, the measurement of risk by means of stan-
dard deviation will not be a completely adequate
measure of the risk in the Fund. Nevertheless, the
Ministry has noted that standard deviation has
been an adequate measure of the price variation
for the GPFG’s portfolio during the period the
Fund has invested in equities.

Following an overall evaluation, the Ministry
agrees that a systematic return of the asset
classes to fixed weights by means of rebalancing
should be continued, as proposed by Norges
Bank.

Norges Bank takes the view that rebalancing
should be governed by rules and implemented as
an ordinary part of management operations. In
the Bank’s opinion, the rebalancing rule should
be public, and set out in the GPFG’s mandate. The
Ministry attaches weight to the consideration that
a publicly accessible rebalancing rule will contrib-
ute to greater transparency about the manage-
ment of the Fund.

The choice of the equity portion is the deci-
sion which has the greatest significance for risk
and return in the Fund. The Ministry is therefore
of the opinion that it is logical to have a rebalanc-
ing rule which brings the equity portion back to
the strategic weight of 60 percent. A rebalancing
strategy which aims to maintain a fixed proportion
of equities relative to fixed income and real estate
may also be a way of exploiting systematic varia-
tions in risk premiums.

The Ministry would like to point out that the
new benchmark for the Fund’s fixed income
investments and plans for a new geographical dis-
tribution of equities imply a departure from a
strategy based on fixed regional weights; see the
discussion in sections 2.2 and 2.3. This is consis-
tent with Norges Bank’s recommendation that
there should be no more rebalancing in line with
fixed regional weights. At the same time, the Min-
istry would point out that phasing out rebalancing
to fixed regional weights may make rebalancing

somewhat less counter-cyclical than the current
strategy, as the GPFG will no longer buy (sell) the
equity markets which have experienced the weak-
est (strongest) relative development. On the other
hand, the new benchmark for the Fund’s fixed
income investments envisages monthly rebalanc-
ing back to GDP-weights in the government part
of the benchmark, and between the government
and corporate parts of the benchmark.

Norges Bank has recommended that the cur-
rent rebalancing regime should be simplified by
phasing out partial rebalancing. It has also recom-
mended that the band for rebalancing be set to
plus/minus three percentage points. The Minis-
try will continue to work on the details of the for-
mulation of the rebalancing rules, including the
question of how one may secure an increased
openness about the rules for rebalancing, the
band width and the system of partial rebalancing.
The Ministry plans to provide a more detailed pre-
sentation on the new rebalancing rules in the
National Budget in the autumn of 2012.

2.6 Potential effects of climate change
on the investment strategy

2.6.1 Introduction

In Report No. 15 (2010-2011) to the Storting —
The Management of the Government Pension
Fund in 2010, the Ministry discussed the main
report from an international research project of
the long term consequences of climate change for
global capital markets. The study was a coopera-
tion project involving the consultancy firm Mercer
and 14 large institutional investors in Europe,
North America, Asia and Australia. Several other
institutions were also involved, such as the
Grantham Research Institute on Climate Change
and the Environment at the London School of Eco-
nomics, the International Finance Corporation
(part of the World Bank Group), the company Car-
bon Trust and a selection of experts on environ-
mental economics from the private sector and aca-
demia.

The discussion in last year’s Report to the
Storting was based on the main project report,
which Mercer presented in London on 15 Febru-
ary 2011. In the Report to the Storting, the Minis-
try wrote that Mercer would prepare a separate
report on the climate risk associated with the
investments of the Government Pension Fund
Global (GPFG), based on the results of the main
report. It is this report which is discussed here.
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2.6.2 Mercer's assessment

In the report, Mercer analyses the GPFG’s sensi-
tivity to climate risk, and opportunities to reduce
risk through climate-related investments over the
course of the next 20 years. The report discusses
possible consequences for the GPFG’s invest-
ments in equity, fixed income and real estate in
light of the results described in the main report
from 2011.

Mercer writes that the analysis of the signifi-
cance of climate change for funds like the GPFG
is associated with great uncertainty. The effects of
future climate change are uncertain, and this
uncertainty is reinforced by the fact that the
changes must be analysed for a period stretching
several decades into the future. Mercer also
writes that the analysis is limited to potential
effects of climate change alone. Other long- term
trends, such as demographics and the emergence
of new economies and markets, may have other
effects on risk and return in the capital markets.
Mercer therefore stresses that caution should be
exercised about attaching too much weight to
quantitative analyses of the effect of climate
change on the capital markets.

Rather than describing a likely development,
the analysis is based on four different climate
change scenarios and policy responses. The sce-
narios range from «Stern Action», in which all
states introduce effective, coordinated measures
to counter emissions, to «Climate Breakdown», in
which global warming increases without material
intervention by the authorities. Two intermediate
scenarios are «Regional Divergence», in which
only some states introduce effective measures to
counter emissions, and «Delayed Action», which
is characterised by few political measures in the
first 10 years but drastic, global measures during
the next 10-year period as a result of accelerating
global warming.

The report calculates that «Delayed Action»
would result in a return on the Fund in the next 20
years which, on average, is about 0.4 percentage
points lower per year than a reference alternative
which does not include any form of climate risk.
The most important source of the reduced return
is the Fund’s sensitivity to global equity markets,
which will be moderately negatively affected in
this scenario. In the other three scenarios, the
expected return is affected less, or even positively
(«Stern Action» scenario).

The report contains advice on changes to the
investment strategy which are conditional upon
which of the four scenarios investors consider

most probable. According to Mercer, if the GPFG
were to place emphasis on the «Delayed Action»
and «Stern Action» scenarios, it should, among
other things, invest more in companies which
develop or use new climate-friendly technology.
This also applies to some degree to the «Regional
Divergence» scenario. If, on the other hand, «Cli-
mate Breakdown» is assumed, such investments
would have the opposite effect, reducing expected
returns. Mercer therefore writes that investors
have to evaluate the probability of the different
scenarios before turning the advice into concrete
investment decisions. Mercer’s own view on the
probabilities of the four scenarios is that
«Regional Divergence» is most likely, and «Cli-
mate Breakdown» is least likely.

Against this backdrop, Mercer recommends
that the GPFG increases its investments in asset
classes which are expected to perform better, rel-
atively speaking, than other asset classes in the
most likely scenarios. In addition to investments
in climate-friendly technology, these assets
classes are climate-friendly infrastructure, real
estate and unlisted companies. Investments in for-
estry and agriculture and «green bonds» are also
mentioned in this context. However, Mercer also
points out that it may be difficult for a fund as
large as the GPFG to invest in some of these mar-
kets, as they remain relatively small.

The report also recommends that the GPFG
takes account of climate risk in its active fund
management, in its exercise of ownership rights,
and in its planned real estate investments. A fur-
ther recommendation is that the GPFG closely
monitors international climate policies which may
affect the capital markets, and that the Fund con-
tinues to support research on the link between cli-
mate risk and capital returns.

2.6.3 The Ministry’s assessment

Analysing the potential effects of climate change
is important for various aspects of the manage-
ment of the Government Pension Fund:

— The calculations of how climate change may
affect the Fund’s risk in the long-term contrib-
utes to a better understanding of the Fund’s
risk.

— The discussion of new investment areas identi-
fies the alternatives which are available for
altering the link between climate change and
the Fund’s expected results.

— The advice to safeguard environmental consid-
erations through the exercise of ownership
rights and active fund management, and in the
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construction of a portfolio of real estate invest-
ments, supports existing measures taken in the
management of the Fund.

The GPFG’s investments are spread across sev-
eral asset classes, countries and sectors. This
reduces the Fund’s vulnerability to different types
of risk, including climate change. Mercer analyses
the potential effects of climate change on returns
and risk in the GPFG. Major uncertainty means
that it is not possible, based on Mercer’s calcula-
tions, to draw concrete conclusions about the con-
sequences for the Fund’s future returns. Never-
theless, the analyses are a useful contribution to
efforts to improve the understanding of how cli-
mate change may affect the Fund’s risk and
return.

Some of the investments recommended by
Mercer, such as private equity, lie outside the
boundaries of the GPFG’s permitted investments.
Investments in private equity and infrastructure
were considered in Report No. 15 (2010-2011) to
the Storting. The Ministry concluded that it was
uncertain what such investments would yield in
terms of excess returns, particularly due to high
management costs. The Ministry therefore stated
that it would gather experience in unlisted real
estate investments before potentially including
new types of unlisted investments. The Ministry
also stated that such investments could be consid-
ered at a later date. The Storting supported this
approach. Investments in forestry and agriculture
have so far not been deemed relevant for inclu-
sion.

The advice to take climate risk into account in
the active management supports the Fund’s exist-
ing management measures.

Climate change is one of the priority areas for
Norges Bank’s exercise of ownership rights, and
the Bank has cooperated with other investors for
several years in relation to companies’ handling of
climate risk. Norges Bank’s efforts are aimed at
sectors which are responsible for a high proportion
of global greenhouse gas emissions, and which will
be particularly strongly affected by regulations
which attach an economic cost to greenhouse gas
emissions. This includes sectors such as mining,
cement, chemicals, oil and gas, manufacturing,
power production, transportation and real estate.

As a result of the evaluation of the ethical
guidelines undertaken in 2009, an environment-
related investment programme was introduced in
the GPFG. These investments will normally
amount to NOK 20-30 billion, and are among
Norges Bank’s active management mandates; see

the discussion in Report No. 15 (2010-2011) to
the Storting. The Bank had 10 mandates under
this programme at the end of 2011. Seven of the
mandates were within renewable energy and
energy efficiency technology, while three man-
dates were in water management. See more
detailed discussions of the results achieved by the
climate-related investments in section 4.1.

The mandate for Norges Bank’s management
of the Fund’s real estate investments states that
the Bank must emphasise energy efficiency and
water consumption, among others. This is consis-
tent with the advice received from Mercer.

The report by Mercer will be an important
contribution to the further development of the
investment strategy and the assessment of climate
risk.

Mercer’s report is the result of cooperation
between Mercer and 14 large institutional inves-
tors from four continents. This is the first time
that these investors have come together to anal-
yse the long-term consequences of climate
change on global capital markets. However, there
is a need for further research on the impact of
structural environmental and societal trends on
long-term asset returns. Participation in research
projects will therefore continue to be a priority for
the Ministry.

Research is one of the main elements of the
Ministry’s responsible investment strategy. As a
large owner and international investor, the Minis-
try can influence the research agenda on ESG-
issues. The Ministry’s involvement in the Mercer
report is one example of how research can be
employed in the work on responsible investment
practices.

2.7 Some topics for the further
development of the investment
strategy

2.7.1 Introduction

The investment strategy of the Government Pen-
sion Fund Global (GPFG) has been developed
gradually. This has allowed broad support to be
secured for the investment strategy. The experi-
ences gained thus far show that the strategic
choices have been robust during periods of signif-
icant unrest in the financial markets.

In its efforts to develop the GPFG’s invest-
ment strategy further, the Ministry draws on
external advice and analyses. The Ministry also
wishes to ensure that important aspects of the
strategy are debated publicly. In the autumn of
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The Ministry of Finance makes use of a Strategy
Council comprised by external members in its
work with the investment strategy for the
GPFG. The purpose of the Strategy Council for
the GPFG is to evaluate the Ministry’s work as
well as to contribute with professional input for
the further development of the Fund’s invest-
ment strategy.

Professor emeritus of finance Elroy Dimson
(London Business School), headed the Coun-
cil’s work in 2011. Other members were Manag-
ing Director Antti [lmanen (AQR Capital Man-
agement), Senior Analyst Oystein Stephansen
(DNB) and Professor and Rector Eva Liljeblom
(Hanken Svenska Handelshdgskolan). In 2011,
the Strategy Council was given the task to
arrange a seminar on important issues for the
work with the further development of the invest-
ment strategy for the GPFG. This investment
strategy summit took place on 8 November 2011
with a wide attendance by the finance sector and
academia.

Box 2.9 Investment Strategy Summit with the Strategy Council for the GPFG

The three main themes of the summit were
less liquid investments, time variations in risk
premiums and investments in emerging mar-
kets. Less liquid investments are discussed in
this section, while time variations in risk premi-
ums are mentioned in section 2.5 on rebalanc-
ing. Investments in emerging markets are dis-
cussed in sections 2.2 and 2.3.

In addition to the members of the Strategy
Council, the following had a role as moderator
or panel participant during the seminar: Dr.
David Chambers (Cambridge University), Pro-
fessor Roger Ibbotson (Yale University), Profes-
sor Andrew Ang (Columbia University), Profes-
sor Rajnish Mehra (Arizona State University),
Dr. Sung Cheng Chih (Government of Singa-
pore Investment Corporation), Professor Camp-
bell Harvey (Duke University) and Professor
Arne Jon Isachsen (Handelsheyskolen BI).

The papers and a summary of the seminar
are available on the Ministry’s website
(www.government.no/gpf).

2011, the Ministry and the Strategy Council for
the GPFG arranged a seminar on key issues
related to the future investment strategy. The
seminar was intended to contribute to such
debate; see box 2.9.

The choice which plays the largest part in
determining the overall risk of the Fund is the
choice of equity portion. Comparisons show that
the GPFG’s equity portion is in line with the
equity portions of other large international funds,
taking into account both the listed and unlisted
equities held by these funds. At the same time, the
GPFG has various special characteristics which
distinguish it from most other funds. The Fund
has a very long time horizon, and has no clearly
defined liabilities. Moreover, it is highly unlikely
that the state will need to withdraw large sums
from the Fund over a short period of time. These
special characteristics give the Fund a greater
ability to bear risk than many other investors.
From this perspective, the Fund’s overall risk
level currently stands out as moderate.

Much of the Fund’s risk is already concen-
trated on equity-market risk. This makes it natural
to look for other sources of risk premiums in the
further development of the strategy. By investing
the fund capital in such a manner that the returns

depend on several types of risk, a better diversifi-
cation of risk is achieved. It is natural to empha-
sise forms of risk which the Fund is particularly
well-positioned to bear.

The basis for adapting the investment strategy
in line with the Fund’s advantages is described in
more detail in box 2.10.

The management of the Fund is based on a
strategic benchmark. This benchmark is largely
based on the principle of market weighting. In the
case of equities, this means that each individual
company is included in the index with a weighting
corresponding to the market value of the equities
in the company relative to the value of the equity
market as a whole.

In Report No. 15 (2010-2011) to the Storting —
The Management of the Government Pension
Fund in 2010, the Ministry described the work
related to the potential of a larger role for systema-
tic risk factors in the management of the Fund.
Such risk factors are defined relative to market
weights. For example, a portfolio with a higher
portion of equities in small companies than indica-
ted by market weights will be more exposed to
fluctuations in the return of equities in small com-
panies. This is called exposure to the small-cap
risk factor.
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The capital asset pricing model is a well-estab-
lished model for the pricing of risky assets. In
the model, all investors prefer to compose their
portfolios of risky assets such that they consti-
tute a portion of the total global capital. A portfo-
lio of such composition is the theoretical market
portfolio.

The capital asset pricing model illustrates in
a simple way the idea that the expected return
on a stock should be higher the more risky the
equity is. The starting-point of the model is that
investors are able diversify their risks in a good
way. The relevant risk in the model, therefore, is
not the fluctuations of a stock price seen in isola-
tion, but to what degree the return on the stock
fluctuates in line with the return of the market
portfolio. This is called the stock’s systematic
risk.

The capital asset pricing model is based on
very simplified assumptions as to investors and
the functioning of the financial markets. The
model has one form of systematic risk only, and
this risk is reflected in the market portfolio.
Thus all investors will prefer to compose their
portfolios of risky assets in the same way,
namely like the market portfolio. In this respect,
the capital asset pricing model provides a simple
recipe for fund investments in which there is no
room for investors’ special characteristics.

However, research on historical equity
return indicates that the capital asset pricing
model does not fully describe how investors act
or how the financial markets work. Over time,
stocks in small companies have produced a
higher return than stocks in large companies,
for example. This excess return is called the size
premium. It also turns out that stocks in compa-
nies in which the market value is relatively low
when assessed through key figures like the
company's earnings, dividends or book value
have produced a different and over time higher
return than stocks in companies in which the

Box 2.10 The market portfolio and the investors’ distinctive characteristics

market value is relatively high. This is called the
value premium. Other factors that may explain
the risk and return of an investment in a system-
atic way have proved to be momentum, volatility
and liquidity. These three factors are related to
short-term historic return, short-term value fluc-
tuations and how liquid an investment is. The
explanatory factors highlighted in this section
are often called systematic risk factors; see the
report that professors Ang, Goetzmann and
Schaefer wrote for the Ministry in 2009. The
report is available on the Ministry’s website
(www.government.no/gpf).

Historic equity returns may to a certain
extent be explained by developments in various
systematic risk factors. However, no broad
agreement among investors or in academia on
how stable the factors are or why they have pro-
duced a different and higher return has been
established. Depending on the perspective
applied, the factors are called equity characteris-
tics, investment styles or irregularities in the
functioning of financial markets.

The fact that systematic risk factors exist
seems to indicate that investors have a more
nuanced view of the properties and risks of
investments than that which is reflected in the
capital asset pricing model. On this basis, an
investor may find it favourable to deviate from
the market portfolio in order to take account of
its special characteristics. The payment one
receives in the form of a risk premium will
depend on how demanding it is on average for
investors to bear such a risk. Not all investors
are equally suited to bear all forms of risks, how-
ever. If one is better suited than the average
investor to bear a certain form of risk, one
should consider to take more of this form of risk
than that which follows from the market portfo-
lio. In this manner, investors may achieve a bet-
ter ratio between expected return and risk.

Exposure to systematic risk factors has pro-
duced higher returns over time. For example,
stocks in small companies have been proven to
produce higher returns over time than stocks in
large companies; see box 2.10. It is common to
think that this additional return reflects a payment
for higher risk. The additional return is therefore

often described as a risk premium. By increasing
the exposure of the Fund to selected systematic
risk factors, the Fund may achieve higher returns
over time. This is called harvesting systematic
risk premiums.

In Report No. 15 (2010-2011) to the Storting,
the Ministry pointed out, among other things, that
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the Strategy Council for the GPFG takes the view
that it is appropriate for a fund with the GPFG’s
long time horizon to exploit the risk premiums
associated with liquidity and value. The Ministry
also wrote that Norges Bank’s strategy plan for
the period 2011-2013 may indicate an increase in
the Fund’s exposure to the value premium. An
increased focus on different sources of systematic
risk is also consistent with the recommendations
made in 2009 by Professors Ang, Goetzmann and

Schaefer and with the report of the Strategy Coun-

cil 2010.

Work on assessing the Fund’s exposure to sys-
tematic risk factors is a long-term effort. During
2011, this has included the following:

— Less liquid investments were a topic at the
Investment Strategy Summit with the Strategy
Council held in November 2011; see box 2.9.

— Inits letter to the Ministry of Finance of 2 Feb-
ruary 2012, and in separate discussion notes®,
Norges Bank has discussed how the Fund’s
equity portfolio can be exposed to different
risk factors. This is discussed in greater detail
in sections 2.7.2 and 2.7.3.

2.7.2 Theliquidity premium

Investments which are difficult to trade (less lig-
uid), normally have to offer a higher expected
return to attract investors. The liquidity premium
compensates for this. It is also linked to the fact
that the value of such investments tends to fall
sharply during weaker periods.

It is fairly unlikely that the state will need to
withdraw large sums from the Fund over a short
period of time; see the discussion in section 2.1.
This means that the Fund is well-positioned to
exploit that less liquid investments produce
higher expected returns. The GPFG can benefit
from this in several ways:

— by investing in less liquid asset classes,

— by investing in less liquid securities within
each individual asset class,

— by investing in less liquid securities during
periods in which other investors are demand-
ing more liquid securities.

Unlisted investments such as real estate, private
equity and infrastructure are examples of asset
classes which are generally less liquid than listed

8 See the notes “Alternatives to a Market-Value-Weighted
Index” and “Capturing Systematic Risk Premia”
(www.nbim.no/en/press-and-publications/discussion-
notes/).

equity. The market for real estate is the largest
and most developed of these markets. In 2008, the
Ministry of Finance decided that, over time, up to
5 percent of the GPFG’s capital is to be invested in
real estate.

In Report No. 15 (2010-2011) to the Storting,
the Ministry considered whether the GPFG
should be permitted to invest in private equity and
infrastructure. At that time, the Ministry pointed
out that there is significant uncertainty as regards
what return investors can achieve on such invest-
ments, taking into account the risk and costs asso-
ciated with them. The Ministry concluded that
experience should first be gained from invest-
ments in real estate, but that the Fund’s special
characteristics make it natural to return to the
question of private equity and infrastructure at a
later date.

Another way to increase the scope of less lig-
uid investments in the Fund is to increase the pro-
portion of less liquid listed equities. During the
Investment Strategy Summit, Professor Roger
Ibbotson pointed out that a portfolio of listed
equity which systematically gives greater empha-
sis to less liquid stocks has produced a signifi-
cantly higher return over time, without materially
altering the portfolio risk properties facing a long-
term investor. At the same time, Ibbotson empha-
sised that it is difficult to define and isolate the
liquidity properties of an equity. An investor seek-
ing to exploit the fact that a premium is paid on
less liquid investments should therefore consider
this premium together with other risk premiums.

A third way to harvest risk premiums is to
invest in relatively less liquid securities during
periods in which other investors are demanding
more liquid securities. Many investors may have
to sell equities after they have fallen sharply in
value, for example because of regulatory require-
ments, as seen during the global financial crisis.
Investors will then often replace equities with gov-
ernment bonds, which generally carry less risk
and are more liquid. A fund like the GPFG can
exploit this by selling bonds and purchasing equi-
ties in such situations. Developments during the
financial crisis provide one example of the fact
that risk premiums can vary over time. Time vari-
ation in risk premiums is discussed in more detail
in section 2.5 on rebalancing.

2.7.3 Other systematic risk premiums

The starting point for Norges Bank’s analyses and
assessments of systematic risk premiums is that
the Fund’s strategic benchmark for equity is
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based on the principle of market weighting. This
does not necessarily give the Fund an optimal
ratio between risk and expected returns; see box
2.10. In its letter to the Ministry of Finance of 2
February 2012, Norges Bank wrote that:

«A global market-weighted benchmark index
will not necessarily offer the best possible
trade-off between risk and return for a fund
such as the Government Pension Fund Global.
The investment strategy should therefore be
designed in such a way that the Fund can har-
vest risk premia dynamically, and the portfolio
can be constructed in ways that build on its nat-
ural advantages.»

Regarding the Fund’s advantages, the Bank
wrote:

«The combination of a long time horizon, no
short-term liquidity requirements and a patient
owner means that the Fund may be particularly
well-suited to taking on certain types of risk.
This will, above all, be the case in periods of
great uncertainty about future returns.»

In a separate note, Norges Bank has analysed the
importance of several known risk factors in the
equity market.? In the note, the Bank pointed out
that exposure to each of these risk factors has pro-
duced higher returns over time. At the same time,
there is a risk of significantly lower returns over
longer periods than under market weighting. The
note emphasised that a strategy focused on
exploiting systematic risk premiums in the equity
market requires the investor to be able to bear
periods of lower returns.

Norges Bank’s analyses show that there are
different ways of harvesting systematic risk pre-
miums. Doing this in an effective manner requires
investment strategies which are adapted to each
individual risk factor.

The note stated that there is little correlation
between fluctuations in different systematic risk
factors. This offers an opportunity to diversify
risk. Norges Bank pointed out that simultaneous
exposure to a wide range of risk factors reduces
fluctuations in overall returns. This also reduces
the risk of periods of very low returns.

9 See the note “Capturing Systematic Risk Premia”, which
describes various methods for exploiting systematic risk
premiums in the Fund’s share portfolio. Norges Bank is
focusing on the five risk premiums of value, size, momen-
tum, volatility and illiquidity.

The analyses conducted by Norges Bank also
show that it is difficult to isolate each individual
risk factor operationally. If there is exposure to
one risk factor, there will generally also be some
degree of exposure to other risk factors. The note
argued that a strategy which aims to exploit sys-
tematic risk premiums must therefore take
account of both direct and indirect risk exposure,
and that this should be done as part of an inte-
grated risk-taking and risk-control process.

In the analysis of the risk factor associated
with liquidity, it was pointed out that this is a type
of risk which the GPFG is well-positioned to bear.
However, in the context of the equity market, it
was recommended that this risk be assumed indi-
rectly, through other risk premiums like size,
value and volatility, because the liquidity factor is
difficult to define and isolate; see the discussion in
section 2.7.2.

In its letter of 2 February 2012, Norges Bank
recommended that systematic risk premiums
should be exploited in the management of the
GPFG. The Bank is of the opinion that this can
best be done as part of the operational manage-
ment, rather than by changing the strategic
benchmark. The Bank wrote:

«Norges Bank believes that the strategic
benchmark index should not be adjusted to
take account of systematic risk premia for
equity investments.»

In another note, Norges Bank has analysed vari-
ous alternative weighting principles for a market-
weighted benchmark.? One example of such an
alternative weighting principle is a «fundamental
index». In such indices, every individual company
in the index is assigned a weight corresponding to
the company’s size as measured in accordance
with «fundamental» variables such as turnover,
earnings or the number of employees. Another
example of an alternative weighting principle is
equal weighting, under which each company is
assigned the same weight regardless of both mar-
ket value and size. The weights which are
assigned under such alternative weighting princi-
ples may deviate considerably from market
weights. Alternative weighting principles may be
used by funds which wish to engage in rule-based
management but which nevertheless do not wish
to apply market weighting.

10 See the note “Alternatives to a Market-Value-Weighted
Index”.
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The analysis in Norges Bank’s note showed
that several alternative weighting principles have
provided a better ratio between risk and return
than a market-weighted portfolio. To some extent,
this is due to known risk premiums. For example,
a fundamental index is highly exposed to the
value factor, while an equal-weighted portfolio is
often exposed to both the value factor and the size
factor.

It may be difficult for large funds to use alter-
native weighting principles in their management
operations. For example, an equal-weighting prin-
ciple may mean having very large ownership
interests in small companies. This is an important
consideration in the management of a fund like
the GPFG. In the note, Norges Bank analysed
how much capital can be invested under various
weighting principles. The analysis found that fun-
damental indices offer larger investment opportu-
nities than other alternative weighting principles.
This is because fundamental variables will nor-
mally indicate that larger investments should be
made in companies which also have a higher mar-
ket value. However, a market-weighting principle
always offers the largest investment opportuni-
ties.

Norges Bank is of the opinion that alternative
weighting principles should not be used in the
Fund’s strategic equity benchmark. In its letter to
the Ministry of Finance of 2 February 2012, the
Bank wrote:

«Our conclusion is that these alternative
weighting criteria should not be laid down in a
strategic benchmark index for equity invest-
ments, as they are complex to calculate,
require relatively frequent adjustments, and
will often not be fully investable for a fund such
as the Government Pension Fund Global.
NBIM can develop an operational benchmark
portfolio that takes account of these consider-
ations.

Norges Bank recommends that the starting
point in a market-weighted benchmark index is
retained.»

In this context, Norges Bank referred to the fact
that NBIM can develop an operational benchmark
portfolio to meet important requirements relating
to weighting criteria other than market weights.
An operational benchmark portfolio is a tool
which Norges Bank uses in its management oper-
ations. In its annual report on the management of

the GPFG in 2011, the Bank discussed this in
more detail. It wrote, among other things:

«NBIM has constructed internal operational
benchmark portfolios for equity and bond
investments. These reflect the types of securi-
ties that we believe represent a neutral and
appropriate strategy. The benchmark portfo-
lios are designed to avoid undesirable risk in
parts of the capital market that do not fit with
the fund’s size, long-term outlook and objec-
tive. The portfolios are based on groups of
securities picked because of their return and
risk characteristics.»

In the annual report, Norges Bank also wrote that
the objective for the operational benchmark port-
folio is to achieve a better ratio between expected
risk and return after costs. The Bank pointed out
that the strategic benchmark set by the Ministry
of Finance is based on market indices provided by
leading index providers. This helps to ensure that
management of the Fund is transparent and verifi-
able. In the case of equity, the FTSE Global Equity
Index Series All Cap has been chosen. As such
market indices are based on a market-weighting
principle, they are not adapted to the differing
objectives and special characteristics of individual
funds. Norges Bank wrote that the strategic
benchmark specifies a direction for investment
and reflects the risk tolerance of the owner. In the
Bank’s view, an operational benchmark portfolio
can be used to adapt the investments to the
GPFG’s objectives and special characteristics.

In its annual report, Norges Bank emphasises
that the limits set in the mandate issued by the
Ministry can still be linked to the strategic
benchmark index. Deviations between the stra-
tegic benchmark and the operational bench-
mark portfolio will, as in the case of other
investment choices, utilise the limits for active
management set in the mandate for the GPFG.
However, such deviations may be larger and of
a different nature, and have a different time-
frame, than deviations which normally fall
within so-called active management.

Norges Bank’s operational benchmark portfo-
lio for fixed income is described in more detail in
section 2.2 of this Report to the Storting.

The Ministry gives great emphasis to ensur-
ing that the Fund’s investment strategy has a solid
theoretical foundation. Even though it has long
been recognised that there are several sources of
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systematic risk in the financial markets, there is
still disagreement about what sources these are
and how stable they are. There are also different
views on how systematic risk premiums should be
exploited in the management of the Fund. The
Ministry is therefore of the opinion that it is
appropriate to proceed gradually.

In Report No. 10 (2009-2010) to the Storting —
The Management of the Government Pension
Fund in 2009, the Ministry referred to the recom-
mendation by Professors Ang, Goetzmann and
Schaefer to amend the Fund’s benchmark to
include exposure to systematic risk factors as
much as possible. The analyses of the Fund’s
fixed income benchmark in Report No. 15 (2010-
2011) to the Storting pointed out several difficul-
ties with this approach, based on the fact that it is
difficult in practice to delimit the different risk fac-
tors. Norges Bank has recommended that expo-
sure to systematic risk factors should not be built
into the benchmark, but rather be included in the
operational management of the Fund. The Bank

pointed out that an operational benchmark portfo-
lio can be developed in order to safeguard these
interests, and argued that several operational con-
siderations indicate that such an approach should
be adopted. These are important contributions,
which the Ministry will consider in its further
work on these issues.

In its work on systematic risk factors, the Min-
istry is giving particular emphasis to identifying,
managing and communicating exposure to such
factors in a good manner. The purpose of expos-
ing the Fund to such factors will be to improve the
ratio between risk and return, and to exploit the
Fund’s special characteristics. Strategies for
exploiting risk premiums must be long-term and
designed such that they can still be followed in
periods during which expected returns fail to
materialise. Norges Bank’s efforts to build up its
expertise and experience relating to such strate-
gies within the current management framework
support this.
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3 Investment strategy of
the Government Pension Fund Norway

3.1 Background to the investment
strategy

The capital base of the Government Pension Fund
Norway (GPFN) originates primarily from sur-
pluses in the national insurance scheme between
the introduction of the national insurance scheme
in 1967 and the late 1970s. The organisation of the
GPFN was changed in 2007 by highlighting the
distinction between the assets making up the
GPFN and Folketrygdfondet as the manager of
these assets. The assets were deposited with
Folketrygdfondet, which manages the assets in its
own name and in accordance with a mandate
issued by the Ministry. The return on the assets
in the GPFEN is not transferred to the Treasury,
but is added to the fund capital on an ongoing
basis. The market value of the GPFN was NOK
129.5 billion as per yearend 2011, see section 4.2
for a more detailed discussion of performance.
The main part of the assets of the GPFN is
invested in the Norwegian equity and fixed

income markets. The characteristics of the Fund,
such as size and a long time horizon, distinguish
the GPFN from many other investors in the Nor-
wegian market. Size entails certain benefits,
including the ability to exploit economies of scale
in the asset management activities. At the same
time, the dominant size of the Fund in the Norwe-
gian capital market results in certain limitations as
to opportunities for major changes to the composi-
tion of the portfolio over a short period of time.
The market is, moreover, characterised by low
liquidity in several companies. This adds to the
challenges associated with major portfolio adjust-
ments.

3.2 Theinvestment strategy

The objective for the management of the GPFN is
to maximise financial returns, given a moderate
level of risk. The benchmark adopted by the Min-
istry forms the basis for the management of the

A. Asset classes

Equities
60 %

B. Regions

Nordic
(ex. Iceland)
15 %

Norway
85 %

Figure 3.1 Strategic benchmark for the GPFN. Percent

Source: Ministry of Finance.
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GPFN. The benchmark provides a detailed
description as to how the assets of the Fund shall,
as a main rule, should be invested. The bench-
mark is divided into equities (60 percent) and
fixed income instruments (40 percent), and into
two geographical regions; Norway (85 percent)
and the Nordic region excluding Iceland (15 per-
cent), see figure 3.1

The Oslo Stock Exchange has been chosen as
the provider of the two equity benchmarks, whilst
Barclays Capital is the provider of the benchmarks
for fixed income instruments. The composition of
the benchmark for the Fund is described in more
detail in the mandate for the GPFN. Figure 3.2
shows the sectoral composition of the equity
benchmarks, whilst figure 3.3 shows the distribu-
tion of the fixed income benchmarks across sub-
markets and credit ratings, respectively.

Folketrygdfondet may, within certain limits,
deviate from the benchmark. The purpose of such
deviations is to improve the performance of the
Fund (active management). The Ministry has
stipulated a 3 percent per year limit on deviations
as measured by tracking error. This means, under
certain statistical assumptions, and provided that
Folketrygdfondet fully exploits such a limit, that
the difference in returns between the actual port-
folio and the benchmark is expected to be less
than 3 percentage points in two out of three years.
In one out of three years the difference is
expected to be greater.

Report No. 15 (2010-2011) to the Storting, The
Management of the Government Pension Fund in
2010, included a comprehensive review of the
active management of the GPFN. The Ministry
took the view that active management should con-
tinue to be subject to a 3 percent tracking error
limit. This was supported by the Storting. At the
same time, it was envisaged that the active man-
agement of the GPFN would be reviewed at the
beginning of every session of the Storting, in line
with what has previously been announced for the
active management of the GPFG, see Report No.
10 (2009-2010) to the Storting, The Management
of the Government Pension Fund in 2009.

Folketrygdfondet has adopted a strategic plan
for the performance of its management assign-
ment. This is in line with requirements in the man-
date for the GPFN. The plan emphasises that
Folketrygdfondet shall be a demanding, but pre-
dictable and professional owner. Moreover, Folke-
trygdfondet seeks to promote enhanced compli-
ance and more transparency in the markets
through active dialogue. Folketrygdfondet is also
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Figure 3.2 Sectoral composition of benchmarks
for equities in the GPFN as per yearend 2011. Per-
cent

Sources: Folketrygdfondet and Ministry of Finance.

committed to being an active investor with a long
investment horizon. The active management strat-
egies are based on exploiting the advantages of
the Fund in terms of size and a long investment
horizon. The strategic plan is published on Folket-
rygdfondet’s website (www.ftf.no).

The GPFN is a major owner and lender in the
Norwegian capital market. The equity portfolio
represents more than 9 percent of the market
value of the main index of the Oslo Stock
Exchange (adjusted for free float), thus making
the Fund one of the main investors on that stock
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A. Sub-markets in fixed income
benchmark Norway

Finance,
senior
unsecured
9.4 %

Government
30.0 %

Finance,
covered
329 %

Government
related
223 %

corporate Finance,
3.6% subordinated
1.9 %

AAA
Norwegian
Government
30.0 %

Other Government Other
related
45% 46 %

B. Sub-markets in fixed income
benchmark Nordic

Finance,
senior
unsecured
10.8 %

Government

42.8% .
Finance,

covered
36.2 %

Finance,

corporate )
subordinated

C. Credit rating fixed income benchmark Norway

D. Credit rating fixed income benchmark Nordic

AAA
national
governments
42.0 %

AAA other
38.5 %

Figure 3.3 Distribution of the fixed income benchmarks for the GPFN across sub-markets and credit
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Sources: Folketrygdfondet and Ministry of Finance.

exchange. The portfolio of the GPFN in the Nor-
wegian fixed income market represents about 6
percent of the value of the benchmark. The large
long-term holdings of the GPFN in the Norwegian
equity and fixed income markets contribute to
market stability.

The experience from the financial crisis is that
the GPFN was a major purchaser of equities dur-

ing a period of steep downturn in the equity mar-
ket. The rules on rebalancing of the GPFN are an
important part of this. These imply that the Fund
acquires additional holdings in the asset class
whose value has declined. The Fund will thereby
buy (sell) equities during periods when others are
selling (buying), and thus contributes liquidity to
the market. This will contribute to stabilising
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prices during periods of significant contraction in
the equity market, as observed during the finan-
cial crisis.

Folketrygdfondet is committed to promoting
good governance principles in the Norwegian
market. The exercise of ownership rights is based

on principles in the UN Global Compact, the UN
Principles for Responsible Investment (PRI) and
the OECD Guidelines for Multinational Enter-
prises, see section 4.4 of this Report for a more
detailed discussion.
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4 Asset management follow-up

4.1 Performance of the Government
Pension Fund Global

4.1.1

2011 was a volatile year in the financial markets.
The first half of the year was affected by the earth-
quake and tsunami in Japan and political distur-
bances in North Africa and the Middle East. Chal-
lenges in the US budget process and the level of
US government debt gave rise to uncertainty in
the markets in the second half of the year. In addi-
tion, there was concern about future economic
growth in China.

Nevertheless, the government debt problems
in the Euro Zone got the most attention in 2011.
The combination of support measures for finan-
cial institutions, active counter-cyclical policy to
cushion the impact of the financial crisis and the
effect of high unemployment and low tax pro-
ceeds has in recent years impacted negatively on
budgets in many countries. Large budget deficits
have increased government debt significantly in
several countries, see figure 4.1. This has given
rise to doubts about the ability of some countries
to service their government debt, and the interest
rate on their government bonds increased steeply
during the second half of 2011.

Many European banks hold large investments
in European government bonds. Major reductions
in the value of such bonds therefore resulted in
uncertainty about bank solvency. International
banks are closely interlinked through the lending
of capital to each other, which means that prob-
lems spread readily from bank to bank. Conse-
quently, not only those banks that were directly
affected faced challenges due to the government
debt problems.

Many countries tightened government bud-
gets in 2011. They also announced additional
retrenchments for coming years. At the same
time, the scope for monetary policy measures had
in large part been exhausted by low short- and
long-term interest rates. The central banks there-
fore had limited scope for stimulating increased
economic activity. This gave rise to uncertainty

Market developments

about future economic growth and fear of eco-
nomic slump in Europe, which again resulted in
volatility in the financial markets and a general
downturn in the equity market.

The widespread uncertainty in the financial
markets inspired many investors to seek low-risk
investments. This resulted in increased demand
for government bonds from countries that were
perceived to offer a low probability of default. The
interest rate on government bonds issued by
these countries fell and such bonds offered a high
rate of return. In total, returns in the international
fixed income market were favourable in 2011,
although with large differences between coun-
tries.

The economic turbulence in 2011 also cast a
shadow over the European real estate market. A
lower interest rate level was, when taken in isola-
tion, positive for the real estate market, whilst a
tighter credit market had a negative effect. The
positive developments in real estate prices and
rent revenues from 2010 became less pronounced
during 2011.
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It takes a long time for the index providers to
prepare return figures for unlisted real estate in
Europe. England is one of the markets for which
return figures are first available, and data from the
index provider IPD show that the rate of return
there was about 8 percent in 2011. The average
rate of return in this market over the last 10 years
was about 7 percent.

4.1.2 Market value and capital inflow

As per yearend 2011, the market value of the Gov-
ernment Pension Fund Global (GPFG) was NOK
3,312 billion. The assets comprised NOK 1,945 bil-
lion in equities, NOK 1,356 billion in fixed income
instruments and NOK 11 billion in real estate. The
market value of the GPFG increased by NOK 234
billion during the course of 2011. Figure 4.2
shows the change in the value of the Fund in 2011
and since the inception of the Fund, split into
returns, new capital inflows, changes in the Nor-
wegian kroner exchange rate, as well as asset
management costs.

Total capital inflow to the Fund since inception
is NOK 2,782 billion, whilst the total return net of
asset management costs is NOK 641 billion. As
the result of the Fund being invested in other cur-
rencies than Norwegian kroner, its value is influ-
enced by exchange rate fluctuations. In some
years these fluctuations can be large. In 2008, the
value of the Fund increased by NOK 506 billion as
the result of exchange rate fluctuations. The fol-

lowing year, on the other hand, the value of the
Fund declined by NOK 418 billion for the same
reason. All in all, changes in the Norwegian kro-
ner exchange rate have not had much impact on
the value of the Fund.

Figure 4.3 shows developments in the market
value of the Fund since inception, as measured in
Norwegian kroner. As the result of large inflows
of new capital and the effects of the fluctuations in
the exchange rate, the effects of the financial cri-
sis in 2008 and the subsequent rebound in 2009
are hardly noticeable.
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Figure 4.3 Developments in the market value of
the GPFG. NOK billion

Sources: Norges Bank and Ministry of Finance.
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The inflow of new capital to the GPFG has
until now been apportioned between the asset
classes and the regions in such a way that the
weights in the actual benchmark are reverted, to
the maximum possible extent, to the strategic
weights, so-called partial rebalancing, cf. section
2.5. About two-thirds of the capital inflow to the
GPFG in 2011, which totalled just over NOK 270
billion, were allocated to the equity portfolio, with
one-third being allocated to the fixed income port-
folio and to real estate. Internally within the equity
portfolio, the main part of the capital was allocated
to European equities. Apportionments were more
mixed in the fixed income portfolio, with major
allocations for both US and European fixed
income instruments, as well as a minor share for
Asian fixed income instruments.

The first real estate investments of the Fund
were made in 2011. In april, the Fund purchased
25 percent of The Crown Estates Regent Street
portfolio in London for about NOK 4.2 billion. In
July the Fund purchased 50 percent of seven prop-
erties in and around Paris from the AXA Group for
about NOK 5.5 billion. In both cases the Fund and
the counterparty entered into a joint venture,
which made additional investments during the
course of 2011, see section 4.3.1 for a more
detailed discussion.

As per yearend 2011, about 58.7 percent of the
Fund was invested in equities, 40.9 percent in
fixed income instruments and 0.3 percent in real

Real estate
0.3%

Fixed income
40.9 %

Figure 4.4 Apportionment of the actual invest-
ments of the GPFG across asset classes as per
yearend 2011. Percent

Sources: Norges Bank and Ministry of Finance.

estate, see figure 4.4. This represents an over-
weight in equities of just under 0.2 percentage
point relative to the actual benchmark.

As per yearend 2011, the GPFG held 1.1 per-
cent of the global equity market, as measured by
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Figure 4.5 Ownership stakes of the GPFG in global equity and fixed income markets. Percent

Source: Norges Bank.
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the market capitalisation of the FTSE Global All
Cap index!, see figure 4.5. The ownership stakes
in the fixed income market were smaller. The
holdings of fixed income instruments represented
0.6 percent of the value of the fixed income instru-
ments in the Barclays Global Aggregate index.
The ownership stake in the equity market has
increased by 0.1 percentage point over the last
year, primarily due to the inflow of new capital to
the equity portfolio. There was little change in the
ownership stake in the fixed income market in
2011. The ownership stakes are considerably
larger in Europe than in the rest of the world for
both equities and fixed income instruments.

As per yearend 2011, 4.4 percent of the assets
of the Fund were managed externally. This repre-
sents a reduction from 9.2 percent one year ear-
lier. It is primarily equities that are managed
externally. There was only one external fixed
income mandate as per yearend 2011, which rep-
resented 0.1 percent of the overall investments of
the Fund.

4.1.3 Return

The GPFG registered an aggregate rate of return
of -2.5 percent in 2011 as measured in the cur-
rency basket of the Fund and before the deduc-
tion of asset management costs. The rate of return
was -1.4 percent as measured in Norwegian kro-
ner. The reason for the negative return was weak
developments in the equity markets. The equity
portfolio registered a rate of return of -8.8 percent
as measured in the currency basket of the Fund
and before the deduction of asset management
costs. The value of investments within the finan-
cial sector depreciated considerably during 2011,
largely because of uncertainty surrounding gov-
ernment finances in several countries in Europe,
and the solvency of banks in the event of one or
more states being unable to service their debts. In
addition, materials-producing businesses offered
very weak returns. These companies are espe-
cially affected by the poor economic performance
in Europe and the US.

European and Asian equity markets registered
weak performance, whilst the US equity market
ended the year with a return of about zero as mea-
sured in local currency. Emerging markets signifi-

1" The FTSE Global All Cap index is adjusted for free flow.
This implies that the weights are adjusted downwards in
respect of the ownership stakes of large long-term owners,
as well as in respect of cross ownership, because these
ownership stakes are not freely transferable.
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Figure 4.6 Annual rates of return on the GPFG
arranged by magnitude. As measured in the cur-
rency basket of the Fund before asset manage-
ment costs. Percent

Sources: Norges Bank and Ministry of Finance.

cantly underperformed the rest of the equity mar-
ket.

The fixed income portfolio achieved a return
of 7.0 percent as measured in the currency basket
of the Fund, before the deduction of asset man-
agement costs. The Fund’s holdings of govern-
ment bonds achieved a rate of return of 10.5 per-
cent because price appreciation for German,
French, US and UK government bonds compen-
sated for price depreciation for government bonds
from some European countries. The holdings of
inflation-linked bonds also made a positive contri-
bution to the return, delivering a rate of return of
11 percent in 2011. Mortgage-backed securities
was the sector delivering the weakest perfor-
mance amongst the fixed income investments of
the Fund. The return in this sector was 3.5 per-
cent.

The return on the real estate investments was
-4.4 percent as measured in the currency basket
of the Fund. The negative performance was pri-
marily caused by one-off government fees in con-
nection with the real estate acquisitions. The book
value of the real estate investments shall reflect
their estimated market value. For new invest-
ments, the purchase price will normally provide
the best estimate of the value for a period after the
acquisition has been made. As per yearend 2011,
the purchase price was assumed to provide the
best estimate of the value of the French real estate
investments of the Fund. The value of the UK real
estate investments was subjected to a 3.2 percent
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Figure 4.7 Rates of return on the equity and fixed
income portfolios of the GPFG over time, as mea-
sured in the currency basket of the Fund. Percent

Sources: Norges Bank and Ministry of Finance.

upwards adjustment relative to the purchase
price, following an increase in the real estate rent
level in the Regent Street area of London.

Overall, the return in 2011 was the third weak-
est since 1998, see figure 4.6. The figure shows
that developments in the equity market were
much more negative in 2002 and 2008.

The rate of return was higher in the fixed
income portfolio than in the equity portfolio in
2011 as well as over the period 1998-2011 as a
whole, see figure 4.7. This was primarily caused
by developments in the benchmarks of the Fund,
see figure 4.8. The interest rates on government
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Figure 4.8 Developments in the benchmarks of
the GPFG. Index. 31 December 1997 = 100

Sources: Norges Bank and Ministry of Finance.

Figure 4.9 Interest rates on 5-year government
bonds from selected countries. Percent

Source: Reuters EcoWin.

bonds in most developed countries declined dur-
ing this period. This is illustrated in figure 4.9,
which shows interest rates on government bonds
from selected countries. A decline in the interest
rate on a fixed income instrument results in a pos-
itive gain in the current period, but expected
returns in coming years will at the same time fall.
In the equity market, the ratio between earn-
ings per share of a company and the price of its
equities is referred to as earnings yield. Earnings
yield will be low if the investors are willing to pay a
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Figure 4.10 Average earnings over the last 12
months relative to market value. Equity markets in
selected countries. Percent

Source: Reuters EcoWin.
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Table 4.1 Rates of return on the GPFGin 2011, last 3, 5 and 10 years, as well as the period 1998 — 2011, as
measured in the currency basket of the Fund. Annual geometric average. Percent

Last year Last 3 years Last 5years  Last 10 years 1998-2011
GPFG incl. real estate
Actual portfolio -2.54 10.30 1.42 4.16 4.48
Inflation 2.77 2.19 2.22 2.14 1.91
Management costs 0.08 0.11 0.10 0.10 0.10
Net real rate of return -5.25 7.83 -0.89 1.87 2.42
GPFG excl. real estate
Actual portfolio -2.55 10.30 1.42 4.16 4.48
Benchmark -2.42 8.78 1.49 3.95 4.20
Excess return -0.13 1.52 -0.07 0.21 0.28
Equity portfolio
Actual portfolio -8.84 11.53 -2.55 2.83 3.49
Benchmark -8.36 10.97 -2.69 2.46 3.01
Excess return -0.48 0.56 0.13 0.37 0.49
Fixed income portfolio
Actual portfolio 7.03 7.82 5.12 5.24 5.28
Benchmark 6.51 4.72 4.90 4.94 5.03
Excess return 0.52 3.10 0.22 0.31 0.25
Real estate portfolio
Actual portfolio -4.37

Sources: Norges Bank and Ministry of Finance.

high price for a share, relative to current earn-
ings. Possible reasons for this may be expecta-
tions of increased profits in the future or weak
returns on alternative investments. Another rea-
son may be high confidence in future economic
growth and low risk premiums.

Earnings yield increased in many developed
markets over the period 1998-2011; see figure
4.10. The changes are probably related both to
downscaled growth expectations and to investors
demanding a higher risk premium to invest in
equities. The interest rate level has declined con-
siderably over the same period, thus implying that

equity prices are relatively lower than bond prices
as per yearend 2011 when compared to the situa-
tion a few years ago.

The return on the investments of the Fund is
compared to the return on the benchmark of the
Fund. In aggregate, Norges Bank delivered a rate
of return before the deduction of costs that was
0.1 percentage point lower than the rate of return
on the benchmark in 2011.

The equity management delivered a negative
excess return of -0.5 percentage point. This is the
second weakest equity management performance
since the inception of the Fund. The return on the
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Sources: Norges Bank and Ministry of Finance.

investments within the oil and gas sector and in
the materials sector registered the weakest per-
formance relative to the benchmark. Investments
within the financial sector and the technology sec-
tor made the most positive contributions. By coun-
try, the returns on equities in the US and Hong
Kong were weakest relative to the benchmark,
whilst the returns on Spanish and French equity
investments were the strongest.

The rate of return on the fixed income portfo-
lio was 0.5 percentage point higher than the
return on the benchmark. This is the third stron-
gest relative return in the fixed income manage-
ment since the inception of the Fund. The invest-
ments in unsecured bonds issued by financial
institutions and the investments in Japanese infla-
tion-linked bonds provided the strongest positive
contribution to the excess return. Government
bonds and mortgage-backed securities in Europe
made a negative contribution.

About 1/3 of the aggregate negative excess
return originated from externally managed invest-
ments. On average, the external equity managers
underperformed the benchmarks used to mea-
sure their performance by 0.6 percentage point.
Investments in small enterprises in developed
markets were responsible for the main contribu-
tion to the negative excess return. On average,
the external fixed income managers underper-
formed by 4.7 percentage points.

The Fund has registered an annual average
rate of return of 4.5 percent before asset manage-
ment costs since 1 January 1998, as measured in

Figure 4.12 Real rates of return on the GPFG over
time, as measured in the currency basket of the
Fund. Percent

Sources: Norges Bank and Ministry of Finance.

the currency basket of the Fund. This return is
0.28 percentage point higher than the rate of
return on the benchmark of the Fund over the
same period, see figure 4.11. The annual return
corresponds to a net average real rate of return of
2.4 percent over the period 1998-2011 after deduc-
tions for asset management costs and inflation.
The net average annual real rate of return is 2.7
percent as measured from 1997, see figure 4.12.
The Ministry has previously expressed an
expectation that annual net value creation from
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Figure 4.13 Accumulated excess return on the
GPFG over time. NOK billion

Sources: Norges Bank and Ministry of Finance.
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The consultancy firm Mercer has been
instructed by the Ministry of Finance to per-
form an independent calculation and verification
of the return on, and the market value of, the
GPFG. As a basis for its calculations, Mercer
receives both asset holdings and market values
directly from the custodian JP Morgan. Mercer
receives data directly from the index provider
for purposes of calculating the return on the
benchmarks.

During 2010, Mercer has calculated the
monthly return figures for the Fund as a whole,
as well as for the equity portfolio and the fixed
income portfolio. In addition Mercer calculates
the return on the benchmark. All the calcula-

Box 4.1 Verification of the return figures

tions were made for both the currency basket
and Norwegian kroner. Mercer also checked
that the overall value of the Fund, as well as the
various portfolios, conforms with the value cal-
culated by Norges Bank.

If the discrepancy between the return
reported by Norges Bank and the calculated
return exceeds a margin of error of 0.015 per-
centage point, Mercer performs additional
checks to identify the differences. The outcome
of such checks is reported to the Ministry of
Finance. The most recent report available has
calculated the return for the year 2010, and Mer-
cer found no discrepancies that exceeded the
margin of error.

active management should be about %4 percentage
point on average over time. The gross excess
return serves as an approximation for this vari-
able, see Report No. 10 (2009-2010) to the Stort-
ing, The Management of the Government Pension
Fund in 2009. Despite a negative excess return in
2011, Norges Bank has achieved a somewhat
higher excess return than the expected % per-
centage point on average since 1998. The Minis-
try has calculated a gross excess return on the
Fund for the period 1998-2011 corresponding to
about NOK 46 billion in aggregate?, see figure
4.13.

4.1.4 Risks and limits
The risk assumed by the Fund

The choice of benchmark for the Fund is based on
trade-offs between expected long-term return and
risk. The risk associated with an investment is
often measured by the standard deviation of its
return. Figure 4.14 shows developments in the
risk associated with the GPFG. The risk at any
given time is calculated as the standard deviation
of the benchmark over the last 12 months, based
on monthly return figures. As per yearend 2011,
the standard deviation was somewhat below its
level twelve months earlier.

2 Calculated by multiplying the excess return over the

month by the assets at the beginning of such month, and
thereafter adding up this number over all the months. Con-
sequently, the calculation does not take the compound inte-
rest effect into consideration.

The rolling standard deviation based on
monthly observations changes slowly and is
therefore not a good measure of the uncertainty
in the market at a given point in time. The VIX
index specifies expected fluctuations in equity
prices in the US equity market over the next 30
days. The VIX index is high when there is much
uncertainty in the market and correspondingly
low when market players believe uncertainty to be
limited. Figure 4.15 shows VIX index develop-
ments over the last five years. The index
increased considerably in the summer of 2011, as
a result of the uncertainty surrounding govern-
ment finances in many countries in Europe. The
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Figure 4.14 Developments in the standard devia-
tion of the benchmarks of the GPFG. Percent
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Box 4.2 External analysis of Fund performance

CEM Benchmarking Inc. is instructed by the
Ministry of Finance to compare returns and
costs between the GPFG and a group of other
funds. The reference group primarily comprises
large pension funds in the US and Europe. The
most recent complete report has analysed
returns over the five-year period 2006-2010, as
well as costs in 2010.

In 2010, the Ministry of Finance established
a Strategy Council for the GPFG, see the
National Budget for 2011. In 2010, the Strategy
Council comprised four external members, and
was instructed to prepare a report on the work
relating to the long-term investment strategy of
the Fund. The report was submitted on 26
November 2010.

Benchmark return

Comparing the Fund to other large funds is use-
ful for purposes of evaluating the investment
strategy. It is, at the same time, difficult to make
an appropriate comparison since funds have
their own special characteristics and objectives.

The investment strategy underpinning the
composition of the GPFG benchmark is based
on trade-offs between expected long-term
return and risk in the capital markets. A five-
year period is short from this perspective, and
performance comparisons over a different
period might have yielded different findings.

The return on the benchmark is in large part
determined by which asset classes, regions and
currencies investments are made in. Many pen-
sion funds seek to tailor their investments to
their pension liabilities to reduce overall risk.
Which asset classes, regions and currencies
funds invest in is therefore in large part influ-
enced by their pension liabilities. In addition, the
investment and hedging policies of many pen-
sion funds are governed by regulations.

The CEM analyses show that the average
annual rate of return on the GPFG benchmark
over the five-year period from 2006 to 2010 was
3.5 percent as measured in the currency basket
of the Fund. The median rate of return of the ref-
erence group was 5.0 percent as measured in
the same currency basket.

The GPFG differed from the other funds
over the relevant five-year period by featuring a

higher average fixed income portion, as well as
by the Fund not being invested in real estate or
private equity. CEM has calculated that the
annual benchmark return of the other funds
would have been reduced by an average of 0.4
percentage point if the other funds had featured
the same asset class composition as the GPFG.

The remaining return difference is caused
by the regions, segments and currencies of
investment. According to CEM, the GPFG dif-
fers from the other funds by spreading its invest-
ments over many markets and currencies,
whilst most pension funds are in large part
invested in their home markets.

The Strategy Council also commented on the
return on the Fund in 2010 in its report. The
Strategy Council wrote that the long-term real
rate of return on the Fund was positive and that
the strategy had delivered results in line with
what could be expected, despite the extraordi-
nary downturn in the financial markets in 2008.

Excess return

A comparison between the actual return on the
GPFG and the return on the benchmark over
time shows what excess return has been
achieved by Norges Bank. CEM has calculated
that the GPFG achieved about the same return
as the benchmark before costs over the five-year
period 2006-2010. In comparison, the most typi-
cal annual excess return (the median) over this
period was 0.2 percentage point, both in the ref-
erence group and for all the funds examined.

The average excess return in the equity
management of the GPFG over the five-year
period was 0.2 percentage point per year, whilst
the median of the reference group was 0.5 per-
centage point. The average excess return in
fixed income management was 0.2 percentage
point per year, and is on a par with the typical
excess return of the reference group. The
equity portion has increased from 40 percent to
60 percent over the five-year period. Conse-
quently, it is not possible to calculate the total
excess return on the Fund by weighting the
excess return on the equity portfolio and on the
fixed income portfolio, respectively.
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Box 4.2 (cont.)

The conclusion of the Strategy Council in
2010 was that the asset management activities of
Norges Bank had made a valuable contribution
to the overall performance of the Fund since
1998.

Costs

The CEM report shows that total asset manage-
ment costs in 2010 for the GPFG represented
0.104 percent of average assets under manage-
ment. The asset management costs of the GPFG
are amongst the lowest asset management costs
of all the funds from which CEM gathers data,
relative to the amount of assets under manage-
ment. Total asset management costs reflect, in

large part, the asset composition of the funds,
which for the GPFG is a result of its investment
strategy.

CEM has prepared a cost benchmark based
on the asset composition of the GPFG. The cost
benchmark indicates which costs the reference
group would have incurred with the asset com-
position of the GPFG. The analysis shows that
actual asset management costs in 2010 were
0.073 percentage point lower than the cost
benchmark. This is principally caused by
Norges Bank having opted for more internal
asset management than has the reference
group. Internal asset management generally
entails lower costs than does external asset
management.

VIX index contracted somewhat during the
autumn, but uncertainty in the equity market still
remained at a higher level than at the beginning of
the year.

If the returns on different asset classes are not
perfectly correlated, the risk associated with a
portfolio can be reduced by investing in several
asset classes. The magnitude of such reduction
depends on the correlation between the returns
on the asset classes. The correlation between two
asset classes is always between one and minus
one, and the diversification of risk is better the
lower this number is. Correlations fluctuate over
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Figure 4.15 VIX index developments. Percent

Source: Reuters EcoWin.

time, and the correlation between the equity and
fixed income benchmarks of the GPFG has varied
between 0.4 and -0.8 since 1998, with an average
of about -0.2, see figure 4.16. The correlation
between the equity and fixed income indices of
the GPFG was about -0.4 over the last 12 months.

Relative risk

The mandate for the GPFG stipulates a limit as to
deviations between the actual portfolio and the
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Figure 4.16 Rolling 12-month correlation
between the equity and fixed income indices of
the GPFG

Sources: Norges Bank and Ministry of Finance.
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portfolio defined by the benchmark. The rationale
for this is a wish to enable Norges Bank to exploit
the special characteristics of the Fund, as well as
methodological weaknesses in the benchmark
and imperfections in the market, to achieve a
higher return than the benchmark. At the same
time, the Ministry does not wish to increase the
risk associated with the Fund materially relative
to the risk associated with the benchmark.

Expected tracking error is a measure as to
how much the return on the Fund can be
expected to deviate from the return on the bench-
mark of the Fund. The expected tracking error
limit was 1.5 percentage points on an annual basis
in the regulations applicable until and including
2010. The new regulations that entered into effect
on 1 January 2011 stipulate that Norges Bank
shall organise asset management with a view to
preventing this measure from exceeding 1 per-
centage point. According to Norges Bank,
expected tracking error during 2011 has varied
between about 0.3 and 0.7 percentage point, and
was 0.4 percentage point as per yearend.

Actual tracking error is a measure as to how
much the return difference between the portfolio
and the benchmark has varied. Over time, the
actual tracking error should be on a par with the
expected tracking error. If such is not the case,
this is indicative of weaknesses in the model com-
puting the expected tracking error. The actual
tracking error in 2011 was 0.4 percentage point,
based on monthly observations, see figure 4.18.

Figure 4.18 Rolling 12-month actual tracking
error of the equity and fixed income portfolios of
the GPFG, as well as of the Fund. Percent

Sources: Norges Bank and Ministry of Finance.

This is in line with the expected tracking error
computed by Norges Bank.

The excess return that Norges Bank is able to
generate through its active management of the
GPFG depends on how large deviations the Bank
is permitted to make relative to the benchmark.
The ratio between the achieved excess return and
the tracking error is called the information ratio,
and expresses the risk-adjusted return on the
investments. It is desirable for the information
ratio to be as high as possible. With an expected
excess return of about % percentage point, and a
tracking error of less than 1 percentage point, the
expected information ratio over time should be
somewhat over Y4. Norges Bank achieved an infor-
mation ratio in excess of 0.3 over the period 1998-
2011. The information ratio of the equity portfolio
was in excess of 0.5 over the same period, whilst
that of the fixed income portfolio was 0.2, see
table 4.2.

Figure 4.17 shows developments in the stan-
dard deviations of the Fund and of the bench-
mark. The risk associated with the Fund has been
more or less on a par with the risk associated with
the benchmark during most of the period since
1998. An exception was registered during and
after the financial crisis in 2008, when the risk
associated with the Fund was higher than that
associated with the benchmark. The figure illus-
trates that it is predominantly the risk associated
with the benchmark that determines the overall
risk associated with the Fund, and that active
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Table 4.2 Absolute and relative risk measures for the GPFG, monthly observations

Last year Last 3 years Last5years  Last 10 years 1998-2011
GPFG excl. real estate
Standard deviation (percent) 8.42 10.53 11.01 8.45 7.82
Tracking error (percent) 0.44 0.83 1.23 0.90 0.79
Skewness! 0.27 0.02 -0.67 -0.95 -0.93
Kurtosis? 3.63 2.31 4.58 6.79 6.88
Information ratio® -0.30 1.83 -0.06 0.24 0.35
Equity portfolio
Standard deviation (percent) 15.25 17.74 18.81 16.20 16.22
Tracking error (percent) 0.51 0.46 0.91 0.82 0.90
Skewness 0.28 0.04 -0.51 -0.74 0.71
Kurtosis 4.30 2.58 3.82 4.38 4.09
Information ratio -0.93 1.23 0.14 0.45 0.54
Fixed income portfolio
Standard deviation (percent) 2.67 3.79 4.30 3.82 3.58
Tracking error (percent) 0.43 1.64 1.99 1.40 1.20
Skewness -0.11 -0.21 -0.52 -0.48 -0.43
Kurtosis 2.05 3.08 4.11 4.04 4.10
Information ratio 1.22 1.89 0.11 0.22 0.21

1

Skewness is a measure as to the asymmetry in the distribution of return figures. A positive skewness implies that there are

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

2

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

that extreme values occur more often than under the normal distribution.

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

management only makes a minor contribution.
The risk associated with the Fund has been some-
what higher than the risk associated with the
benchmark during 2011.

Credit risk

All the bonds included in the fixed income bench-
mark of the GPFG have been accorded a credit
rating by at least one of the leading rating agen-
cies. The purpose of credit ratings is to indicate
how likely it is that the borrower will be able to
service its liabilities. High-yield bonds are not

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

included in the benchmark of the GPFG, and the
Ministry has stipulated that asset management
shall be organised with a view to ensuring that
such bonds do not constitute more than 3 percent
of the market value of the fixed income portfolio.
This ensures that Norges Bank does not have to
sell fixed income instruments that are down-
graded to below investment grade. As per yearend
2011, Norges Bank reported that the portion of
fixed income instruments with a credit rating
below investment grade was 1.1 percent. The por-
tion with a credit rating equal to «A» or weaker
was about 20 percent.
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Table 4.3 The ownership stakes of the GPFG in
limited companies

Number of companies
where the ownership

Asper31 Asper3l
December December

stakes exceed 2011 2010
9 percent 2 1
7 percent 14 5
5 percent 53 17
3 percent 288 183
2 percent 877 512
1 percent 1,738 1,667

Sources: Norges Bank and Ministry of Finance.

Individual investments

The growth of the Fund in recent years has
resulted in larger ownership stakes in a number of
companies. As per yearend 2011, the Fund held
ownership stakes in excess of 2 percent in 877
companies, and in excess of 5 percent in 53 com-
panies. Both numbers have increased significantly
since yearend 2010, see table 4.3.

The role of the Fund is to be a financial inves-
tor, and the Fund seeks to reduce risk by spread-
ing its investments across many different securi-
ties. The Ministry has therefore stipulated that
the Fund can hold a maximum of 10 percent of the
voting shares of any one company. As per yearend
2011, its largest ownership stake in one single
company was 9.6 percent in Smurfit Kappa Group,
an Irish packaging company.

It is difficult to find precise data as to where
the Fund ranks on the list of shareholders of all
companies. Some of the reasons for this are that
not all share registers are official and that such
registers are updated at different times. Norges
Bank has estimated that the GPFG was amongst
the 10 largest shareholders of about 500 compa-
nies. The largest investment of the Fund as per
yearend 2011 was held in the oil producer Royal
Dutch Shell. The 2.2 percent ownership stake had
a market value of NOK 31 billion.

Limits defined by Norges Bank

In addition to the above requirements, the Execu-
tive Board of Norges Bank shall define further
limits in order to manage and curtail the risk. The
limits concern minimum overlap between the
portfolio and the actual benchmark, credit risk at

both individual issuer level and portfolio level,
liquidity risk, counterparty exposure, leverage, as
well as limits on the reinvestment of received cash
collateral. Table 4.4 shows the thresholds defined
by the Executive Board for the various categories,
and the actual levels as per yearend 2011.

Exposure to systematic risk factors

Norges Bank shall, according to the mandate for
the GPFG, seek to organise its asset management
in such a way that excess return is exposed to sev-
eral systematic risk factors. Examples of such risk
factors are the performance of small companies or
companies with low pricing relative to book values
(value companies). How exposed the excess
return is to such factors can be analysed by com-
paring the excess return on the Fund with the
return on the factors. Figure 4.19 presents the
findings from such an analysis of the equity port-
folio, carried out by Norges Bank. The analysis
indicates that the equity portfolio has for the last
two years been more exposed to small companies
than has the benchmark. Only minor deviations
are registered for the other factors, but there are
indications that the equity portfolio has been
somewhat underweight in emerging markets and
value companies, and overweight in market risk.
The risk factors included in the analysis explain,
according to Norges Bank, more than 70 percent
of the fluctuations in the excess return on the
equity portfolio as per yearend 2011.

0.06 0.06
0.04 - - 0.04
0.02 - 0.02
0 0
0.02 - + 0.02
Market
0.04 Emerging markets - 0.04
Value companies
Small companies
0.06 0.06
Dec. 09 June 10 Dec. 10 June 11 Dec. 11

Figure 4.19 Systematic risk factors in the equity
portfolio of the GPFG

Source: Norges Bank.
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Table 4.4 Limits applicable to the GPFG, laid down by the Executive Board of Norges Bank

79

Actual as per
31 December

Risk Limits 2011
Credit risk Maximum 1 percent of fixed income investments

from any one issuer may be rated below Baa3/BBB- 0.1
Overlap between actual holdings  Equities: minimum 60 percent 84.2
and benchmark indices Bond issuers: minimum 60 percent 76.4
Liquidity Minimum 10 percent in government bonds issued by

the US, the UK, Germany, France, Italy, the Nether-

lands and Japan 15.3
Leverage Maximum 5 percent of the equity and fixed income

investments 0.0
Securities lending Maximum 35 percent of the equity and fixed income

investments 4.2
Issuance of options Maximum 2.5 percent of the equity and fixed income

investments 0.0
Securities borrowing through Maximum 5 percent of the equity and fixed income
borrowing programmes investments 0.0
Investment in any one company ~ Maximum 1 percent of the equity and fixed income

investments 0.9
Assets managed by any Maximum 1 percent of the equity and fixed income
one external manager investments 0.4

Source: Norges Bank.

The consultancy firm Mercer analyses, in its
annual return report on the GPFG, which equity
investment style is pursued by the Fund. Mercer
calculates exposure to various factors based on
key ratios and historical performance for the vari-
ous companies in which the Fund is invested at a
given point in time. The most recent report avail-
able from Mercer is based on the portfolio as per
31 December 2010. Mercer’s analyses show that
there has been an overweight in small companies.

The analyses indicate that the Fund will, based
on the portfolio composition as per yearend 2011,
achieve a higher return than the benchmark if the
equity market appreciates strongly and if small
companies outperform large companies. It must
be expected, on the other hand, that the Fund will
tend to be outperformed by the market if the
equity prices in emerging markets are on the rise
and if value companies outperform growth compa-
nies.

Norges Bank has analysed how exposed the
fixed income portfolio has been to systematic risk
factors. This analysis has very little explanatory

power. Exposure to all the analysed risk factors
has fluctuated around zero in recent years, see

0.06 0.06
0.04 - L 0.04
0.02 4 - 0.02
0 £1o
0.02 | - 0.02
Term premium
0.04 - ) ) L 0.04
Credit premium government bonds
Credit premium corporate bonds
0.06 0.06
Dec. 09 June 10 Dec. 10 June 11 Dec. 11

Figure 4.20 Systematic risk factors in the fixed
income portfolio of the GPFG

Source: Norges Bank.



80 Meld. St. 17 (2011-2012) Report to the Storting (white paper)

2011-2012

The Management of the Government Pension Fund in 2011

figure 4.20. The analysis does not indicate any sys-
tematic over- or underweighting.

One lesson from the financial crisis is that it
may be difficult to determine in advance how
exposed one is to certain risk factors. The risk fac-
tors may not have had a material impact on the
market before. It is therefore not certain that it is
possible to determine exposure to the risk factor
or factors that will give rise to the next large fluc-
tuations in the financial markets.

4.1.5 Costs

The mandate given by the Ministry to Norges
Bank implies that the actual management costs of
the Bank are covered up to an upper limit, which
for 2011 was fixed at 0.10 percent (10 basis points)
of the average market value of the Fund. The limit
has remained unchanged for many years. In
recent years, Norges Bank has organised manage-
ment activities in such a way that the costs have
been significantly lower than 0.10 percent. The
Ministry of Finance has, in view of this, reduced
the limit to 0.09 percent for 2012. In addition,
Norges Bank is compensated for fees to external
managers that result from achieved excess
returns.

The asset management costs declined to about
NOK 2.5 billion in 2011, from just under NOK 3.0
billion in 2010. The decline was primarily caused
by lower fixed and performance-related fees for
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Figure 4.21 Asset management costs of Norges
Bank for the GPFG in 2010 and 2011. NOK million

Sources: Norges Bank and Ministry of Finance.

external managers, cf. figure 4.21. The number of
employees increased from 278 to 315 during 2011.
This resulted in higher salary and personnel
costs. Besides, the increase in the size of the Fund
resulted in higher transaction and settlement
costs.

Asset management costs, excluding perfor-
mance-related fees for external managers,
amounted to about NOK 2.0 billion in 2011. This
corresponds to 0.064 percent of the average mar-
ket value of the Fund. The costs represented 0.081
percent when the performance-related fees for the
external managers are included.

On 1 January 2011, new remuneration guide-
lines were introduced for Norges Bank Invest-
ment Management (NBIM), which are in line with
the provisions on remuneration within the Norwe-
gian financial sector. Employees who work within
risk management, or within control, operational or
general functions, will only receive a fixed salary
under the new guidelines. Employees who work
with investment decisions will continue to receive
a performance-related salary, but subject to new
accrual and payment conditions. The calculation
of performance-related salary shall be made on
the basis of no less than two years’ performance.
Any performance-related salary accrued shall be
paid out over several years. 50 percent is paid out
in the year after accrual, whilst 50 percent is
retained and paid out over the following three
years. The amount retained is adjusted in line with
the return on the Fund.

Costs will be incurred in subsidiaries estab-
lished in connection with the real estate invest-
ments. These costs are deducted from the return
on the real estate portfolio, and are not charged to
the asset management costs that are reimbursed
from the Ministry of Finance to Norges Bank.
These costs amounted to NOK 26 million in 2011,
and will increase in coming years as the real
estate portfolio grows.

The company CEM Benchmarking Inc. has
compared the costs of the Fund in 2010 with the
costs of other funds. The costs of the GPFG are
significantly lower than the average for the other
funds. The GPFG has small investments in asset
classes that entail high costs, like for example pri-
vate equity and real estate. But the costs are low
even when adjusted for these differences. The
main reasons are that the GPFG has a low exter-
nal management portion, and that internal man-
agement at Norges Bank is cost effective com-
pared to the management activities of the other
funds; see box 4.2.



2011-2012

Meld. St. 17 (2011-2012) Report to the Storting (white paper) 81

The Management of the Government Pension Fund in 2011

Cost developments over time

As measured in NOK, the overall asset manage-
ment costs of the GPFG have increased consider-
ably over time, see figure 4.22. However, the asset
management costs have followed a downward
trend in recent years when measured as a propor-
tion of assets under management. Costs may be
separated into fixed and variable costs. The vari-
able costs will normally increase in line with the
assets of the Fund. These include, for example,
costs for custodianship services and transactions.
Other costs are less dependent on the assets of
the Fund, for example personnel costs. An
increase in the value of the Fund will therefore be
accompanied by a reduction in total costs as mea-
sured in basis points of the assets of the Fund.
However, more complex management may have
the opposite effect. The benchmark of the GPFG
has been changed considerably since the incep-
tion in 1996 through, inter alia, investments in
emerging market equities and in corporate bonds,
as well as the establishment of a real estate portfo-
lio. It is more expensive to manage these asset
classes than to manage equities or government
bonds in developed markets. In addition, more
complex management has resulted in a strength-
ening of the monitoring and control functions of
Norges Bank.
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Figure 4.22 Developments in the asset manage-
ment costs of the GPFG over time. NOK million
(left axis) and basis points (1/100 percent)(right
axis)

Sources: Norges Bank and Ministry of Finance.

4.1.6 Environment-related investments

In 2009, it was decided to establish environment-
related investments within the GPFG, cf. Report
No. 20 (2008-2009) to the Storting, The Manage-
ment of the Government Pension Fund in 2008.
The investments are made under the same regula-
tory framework as governs the Fund’s other
investments in equities and fixed income instru-
ments, and form part of the active management
activities of Norges Bank. The volume of these
investments may vary somewhat over time, as
agreements with some managers are terminated
and others are added. The volume may also vary
with developments in the equity markets. In
Report No. 15 (2010-2011) to the Storting, The
Management of the Government Pension Fund in
2010, the Ministry wrote that it is intended for the
investments to normally be in the region of NOK
20-30 billion.

The number of environmentally-related man-
dates increased to ten as per yearend 2011, from
nine a year earlier. Seven of the mandates were for
investments within renewable energy and technol-
ogy that can contribute to increased energy effi-
ciency. Norges Bank writes, in its annual report
on the GPFG in 2011, that these may include com-
panies that produce or distribute renewable
energy or develop equipment needed for this.
Companies that produce energy from waste, or
that develop more efficient power supply systems,
may also be included.

As per yearend 2011, the largest investment
under this type of mandate was held in Johnson
Controls, a producer of technological solutions for
optimising the energy efficiency of buildings and
batteries for hybrid cars and electrical cars.

The three other environment-related man-
dates were for investments within water manage-
ment. These may be investments in companies
that develop technology to improve the quality of
water, or investments in companies that develop
infrastructure for cleaning and distributing water
in, often in emerging markets.

As per yearend 2011, the five largest invest-
ments under these environmental mandates were
held in Pentair, Progressive Waste Solutions, Suez
Environnement, Republic Services and Danaher.

Norges Bank awards mandates to internal and
external managers. A total of eight of the environ-
ment-related mandates were externally managed
as per yearend 2011, whilst two mandates were
internally managed. The external mandates repre-
sented a total of NOK 9.1 billion, and the internal
mandates amounted to NOK 12 billion.
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The value of the environmentrelated invest-
ments of the Fund declined to NOK 21.1 billion as
per yearend 2011, from NOK 25.7 billion at the
beginning of the year. The decline was caused by
the contraction in the equity markets, which
affected producers of renewable energy from
solar and wind power in particular. The environ-
ment-related mandates of the Fund registered a
return of -22.8 percent in 2011, as measured in the
currency basket of the Fund.

4.1.7 Operational benchmark portfolio

Norges Bank has defined operational benchmark
portfolios for equities and fixed income instru-
ments in its management of the GPFG. The pur-
pose of the operational benchmark portfolios is to
achieve a better ratio between return and risk, net
of costs, than under the strategic benchmark.

Norges Bank writes that it incorporated the
changes in the operational benchmark portfolio
for fixed income instruments, cf. the discussion
in section 2.2, in mid-April 2011. The return from
then until the end of the year was about 0.2 per-
centage point higher than that of the fixed
income benchmark stipulated by the Ministry of
Finance.

4.1.8 The Ministry’s assessment of the
performance of the GPFG

2011 was a challenging year with contracting equity
markets and an overall return below the return on
the benchmark. The investments of the GPFG have
along investment horizon, and one needs to be pre-
pared for considerable performance fluctuations
from year to year. Since 1998, Norges Bank has
achieved an excess return somewhat in excess of
the expected Y4 percentage point. The Ministry is
satisfied with the performance achieved since the
establishment of the Fund.

Asset management costs, exclusive of perfor-
mance-related fees, have over the last two years
increased less than before. This has resulted, in
combination with a large increase in the value of
the Fund, in lower asset management costs as a
proportion of assets under management. The
Ministry is satisfied with these developments,
which indicate that Norges Bank is able to exploit
the economies of scale in asset management.

The operational benchmark portfolio is a com-
ponent of Norges Bank’s active management of
the GPFG, which can contribute to reducing asset
management complexity and costs. The Ministry
notes that the differences between the bench-

mark stipulated by the Ministry of Finance and
the operational benchmark portfolio may differ in
size, nature and timeframe from what would nor-
mally come under the heading of active manage-
ment. The Ministry deems it positive that informa-
tion about the operational benchmark portfolio
contributes to transparency in the management of
the Fund.

4.2 Performance of the Government
Pension Fund Norway

4.2.1

The equity markets in Norway and the Nordic
region were, like the global equity markets,
affected by the turbulence surrounding the gov-
ernment finance situation in Europe. The weakest
performance was registered by the Finnish equity
market, which fell by about 27 percent. Nokia
accounted for a large part of this fall. Equity mar-
kets contracted by between 12 percent and 15 per-
cent in the other Nordic countries.

All the Nordic countries in which the Govern-
ment Pension Fund Norway (GPFN) is invested
are considered by the fixed income markets to be
countries with a low risk of default on government
debts. This has resulted in high demand for gov-
ernment bonds from these countries during the
year. Whilst several countries in Europe experi-

Market developments
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Figure 4.23 Developments in the market value of
the GPFN. NOK billion’

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

Sources: Folketrygdfondet and Ministry of Finance.
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Figure 4.24 Allocation of the GPFN across sub-
portfolios. Percent

Sources: Folketrygdfondet and Ministry of Finance.

enced increasing interest rates on their govern-
ment bonds in 2011, the interest rates on govern-
ment bonds from the Nordic countries declined.
Returns in the Nordic fixed income markets were
therefore good in 2011.

4.2.2 Market value

The market value of the GPFN was NOK 129.5 bil-
lion as per yearend 2011, just over NOK 5 billion
less than at the beginning of the year, see figure
4.23. The decline is the result of the downturn in
the equity markets in Norway and the Nordic
region.

About NOK 67 billion of the Fund was
invested in Norwegian equities, whilst just under
NOK 43 billion was invested in fixed income
instruments from Norwegian fixed income issu-
ers, cf. figure 4.24. The Nordic portfolio com-
prised NOK 12 billion in equities and NOK 8 bil-
lion in fixed income instruments.

4.2.3 Return

The GPFN registered a rate of return of -3.9 per-
cent in 2011, as measured in Norwegian kroner
and before the deduction of asset management
costs. The reason for the negative return was
weak performance in the equity markets. The rate
of return on the Norwegian equity portfolio was
-10.9 percent, whilst the rate of return on the Nor-
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Figure 4.25 Developments in the benchmarks of
the GPFN. Index. 31 December 1997 = 100

Sources: Folketrygdfondet and Ministry of Finance.

dic equity portfolio was -17.5 percent, see table
4.5. The rate of return on the Norwegian fixed
income portfolio of the GPFN was 7.8 percent,
whilst the rate of return on the Nordic fixed
income portfolio was 8.0 percent. All return fig-
ures are quoted before the deduction of asset
management costs.

The return on the Fund is compared to a
benchmark. All in all, Folketrygdfondet achieved
a return before the deduction of costs in 2011 that

80 32

memss Annual equity return (left axis)
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= Annualised equity return (right axis)
= Annualised fixed income return (right axis)

Figure 4.26 Rates of return on the Norwegian
equity and fixed income portfolios of the GPFN
over time. Percent

Sources: Folketrygdfondet and Ministry of Finance.
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Table 4.5 Rates of return on the GPFN in 2011, last 3, 5 and 10 years, as well as the period 1998 — 2011, as
measured in Norwegian kroner. Annual geometric average. Percent

Lastyear Last3years Last5years Last 10 years 1998-2011

GPFN

Actual portfolio -3.92 13.93 3.98 6.78 6.19
Benchmark -5.19 13.87 243 6.37 5.67
Excess return 1.26 0.06 1.55 0.41 0.52

Norwegian equities

Actual portfolio -10.88 19.05 -0.02 9.73 6.91
Benchmark -12.46 19.52 -2.65 8.70 5.22
Excess return 1.57 -0.46 2.63 1.03 1.69

Nordic equities!

Actual portfolio -17.49 7.55 -2.93 2.68
Benchmark -16.70 9.54 -3.77 2.44
Excess return -0.79 -1.99 0.83 0.24

Norwegian fixed income instruments

Actual portfolio 7.84 8.56 7.40 6.58 6.23
Benchmark 6.28 7.09 6.46 6.45 6.11
Excess return 1.55 1.46 0.94 0.13 0.11

Nordic fixed income instruments®

Actual portfolio 8.03 1.60
Benchmark 7.83 0.56
Excess return 0.20 1.04

Real rate of return

Inflation 1.24 1.94 2.07 1.84 2.08
Management costs 0.08 0.08 0.08 0.07 0.06
Net real rate of return -5.18 11.68 1.80 4.79 3.97

1 The Nordic equity investments commenced in May 2001
2 The Nordic fixed income investments commenced in February 2007
Sources: Folketrygdfondet and Ministry of Finance.

was 1.3 percentage points better than the return The return on the Nordic equity portfolio was
on the benchmark. 0.8 percentage point lower than the return on the

The excess return on the Norwegian equity =~ benchmark. The selection of companies within
portfolio was 1.6 percentage points. A major part  industrials in Sweden contributed to the negative
of the excess return was achieved through the excess return. Equities in cyclical industries per-
Fund not being invested in companies with poor ~ form well when economic growth is strong, but
performance in 2011. deliver poor performance when growth abates. Cor-
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Figure 4.27 Rates of return on the Nordic equity
and fixed income portfolios of the GPFN over
time. Percent

Sources: Folketrygdfondet and Ministry of Finance.

respondingly, equities in defensive industries per-
form relatively well compared to the market when
times are challenging. Substitutions between cycli-
cal and defensive equities had a negative impact on
the return on the Nordic equity portfolio.

The excess return on the Norwegian fixed
income portfolio was 1.6 percentage points. A
higher portion of corporate bonds than under the
benchmark had a favourable effect. In addition,
the average credit rating of the portfolio was
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Figure 4.28 Gross excess return performance of
the GPFN over time. Percent

Sources: Folketrygdfondet and Ministry of Finance.
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Figure 4.29 Accumulated excess return on the
GPFN since 1998. NOK billion

Sources: Folketrygdfondet and Ministry of Finance.

somewhat lower than under the benchmark. The
Norwegian fixed income portfolio of the GPFN is
invested in a considerable larger number of fixed
income instruments and issuers than is the bench-
mark. Consequently, the Fund is less vulnerable
to negative events in individual companies. The
credit rating of Eksportfinans was downgraded
from AAA to below investment grade when it was
disclosed that a government body would assume
responsibility for the government-supported
export credit scheme. The downgrade resulted in
a steep decline in the value of the bonds issued by
Eksportfinans. The GPFN was at that time under-
weight in bonds issued by Eksportfinans. This
underweighting represented a contribution to the
excess return on the Norwegian fixed income
portfolio of about 1 percentage point.

The return on the Nordic fixed income portfo-
lio was about 0.2 percentage point higher than
that on the benchmark. The reason for the excess
return was that its portion of corporate bonds
exceeded that of the benchmark, and that a high
return was achieved on the corporate bonds.

The Ministry has previously expressed an
expectation for an annual net value creation from
the active management of the GPFN of %4 — ¥ per-
centage point on average over time. Since 1998,
the excess return on the GPFN has been just over
0.5 percentage point; see figure 4.28. The Minis-
try has calculated that the total gross excess
return on the Fund over the period 19982011
amounts to about NOK 6 billion®; see figure 4.29.
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Figure 4.30 Rolling 12-month standard deviation
of the benchmarks of the GPFN. Percent

Sources: Folketrygdfondet and Ministry of Finance.

4.2.4 Riskand limits
The risk assumed by the Fund

The standard deviation provides a measure as to
the magnitude of the fluctuations in the return on
the Fund. Figure 4.30 shows developments in the
standard deviation of the benchmarks of the Fund
since 1998. The standard deviation of the bench-
mark of the GPFN was lower as per yearend 2011
than one year earlier. The decline was in large
part the result of a reduction in the standard devi-
ation of the Norwegian equity benchmark
towards the end of the year.

The negative covariation between the equity
and fixed income indices declined somewhat
during 2011, see figure 4.31. This means that the
returns on the equity and fixed income portfolios
counterbalanced each other to a somewhat lesser
extent over the year than in 2010. When taken in
isolation, this contributed to a minor increase in
the overall risk associated with the Fund.

Relative risk

The mandate for the GPFN requires Folke-
trygdfondet to organise its management activities
with a view to ensuring that the annualised

3 Calculated by multiplying the excess return over the

month by the assets at the beginning of such month, and
thereafter adding up this number over all the months. Con-
sequently, the calculation does not take the compound inte-
rest effect into consideration.

Figure 4.31 Correlation between the equity and
fixed income benchmarks of the GPFN

Sources: Folketrygdfondet and Ministry of Finance.

expected tracking error does not exceed 3 per-
centage points. According to Folketrygdfondet,
the level during 2011 has varied between 0.5 and
1.0 percentage point, and was 0.7 percentage point
as per yearend. Over time, the actual tracking
error should be more or less on a par with the
expected tracking error that was calculated in
advance. The actual tracking error over the last 12
months was about 0.4 percentage point as per
yearend 2011, see figure 4.32.

Figure 4.33 shows developments in the stan-
dard deviations of both the benchmark of the

35 3.5
3.0 A - 3.0
2.5 1 - 25
2.0 1 - 2.0
15 15
1.0 1.0
0.5 - - 0.5
0 T T T T T T 0
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Figure 4.32 Actual tracking error developments
for the GPFN. Percent

Sources: Folketrygdfondet and Ministry of Finance.
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Figure 4.33 Standard deviations of the actual
portfolio and the benchmark for the GPFN. Per-
cent

Sources: Folketrygdfondet and Ministry of Finance.

GPFN and the actual portfolio of the Fund. The
standard deviation of the Fund has for major parts
of the relevant period been somewhat less than
the standard deviation of the benchmark. This has
especially been the case during periods when
market fluctuations have increased. The risk asso-
ciated with the benchmark is the predominant
determinant of the risk associated with the Fund,
but the figure shows that the active management
activities of Folketrygdfondet have at times con-
tributed to reducing the overall risk to some
extent.

Credit risk

High-yield bonds are not included in the bench-
mark of the GPFN, but the mandate permits Folk-
etrygdfondet to invest in such bonds. The Minis-
try has stipulated that Folketrygdfondet shall
organise its management activities with a view to
ensuring that such bonds do not represent more
than 25 percent of the market value of the corpo-
rate bonds in the fixed income portfolio under
ordinary market conditions. Corporate bonds rep-
resent 70 percent of the strategic benchmark.
This limit will therefore correspond to about 18
percent of the overall fixed income portfolio. As
per yearend, fixed income instruments with such
a credit rating accounted for about 13 percent of
the Norwegian fixed income portfolio, whilst their
share of the Nordic fixed income portfolio was in
excess of 3 percent.

Figure 4.34 Concurrence between the actual
equity portfolios and the benchmarks of the
GPFN. Percent

Sources: Folketrygdfondet and Ministry of Finance.

A major part of the Norwegian fixed income
market is comprised of fixed income instruments
with no external credit rating. The mandate
requires Folketrygdfondet to perform an internal
credit rating before the GPFN invests in such
fixed income instruments. As per yearend 2011,
the combination of internal and external credit
ratings showed that about 60 percent of the fixed
income portfolio had a credit rating of «A» or
weaker.

Concurrence

Figure 4.34 shows concurrence between the
equity portfolios of the GPFN and the bench-
marks. As per yearend 2011, the concurrence
between the Norwegian equity portfolio and the
benchmark was about 91 percent. The concur-
rence between the Nordic equity portfolio and the
benchmark was in excess of 82 percent.

4.2.5 Costs

According to the mandate from the Ministry of
Finance, the actual asset management costs of
Folketrygdfondet are covered within a limit,
which is fixed as a Norwegian kroner amount.
The Norwegian kroner amount is determined on
the basis of a reasoned proposal from Folket-
rygdfondet, in which aggregate costs are the sum
total of individual components. The Ministry
defines a limit as to the overall cost amount. The
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Figure 4.35 Developments in the asset manage-
ment costs of Folketrygdfondet pertaining to the
GPFN over time. NOK million and basis points

Sources: Folketrygdfondet and Ministry of Finance.

Ministry does not take a view on each individual
cost component, and therefore does not manage
individual elements either.

The asset management costs pertaining to the
GPFN in 2011 amounted to NOK 109.7 million,
well within the stipulated limit of NOK 124 million.
The costs represented 8.3 basis points (0.083 per-
cent) when measured as a share of assets under
management.

Figure 4.35 shows how the asset management
costs of the GPFN have development over time.
The costs have increased significantly since 2006,
both in Norwegian kroner and measured as a
share of assets under management. At the same
time, this period has involved considerable
changes to the management activities. The
account loans arrangement was terminated in
2006, which reduced the assets of the GPFN by
somewhat in excess of 100 NOK billion. This hap-
pened without much impact on costs. The equity
portion was increased from about 20 percent as
per the beginning of 2006 to a strategic weighting
of 60 percent in 2008. Moreover, Folketrygdfon-
det was converted to a company by special statute
in 2008, and much stricter requirements were
imposed in terms of the management and control
of risk, as well as reporting. This resulted in Folk-
etrygdfondet having to make significant invest-
ments on the systems side, as well as to increase
its number of man-years in order to meet the new
requirements.

The company CEM Benchmarking Inc. com-
pared the asset management costs of the GPFN in
2010 with the costs of other funds. The compari-
son demonstrated that the costs of the GPFN
were significantly lower than the average costs of
the other funds. The main reason for the low costs
is that the Fund has internal management only,
which typically is cheaper than external manage-
ment.

In 2011, Folketrygdfondet established a vari-
able salary scheme. The scheme operates within
the overall asset management cost limit stipulated
by the Ministry. Everyone in the organisation is
encompassed by the scheme, with the exception
of the Managing Director and the Board of Direc-
tors. Folketrygdfondet considers variable salary
to be a tool for retaining and developing employ-
ees, as well as for ensuring good future recruit-
ment. In addition, variable salary has been intro-
duced as a tool for realising targets that result in
permanent management improvements for Folk-
etrygdfondet within areas of priority.

The conditions for the accrual of variable sal-
ary depend on job type. Folketrygdfondet states
that only qualitative targets are accorded weight
for employees who perform control duties, to pre-
vent those performing control duties from having
a vested interest in performance.

The long-time perspective of the management
activities is attended to by measuring the excess
return over three years. Any variable salary
accrued will be paid out over several years as per
resolution of the Board of Directors. Normally,
one half will be paid out in the first quarter of the
year following such accrual. Such part of the vari-
able salary as is not paid out immediately is depos-
ited in a bonus bank for payment over three years.
The Board of Directors may decide, at its own dis-
cretion, to reduce any accrued, but unpaid, vari-
able salary in any subsequent year.

For 2011, average realisation of targets accord-
ing to defined (quantitative and qualitative) crite-
ria was in excess of 80 percent. NOK 9.5 million
was allocated to variable salaries in 2011, includ-
ing employer’s national insurance contributions.

4.2.6 The Ministry’s assessment of the
performance of the GPFN

Returns in 2011 were characterised by a high
return on the fixed income portfolio and weak per-
formance in the equity portfolio of the Fund. The
investment strategy is based on a long investment
horizon, and the Ministry notes that one needs to
be prepared for considerable performance fluctua-
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Table 4.6 Absolute and relative risk measures for the GPFN. Monthly observations

89

Lastyear Last3years Last5years Last10years 1998-2011
GPFN
Standard deviation (percent) 9.15 11.37 13.62 10.08 8.78
Tracking error (percent) 0.45 1.13 1.58 1.45 1.37
Skewness! 0.07 0.14 -0.82 -1.15 -1.22
Kurtosis? 4.00 2.49 4.34 7.47 9.16
Information ratio® 2.83 0.05 0.97 0.28 0.38
Norwegian equities
Standard deviation (percent) 17.47 20.46 25.79 23.34 22.80
Tracking error (percent) 0.82 2.08 2.98 3.34 4.15
Skewness 0.42 0.13 -0.94 -0.83 -0.90
Kurtosis 4.46 2.38 4.62 4.45 4.77
Information ratio 1.93 -0.22 0.88 0.31 0.41
Nordic equities
Standard deviation (percent) 17.52 19.69 19.39 21.03
Tracking error (percent) 1.02 1.48 1.93 1.42
Skewness -0.46 0.33 -0.02 -0.29
Kurtosis 3.85 5.27 4.66 3.85
Information ratio -0.78 -1.34 0.43 0.17
Norwegian fixed income instruments
Standard deviation (percent) 2.39 2.40 2.57 2.55 2.52
Tracking error (percent) 1.14 0.90 1.00 1.06 0.91
Skewness 0.19 -0.19 0.36 0.41 0.36
Kurtosis 1.31 2.07 2.66 2.83 3.51
Information ratio 1.37 1.63 0.95 0.12 0.12

Nordic fixed income instruments

Standard deviation (percent) 5.93 7.77
Tracking error (percent) 0.43 0.78
Skewness -0.08 -1.41
Kurtosis 2.22 7.73
Information ratio 0.46 1.32

1

more very high values than very low values compared to the median value, and vice versa.
2

that extreme values occur more often than under the normal distribution.
3

against the active risk (tracking error).
Sources: Folketrygdfondet and Ministry of Finance.

Skewness is a measure as to the asymmetry in the distribution of return figures. A positive skewness implies that there are
Kurtosis is a measure as to how likely it is that extreme positive or negative values will occur. A value in excess of 3 indicates

Information ratio (IR) is a risk-adjusted measure expressing how much excess return a manager has achieved as measured
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tions for the Fund from year to year. The Ministry
is satisfied with the performance achieved in the
active management of the GPFN as a whole in
2011 and over time.

4.3 Follow-up of the management
framework

4.3.1 Real estate investments in the GPFG

On 1 March 2010, the Ministry of Finance laid
down guidelines for the management of a real
estate portfolio, see Report No. 10 (2009-2010) to
the Storting, The Management of the Govern-
ment Pension Fund in 2010. According to the
mandate for the GPFG, Norges Bank shall invest
up to 5 percent of the Fund’s capital in a desig-
nated portfolio of real estate through a corre-
sponding reduction of fixed income instruments.
As described in Report No. 10 (2009-2010) to the
Storting, it is expected that it will take many years
to develop a real estate portfolio of this size. It is
also expected that the investments will be made in
the European real estate markets for the first few
years.

The first real estate investment of the GPFG,
the purchase of 25 percent of The Crown Estates
Regent Street portfolio in London, was completed 1
april 2011. The purchase price was GBP 452 million
(NOK 4.2 billion). The second real estate invest-
ment followed in July and consisted of 50 percent of
seven properties in and around Paris. The pur-
chase was made from the AXA Group, which is a
French insurance group. The purchase price was
EUR 702.5 million (NOK 5.5 billion).

In both cases Norges Bank and the seller
entered into a partnership, which made additional
investments before the year ended. The Regent
Street partnership, which divides its proceeds and
expenses with 25 percent to the Fund and 75 per-
cent to The Crown Estate, bought two buildings
off Regent Street in the third quarter for GBP 28
million. In December, the partnership with AXA
purchased three buildings in Paris for EUR 290
million. The Fund and AXA each held 50 percent
of the investments.

The rate of return on the real estate invest-
ments of the Fund in 2011 was -4.4 percent, see
section 4.1 for a more detailed discussion.

Investments in unlisted real estate differ from
investments in listed equities and fixed income
instruments. The risk of loss on investments in
listed equities and fixed income instruments is
normally limited to the sum invested, whilst
investments in unlisted real estate entail a risk of

loss exceeding this. An owner may be held liable
for more than the invested amount as the result
of, for example, disputes with tenants or neigh-
bours or damage to property.

It is important to clarify and limit the liability
for all kinds of investments. Norges Bank will, as a
main rule, invest in real estate through a subsid-
iary to limit the liability to the endowment capital.
Consequently, the investments in real estate will
normally be entered into the accounts of the sub-
sidiaries. Intra-group loans will usually be made
between the different units in a company struc-
ture. The use of such company structures is in
line with standard practice amongst large real
estate investors.

Many international institutional investors, like
pension funds and insurance companies, are, like
the GPFG, exempted from taxation in their coun-
tries of domicile. Such investors will therefore
often establish company structures in jurisdic-
tions where the tax systems, often in combination
with tax treaties, if applicable, result in most of the
return being taxable in the countries of domicile
of the investors, see, amongst others, Report No.
16 (2007-2008) to the Storting, The Management
of the Government Pension Fund in 2007.

The management mandate for the GPFG
states that that Norges Bank shall seek to achieve
the maximum possible return after costs. An
important cost element can be taxes. Norges
Bank points out in its annual report for 2011 on
the management of the GPFG that it is important
for Norges Bank that investments are taxed prop-
erly according to local laws and regulations, but
also that the fund is not charged for more tax
costs than necessary. The tax positions of both
Norges Bank and the transaction counterparty
will be of relevance to the pricing of real estate
investments.

Unlike many other institutional investors, the
Ministry has laid down guidelines as to where real
estate companies and funds set up by Norges
Bank in the context of its management of the
GPFG may be established. Unlisted real estate
companies and funds shall be established in
OECD countries, countries Norway has a tax
treaty with or other countries which Norway in
accordance with other international agreements
can request information on tax mattes from. Eng-
land, France and Luxembourg meet these require-
ments.

Norges Bank has set up five UK companies for
the real estate investments in London. The com-
pany structure is presented in box 4.3, figure 4.36.
Similar structures are common for real estate



2011-2012

Meld. St. 17 (2011-2012) Report to the Storting (white paper) 91

The Management of the Government Pension Fund in 2011

investments in England. Norges Bank and the
GPFG are at the outset exempt from UK income
tax, corporation tax and capital gains tax on prop-
erty sales if the investments are made directly by
Norges Bank/the GPFG. The structure described
in box 4.3 features, amongst others, companies
that incur no tax liabilities of their own; so-called
tax transparent companies. The structure protects
the interests of the Bank and limits the liability of
the Bank, whilst at the same time preserving the
tax position of the GPFG.

Corresponding considerations underpin the
structuring of the investments in France. Norges

Bank has set up companies in both Luxembourg
and France for the real estate investments in and
around Paris. The corporate structure is pre-
sented in box 4.3, figure 4.37. The wholly-owned
subsidiary NBIM SARL (Société a Responsabilité
Limitée) in Luxembourg shall be a holding com-
pany for the ownership and administration of real
estate investments in Continental Europe. Most of
the investments in that region will therefore be
made through this subsidiary, which means that
NBIM SARL will over time acquire additional
ownership interests in companies that are directly
or indirectly invested in real estate. The duties of

Regent Street

Box 4.3 Norges Bank’s company structure for real estate investments

Norges Bank

Burlington Number 1
Limited

Burlington Number 1
(General Partner)
Limited

Burlington Number 1
(Limited Partner)
Limited

. Entity in Norway

. Entities in the UK

Burlington Number 1
Limited Partners

Burlington Number 1
Nominee 1 Limited

Burlington Number 1
Nominee 2 Limited

Source: Norges Bank.

The right to rent income pursuant to the agree-
ment with The Crown Estate is ensured through
the two registered companies Burlington Num-
ber 1 Nominee 1 & 2 Ltd. These two companies
ensure such rights on behalf of two registered
partner companies; Burlington Number 1 (Gen-

Figure 4.36 Norges Bank’s company structure for the investments in Regent Street in London

eral Partner) Ltd., which owns 0.5 per cent of
the investment, and Burlington Number 1 (Lim-
ited Partner) Ltd., which owns 99.5 per cent of
the investment. The latter entity is exempted
from tax. The directors of the entity are
appointed by Norges Bank.




92

Meld. St. 17 (2011-2012) Report to the Storting (white paper)

2011-2012

The Management of the Government Pension Fund in 2011

Box 4.3 (cont.)

Paris

Norges Bank

NBIM SARL

NBIM Louis
SARL

NBIM Louis 1- 6 SARL

NBIM Louis SPPICAV

NBIM Louis SAS

. Entity in Norway
. Entities in Luxemburg

. Entities in France

Figure 4.37 Norges Bank’s company structure for the investments in Paris

Source: Norges Bank.

The purpose of the various companies in the
structure:

NBIM SARL is a holding company wholly-
owned by Norges Bank. The company protects
the other assets of the Fund against any claims
that may arise as the result of the real estate
investments. It is intended that future invest-
ments channelled via Luxembogrg will be held
through subsidiaries of NBIM SARL.

The four directors of the company are
appointed by Norges Bank. Two of the directors
are external. The two other directors are the
head of the NBIM real estate dgpartment and the
managing director of NBIM SARL. According to
the articles of association of the company board
resolutions shall be unanimous, Norges Bank
shall consent to key decisions pertaining to the
company and Norges Bank is entitled to appoint
and remove directors with immediate effect.

NBIM Louis SARL is a holding company for
the AXA investments. This company shields
NBIM SARL from financial liability beyond its
equity capital.

NBIM Louis 1-6 SARL are Luxembourg-regis-
tered companies established for the purpose of
owning the French-registered company NBIM
Louis SPPICAV (Société de Placement a Prépon-
dérance Immobiliére a Capital Variable).

NBIM Louis SPPICAV is an unlisted regu-
lated fund company which enjoys favourable tax
treatment under French law.

NBIM Louis SAS (Socitété par Actions Simpli-
fiée) is counterparty to the agreement with AXA,
and is titleholder to 50 percent of the underlying
assets in the form of properties and real estate
companies.
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the company will also include account keeping,
book keeping and the transfer of rent income to
Norges Bank, as well as duties ensuring that the
Fund complies with local regulations.

Luxembourg is often used as a base by inter-
national real estate investors, see the discussion in
Report No. 15 (2010-2011) to the Storting, The
Management of the Government Pension Fund in
2010. The reasons for this are, e.g., predictable
and stringent legal frameworks and tax regula-
tions. The country has a moderate tax level, in as
much as a low share of gross incomes is taxed. In
addition, Luxembourg has a well-developed treaty
network protecting investors from double taxation
of investments in countries with which Luxem-
bourg has concluded tax treaties.

The agreements and corporate documents of
the Bank ensure necessary access to the compa-
nies for the Internal Audit unit of the Bank, which
is the supervisory body of the Executive Board,
for the external auditor of the Bank, and for the
Supervisory Council, which is the supervisory
body of the Storting for Norges Bank.

The management and control of the real estate
investments on the part of Norges Bank is
described in more detail in a separate article in
Norges Bank’s annual report on the GPFG in
2011.

4.3.2 Norges Bank’s framework for the
assessment of counterparty risk

Counterparty risk is the risk of loss as the result
of a counterparty under a contract not performing
its legal obligations. This type of risk arises, inter
alia, when concluding derivatives contracts that
are not listed and in connection with the settle-
ment of securities trades.

The mandate for the GPFG requires Norges
Bank to lay down principles for the measurement
and management of counterparty risk. The Bank
has recorded such principles in the document
Executive Board’s Principles for Risk Manage-
ment in Norges Bank Investment Management
(NBIM), whilst the document Investment Man-
date defines counterparty exposure limits. 4 Coun-
terparty risk in the management of the GPFG is
reported by Norges Bank in the ongoing quar-
terly and annual reports on the Fund.

4 See  http://www.nbim.no/Global/Reports/2010/Execu-
tive%20Board%20Principles%20for%20Risk%20Management
.pdf and http://www.nbim.no/Global/Reports/2010/
Investment%20mandat.pdf.

The Supervisory Council of Norges Bank has,
based on input from the Ministry and with the
assistance of the external auditor of the Bank,
obtained an assessment of the framework for risk
management and control of counterparty risk
relating to the management of the GPFG, see box
4.4. The auditor has assessed whether the frame-
work is in line with recognised standards and
established practice, and whether it is imple-
mented in accordance with its design.

4.3.3 Folketrygdfondet’s system for internal
control and compliance with the
mandate

Folketrygdfondet performs the management of
the Government Pension Fund Norway (GPFN)
on behalf of, and pursuant to a mandate issued by,
the Ministry. An assurance engagement scheme
has been established as part of the follow-up of the
management activities of Folketrygdfondet, in
line with that applicable to Norges Bank’s man-
agement of the GPFG, see box 4.4. The assurance
engagement for 2011 encompasses Folke-
trygdfondet’s internal control system and compli-
ance with the mandate.

In its assurance statement for 2011, the auditor
concluded that it has not become aware of any cir-
cumstances that give reason to assume that the
internal control system of Folketrygdfondet is
not, in all material respects, in accordance with
recommended international practice. The auditor
noted, moreover, that best practices are evolving
on an ongoing basis, and that Folketrygdfondet
should continue the development of its own risk
management and internal control methodology in
line with the evolvement of such practices. This
implies that the Fund needs to establish processes
aimed at identifying leading international practice
within all parts of the organisation and seek to
replicate such practice. The auditor emphasises,
inter alia, that Folketrygdfondet should continue
its efforts to enhance the management of its activ-
ities. Furthermore, the auditor recommends con-
tinued development of the reporting to the Board
of Directors and company executives to further
improve the understanding of, and to provide
independent insight into, asset management per-
formance and the underlying risk associated with
the portfolio. It is also recommended that Folket-
rygdfondet continue to make the self evaluations
submitted to the Board of Directors more system-
atic. Moreover, Folketrygdfondet should continue
to evolve control designs and specify the control
activities in key processes, including the financial
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Box 4.4 Assurance engagements

A so-called assurance engagement scheme was
established as part of a new audit arrangement for
Norges Bank in 2009. The engagements involve the
external auditor of the Bank reviewing the internal
control system, risk management, etc., in the man-
agement of the GPFG, see Proposition No. 58
(2008-2009) to the Odelsting, Act relating to
Amendments to Act of 24 May 1985 No. 28 relating
to Norges Bank and the Monetary System, etc.
(New Financial Reporting and Auditing Arrange-

ments, etc.) The assurance engagements are
included in the audit program of the Supervisory
Council of Norges Bank, and form part of the sys-
tem for the supervision and control of the activities
of the Bank, see figure 4.38. A dialogue has been
established between the Ministry of Finance and
the Supervisory Council of Norges Bank, thus
enabling the Ministry to submit input for the super-
vision programme of the Supervisory Council.

4, line of defence:

Assurance Supervision and
engangements are contl?ol through the
part of the Supervisory Su ervisogr
Council’s audit CanciI anél
program external auditor

1. line of
defence:
operational
units

2. line of
defence:
NBIM’s
department risk
management
and compliance

NBIM’s
management of
GPFG

3. line of
defence:
Executive
Board and
Norges Bank’s
internal audit

Figure 4.38 The system for supervision and control of Norges Bank Investment Management’s

(NBIM’s) management of the GPFG

Sources: Norges Bank and Ministry of Finance.

The methodology of an assurance engagement
involves the auditor assessing whether the relevant
aspect, for example the operational risk manage-
ment framework, is designed and implemented in
accordance with relevant standards, methods and
established practice. These standards are thereaf-
ter applied as measurement criteria for purposes of
the assessment. The assurance engagement stan-
dard (SA3000) requires a number of control actions
to be planned and carried out before the auditor can
give assurance.

In 2009, the Supervisory Council of Norges
Bank adopted a plan for assurance engagements
that emphasised operational risk management in
the management of the GPFG. The engagement
was performed by the auditor of the Bank
(Deloitte) in consultation with the secretariat of the
Supervisory Council. It was based on, inter alia,

inputs from the Ministry. The plan encompassed
the following six sub-projects: organisational struc-
ture and management controls, operational risk and
internal control, counterparty risk assessment
framework, external manager follow-up, capital
inflow and exposure relative to the adopted bench-
mark, as well as risk management in active manage-
ment. Assurance engagements have now been com-
pleted for the first five sub-projects. It is intended
for the project on risk management in active man-
agement to be reviewed at a later date, in view of
the fact that the active management of the GPFG
has recently been assessed. The assurance reports
from the completed projects have been discussed in
previous reports to the Storting. The reports have
also been published on the Norges Bank website.!

1 See http://www.norges-bank.no/no/om/publisert/brev-
og-uttalelser/2011/78885/.
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reporting process in particular. Through self eval-
uations, Folketrygdfondet has identified a need
for continued work on the establishment of so-
called Key Risk Indicators for operational risk.
The auditor recommends that Folketrygdfondet
considers this, and examines it in the context of
the general management of its activities.

Furthermore, the auditor concludes that it has
not become aware of any circumstances that give
reason to assume that there are any material viola-
tions of provisions laid down in the Act relating to
Folketrygdfondet, as well as in regulations and
mandates issued by the Ministry of Finance.

The assurance statement has been published
on the website of the Ministry (www.govern-
ment.no/gpf).

4.4 Responsible investment practice

4.4.1 Introduction

The Ministry is of the view that a good return in
the long run is dependent upon sustainable devel-
opment in economic, environmental and social
terms, as well as well-functioning, legitimate and
efficient markets. In line with international devel-

opments, over time more emphasis has been
placed on integrating good corporate governance
considerations, as well as environmental and
social issues, in the investment activities. Such a
strategy corresponds well with the UN Principles
for Responsible Investments (UN PRI; see box
4.5) and is reflected in the management mandates
of Norges Bank and Folketrygdfondet, respec-
tively.

The strategy for responsible investment prac-
tice in the management of the Government Pen-
sion Fund has been developed over time; see fig-
ure 4.39. In 1998, the Fund was permitted to invest
in equities. As the Bank accumulated more experi-
ence from the management of equities, it gradu-
ally made more use of its rights as a shareholder
in safeguarding the financial interests of the Fund.
In 2001, the Ministry introduced an arrangement
for the exclusion of investments that violated
international law, based on advice from the Petro-
leum Fund’s Council on Ethics and International
Law. In 2004, the Ministry introduced new ethical
guidelines for the Government Pension Fund
Global (GPFG). In several respects, these guide-
lines went beyond the exclusion mechanism pre-
mised on international law. Active ownership
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Figure 4.39 Development of the strategy for responsible investment practice
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became a tool for complying with the ethical obli-

gations of the Fund. The ethical guidelines were

evaluated in 2009. The evaluation resulted in a

more comprehensive strategy for responsible

investment practice. This was deemed to be in line

with international developments within the area.
The responsible investment work encompas-

ses several areas:

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

— environmentrelated investments;

— research and analysis;

— active ownership; and

— observation and exclusion of companies.

The Ministry of Finance, Norges Bank, Folke-
trygdfondet and the Council on Ethics all partici-
pate in the international debate on responsible
investment practices, and cooperate with other
players on contributing to the development of best
practices and research within their areas. The
Ministry of Finance participates in a project
headed by the not-for-profit organisation Tomor-
row’s Company in London, together with repre-
sentatives of other large funds, companies and
academics. The project aims to develop a better
and more shared understanding of the meaning of
long-term sustainable value creation.

The Ministry has participated in a research
project on the effects of climate change on the
capital markets. This is discussed in more detail in
section 2.6. The activities of the Bank, Folke-
trygdfondet and the Council on Ethics related to
the development of better industry practices and
research and development are discussed below.

Special environment-related investments were
established as the result of the evaluation of the
ethical guidelines in 2009. These investments
include active management mandates especially
targeted at, inter alia, water management, envi-
ronmental technology and clean energy. The
investments are made within the same regulatory
framework as governs the other investments of
the Fund in equities and fixed income instru-
ments. Performance under the environment-
related investment mandates is discussed in more
detail in section 4.1.

In 2010, the Ministry adopted new guidelines
for responsible investment practice in the man-
agement of the GPFG. These guidelines are partly
addressed to Norges Bank and partly to the Coun-
cil on Ethics. The evaluation in 2009 suggested
more of an emphasis on the opportunities for con-
tributing to positive change. Reference was made,
in that context, to sustainability issues and to cor-

porate conduct within good corporate gover-
nance, as well as to the handling of social and envi-
ronmental issues. The evaluation demonstrated
that it was desirable to strengthen the interaction
between active ownership and the exclusion
mechanism. The new guidelines have contributed
to this.

The exercise of ownership in the GPFG and
the GPFN is based on a joint platform of interna-
tionally recognised principles, see box 4.5. At the
same time, the tools used in this work differ some-
what due to the differences in size and investment
strategy between the Funds. Norges Bank and
Folketrygdfondet have formulated their own
active ownership principles, based on these basic
principles. The active ownership activities of
Norges Bank and Folketrygdfondet are discussed
in more detail in sections 4.4.2 and 4.4.3.

According to the Guidelines for Observation
and Exclusion from the Government Pension
Fund Global’'s Investment Universe, of March
2010, companies shall be excluded from the Fund
if they manufacture certain specified products.
Companies may also be excluded if they are
deemed to contribute to, or themselves being
responsible for, grossly unethical conduct as
defined in the Guidelines. As per yearend 2011, 55
companies had been excluded pursuant to recom-
mendations from the Council on Ethics. More-
over, the Ministry has placed two companies
under observation pursuant to the Guidelines.
The Ministry has, since the exclusion of compa-
nies commenced, readmitted five companies to
the portfolio.

Nordic companies (except for Norwegian
companies) form part of the investment universe
of both the GPFG and the GPFN. If the Ministry
decides to exclude a Nordic company, this com-
pany is excluded from both funds. This follows
from Report No. 24 (2006-2007) to the Storting,
The Management of the Government Pension
Fund in 2006, and from the management mandate
for the GPFN. The Ministry of Finance has
decided, against this background, to excluded one
company from the GPFN.

The work of the Council on Ethics on the
observation and exclusion of Companies from the
GPFG is described in more detail in section 4.4.4
below.

Developments within the area of responsible
investments

Keeping track of, and contributing to, the develop-
ment of best practice, is an important element of
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Box 4.5 Basic principles for active ownership

The exercise of ownership rights as part of the
management of the Government Pension Fund is
based on the UN Global Compact, the OECD
Principles of Corporate Governance and the
OECD Guidelines for Multinational Enterprises.
These international principles define norms for
good corporate governance and impose require-
ments concerning responsible environmental
and social corporate practices. Norges Bank and
Folketrygdfondet have defined their own guide-
lines for their exercise of ownership rights in
keeping with these principles. In 2006, the UN
published a set of Principles for Responsible
Investment (UN PRI). The PRI are based on fac-
tors linked to corporate governance and environ-
mental and social conditions affecting financial
returns. The PRI have about 1,000 members. The
Ministry of Finance, Norges Bank and Folket-
rygdfondet all participate in the PRI on behalf of
GPFG and the GPFN. The Ministry of Finance
reports on compliance with the PRI in its man-
agement of the GPFG and the GPFN, respec-
tively, partly on the basis of information provided
by Norges Bank and Folketrygdfondet.

The UN Global Compact

The UN Global Compact defines a total of ten
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 state, inter alia, that businesses
should respect human rights and not be com-
plicit in human rights violations, should uphold
the freedom of association and collective bar-
gaining, and eliminate all forms of forced and
compulsory labour, child labour and discrimina-
tion with respect to employment and occupation.
Furthermore, they should support a precaution-
ary approach to environmental challenges, pro-
mote greater environmental responsibility and
the development and diffusion of environmen-
tally friendly technologies, and combat all forms
of corruption, including extortion and bribery.
More than 8,000 companies and organisa-
tions in over 135 countries have joined the UN
Global Compact. The members are encouraged

to report annually on their compliance with the
principles.

OECD Principles of Corporate Governance

These principles are very extensive and mainly
address the basis for effective corporate gover-
nance, the rights of shareholders and key own-
ership functions, the equitable treatment of
shareholders, transparency and disclosure, and
the responsibilities and liabilities of boards of
directors.

OECD Guidelines for Multinational Enterprises

These guidelines are voluntary principles and
standards for responsible business practices in
different areas. The OECD guidelines for multi-
national companies represent the only recog-
nised and detailed regulatory framework that
member states are obliged to promote. They
contain recommendations on a number of mat-
ters, including public disclosure of company
information, the working environment and
employee rights, environmental protection,
combating bribery, consumer interests, the use
of science and technology, competition, as well
as tax liability.

The UN Principles for Responible investments (UN PPI)

The UN Principles for Responsible Investment
are an initiative of the UN Environment Pro-
gramme Finance Initiative (UNEP FI) and the
UN Global Compact. The initiative is aimed at
the owners of assets, asset managers and their
professional cooperation partners, all of whom
are encouraged to sign the principles. The PRI
principles address how to take environmental,
social and corporate governance issues (ESG)
into account in asset management and active
ownership. Incorporating such considerations
will also have consequences for what type of
information investors request from companies
and what the companies are expected to report
on. The members of PRI have a duty to report
on their compliance with the principles on an
annual basis. Norges Bank contributed to the
drafting of the principles.
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the responsible investment strategy for the Gov-
ernment Pension Fund. Responsible investment
practice is a field undergoing rapid international
development. The thematic scope has been
expanded, and new tools, methods and institu-
tions have been added. The mounting interest is
reflected, inter alia, in a steady increase in the
number of members of UN PRI, amongst both
investors and other financial market players.
Developments run along several lines. Amongst
the themes that have recently been prominent on
the agenda can be mentioned how to better inte-
grate environmental, social and corporate gover-
nance considerations (so-called ESG consider-
ations) in the investment activities. Other relevant
issues relate to climate change, questions of
excessive emphasis on short-term considerations
in the financial markets, as well as the role of the
owners.

There has also been much attention on meth-
ods and tools for reporting on ESG issues. The
purpose of the International Integrated Reporting
Council (IIRC) is to create a global reporting
framework that encompasses financial, social,
governance and environmental information in a
clear, concise, consistent and comparable manner.
There is also increasing interest in the workings
of financial markets, especially whether any insti-
tutional and systemsrelated aspects can be
improved to ensure that more weight is accorded
to considerations relating to sustainability and
long-term value creation in investment activities.
This includes, inter alia, a discussion about the
use of government regulation.

Several investors are still using exclusion as a
tool, but there are also some large institutional
investors that do not include this in their strategy.
Some investors exclude companies on purely ethi-
cal grounds (for example several religious com-
munities). This is often the case when companies
are excluded on the basis of what they produce,
for example special types of weapons. The GPFG,
the large Dutch pension funds APG and PGGM,
as well as the New Zealand Superannuation Fund,
are examples of funds that exclude companies on
such grounds. Some funds exclude companies
due to blameworthy aspects of the way in which
such companies run their business operations.
These may be, for example, human rights viola-
tions, environmental damage and corruption. In
such cases exclusion is often practised as a last
resort after one has sought to influence compa-
nies to improve their practices and conduct. The
Swedish AP funds and the New Zealand Superan-
nuation Fund follow such a strategy. This requires

good interaction between the exercise of owner-
ship and exclusion decisions.

Cooperation between investors still remains an
important theme. A number of different initiatives
and organisations are engaged, on behalf of their
members, in various efforts to improve corporate
practices. Some examples are the Carbon Disclo-
sure Project, the CEO Water Mandate, EITI and
Forest Footprint Disclosure. Organisations aim-
ing to improve corporate governance standards,
etc., for the benefit of company owners are also
very active, for example the International Corpo-
rate Governance Network (ICGN) and the Asian
Corporate Governance Association (ACGA).

4.4.2 Responsible investment practice and
active ownership activities in the
GPFG®

The overarching objective of Norges Bank in its
active ownership activities is to safeguard the
financial interests of the GPFG. This is in confor-
mity with the mandate for the GPFG. The Bank
shall, furthermore, integrate considerations relat-
ing to good corporate governance, environmental
and social issues throughout its investment activi-
ties, in line with internationally recognised princi-
ples for responsible investment practice. The inte-
gration of these considerations shall pay heed to
the investment strategy of the Fund and the
Bank’s role as a financial investor. Norges Bank
has in 2011 adopted and published guidelines for
responsible investment practice. The guidelines
describe various types of environmental, social
and corporate governance risks. These risk fac-
tors shall be taken into account in, inter alia, the
investment analyses performed by the portfolio
managers, when new markets and instruments
are evaluated, as well as when the Bank exercises
its ownership rights.

In 2011, Norges Bank established a database
containing information on environmental, social
and corporate governance issues. The database
includes information from both external and inter-
nal sources, and covers 4,000 of the companies in
which the Fund is invested. The database is for
use by the entire organisation, and is particularly
tailored to portfolio managers and investment ana-
lysts. The purpose is to have easy access to infor-

5 This discussion is based on reports and other information

published by Norges Bank, including, inter alia, through
the ordinary quarterly reporting for the Fund and through
postings on the Bank’s website; www.nbim.no.
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mation that can be used in connection with invest-
ment decisions.

The active ownership activities of Norges
Bank have their basis in internationally recog-
nised, global standards, like the OECD Principles
of Corporate Governance, the OECD Guidelines
for Multinational Enterprises and the UN Global
Compact (see the discussion in box 4.5). These
are supplemented by the corporate governance
and voting guidelines of Norges Bank, and by
Norges Bank’s expectation documents.

Focus areas in the ownership activities of the GPFG

Norges Bank has refined and strengthened its

active ownership activities during 2011. The effort

is premised on the assumption that the best pros-

pects for having an impact are achieved by work-

ing predictably and with a long-term horizon

within areas that are of financial relevance to the

Fund and other investors. Norges Bank has

selected the following strategic focus areas:

— equal treatment of shareholders;

— shareholder influence and board accountabil-
ity;

— well-functioning, legitimate and efficient mar-
kets;

— climate change (see box 4.7);

— water management; and

— children’s rights.

Good corporate governance is necessary for the
development of profitable businesses. It safe-
guards shareholders’ rights and ensures that
value creation is distributed in accordance with
shareholdings. The equality of shareholders, as
well as shareholder influence, is therefore central
to Norges Bank’s corporate governance activities.
The focus area «well-functioning, legitimate and
efficient markets» encompasses fundamental
issues pertaining to how markets work, as well as
issues relating to good corporate governance.
Norges Bank has also focused on environmental
and social factors that influence companies’ busi-
ness environments and development, and thus
also the Fund’s assets. The focus areas climate
change, water management and children’s rights
were selected on the basis of such considerations.

Tools used in the active ownership activities

Once an investment has been made, voting in gen-
eral meetings is one of the most important tools
for a shareholder. Norges Bank also uses dialogue
with individual companies, collaboration with

other investors, participation in international net-
works and organisations, input to regulatory
authorities, contact with research bodies, and
public communication of opinions and expecta-
tions. In selecting a tool one assesses, inter alia,
the likelihood of achieving an impact versus the
resources required.

Voting

Norges Bank exercises its rights as a shareholder
to cast votes in general meetings (see box 4.6).
Shareholders may attend to their interests by
jointly deciding whether to approve board propos-
als in cases concerning share capital increases,
major transactions, amendments to the articles
and the appointment of directors. In a smaller
number of general meetings votes are also cast on
proposals that have been submitted by sharehold-
ers, without enjoying board support. Such propos-
als may concern proposed amendments to the
articles, board requests or alternative candidates
for appointment as directors. The Bank has
adopted its own guidelines for voting and the pub-
lishing of its voting record on each matter.

The Bank attaches special weight to board
responsibility for monitoring and defining a good
framework for company executives, as well as for
keeping the shareholders informed and treating
them equally. It is therefore necessary to measure
board efforts against the long-term performance
of the business. The Bank is committed to devel-
oping and protecting the right of the shareholders
to force through board changes when necessary.
The actual ability of the shareholders to hold the
board responsible varies from market to market,
and depends on legislation and standards, as well
as on market practice. Nonetheless, the willing-
ness and ability of the shareholders themselves to
attend to their long-term ownership interests is
also of decisive importance.

Norges Bank believes that a company board
should be chaired by a person who is not an exec-
utive of the company. The Bank has, for the third
year in a row, submitted shareholder proposals to
the general meetings of four US companies,
requesting amendments to the articles to prevent
the CEO from also holding the chairmanship.
None of the proposals have been adopted, but sup-
port has increased year by year.

A number of the shareholder proposals sub-
mitted in 2011 by investors worldwide demanded
that companies aim to reduce greenhouse gas
emissions and report on measures to reduce such
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Box 4.6 More efficient voting

Norges Bank aims to vote in all general meet-
ings of companies in which the Fund holds
ownership interests. In 2011, the Bank has
voted in more than 11,300 general meetings.
The voting is carried out through an external
electronic voting platform, which issues voting
instructions on behalf of the Bank, and pursu-
ant to the instructions and guidelines of the
Bank. The voting instructions are sent from
the electronic voting platform to Norges
Bank’s global custodian bank, which imple-
ments the voting in the general meetings,
most often with the assistance of local custo-
dian banks or other representatives. The local
custodian banks again depend on other sub-
contractors for gathering information in
advance and for casting the votes. The num-
ber of players involved varies from market to
market.

Few institutional investors vote in as many
general meetings as does Norges Bank.
Against this background, the Bank works con-
tinuously to improve the voting process. The
Bank has also taken the initiative to establish
an investor group working for a faster and
more standardised cross-border voting pro-
cess. Another objective is to improve the abil-
ity of systems to document and confirm the
voting of the Fund. The Bank has discussed
improvements and held meetings with the var-
ious players participating in the voting chain.
The efforts have thus far resulted in more effi-
cient voting, but there is still scope for improv-
ing the processes.

emissions. The number of shareholder proposals
addressing climate change declined in 2011, when
compared to 2010. However, the number of share-
holder proposals concerning improved water
management increased over the same period. The
increase can in large part be attributed to propos-
als in which shareholders request reporting of
environmental consequences of shale gas produc-
tion and of water pollution from coal-fired power
plants. The Bank notes a reduction in the number
of shareholder proposals demanding that compa-
nies adopt guidelines for promoting human rights
or addressing global employment standards.
Shareholder proposals concerning environ-
mental and social matters are examined sepa-

rately by the Norges Bank analysts. Each proposal
is evaluated on the basis of the general guidelines
of the Bank.

Follow-up of individual companies

Norges Bank actively exercises ownership rights
in individual companies within the selected focus
areas. The Bank seeks to hold the board account-
able for company performance and for the risk
assumed by the company, as well as for ensuring
that the minority shareholders are not treated
unfairly. The Bank conveys expectations as to the
qualifications of the directors and the quality of
the board nomination process. In order to protect
the minority shareholders against dilution,
Norges Bank emphasises transparency in compa-
nies’ transactions with close associates, as well as
protecting the pre-emptive rights of the share-
holders in relation to share issues.

Norges Bank is, despite a low percentage own-
ership stake, often amongst the very largest
shareholders of a company. The views of the Bank
with regard to company strategy, operations, risk,
capital structure and management are therefore
solicited to an increasing extent. Companies are
particularly interested in how Norges Bank will
vote in general meetings and how the Bank reacts
to special situations that might arise during the
course of the year. Such contacts contributed, for
example, to influencing the board compositions
and nomination processes of several companies in
2011. That the Bank has good knowledge about
individual companies and sectors is becoming
increasingly important.

Norges Bank adopts a systematic approach to
the focus areas of climate change, water manage-
ment and children’s rights. Companies in sectors
that are particularly exposed to risk within these
three focus areas are reviewed, from the perspec-
tive of the Bank’s expectations, on an annual
basis. The findings from the reviews are made
public in annual sector reports. Selected compa-
nies are also followed up through dialogue.

In some cases Norges Bank will use legal
action as a tool in its exercise of ownership. This
may include legal action against issuers of equi-
ties or fixed income instruments if the Fund has
suffered a financial loss as the result of the con-
duct of the company or its directors. In 2010, the
Bank and some German investors requested a
German court to examine whether the board of
directors of Porsche SE has exceeded its powers
and exposed the company to excessive risk in its
attempt to acquire control of Volkswagen AG. In
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2011, there was no longer any basis for pursuing
the request after the German investors negotiated
a solution that resulted in Porsche paying an
extraordinary dividend to the holders of preferred
shares and undertaking to improve corporate gov-
ernance.

The Bank also uses litigation as a tool in its
role of shareholder in other contexts. In 2011,
Norges Bank and 14 other institutional investors
joined up to bring a claim against Countrywide
Financial Corporation before a US district court.
Formerly, Countrywide was the largest US lender
to the housing sector, and the litigation concerned
incorrect information to the market. The case was
resolved in late 2011 through the parties reaching
an agreement.

Norges Bank has previously brought certain
other shareholder actions, and three of these
cases were still pending as per yearend 2011. In
addition, the Bank files claims on the basis of set-
tlements or legal rulings in class actions.

Cooperation with other investors

Norges Bank is in regular contact with other asset
management institutions, to cooperate on dia-
logue with individual companies or to exchange
information and evaluations. In 2011, the Bank
discussed voting, share capital increases, board
changes and matters relating to the focus areas
water, climate and children’s rights.

The Bank has for a number of years cooper-
ated with some other investors on companies’
handling of risk that may result from climate
changes. In 2011, Norges Bank continued its
cooperation with the financial institution TIAA-
CREF on pursuing a dialogue with selected US
companies in sectors that are particularly exposed
to such risk. These efforts aim to improve compa-
nies’ handling and reporting of the risk to which
they are exposed. In cooperation with the Dutch
pension fund PGGM, Norges Bank embarked on
a dialogue with Indian and Chinese companies in
2011 concerning their handling and reporting of
risk associated with water consumption.

In 2011, the Bank signed an investor declara-
tion supporting the UN Guiding Principles for
Business and Human Rights, which were
endorsed by the UN Human Rights Council on 16
June 2011. The work on the Guiding Principles
was headed by Professor John Ruggie of Harvard
University. Professor Ruggie is the UN Special
Representative for Business and Human Rights.
The Guiding Principles constitute a global stan-
dard that defines, inter alia, the role of companies

Box 4.7 The focus area climate
change

Norges Bank considers climate change to
pose a significant long-term risk to the invest-
ments of the Fund, and has selected this as a
focus area for its active ownership activities.
The activities are aimed at sectors that
account for a high share of global greenhouse
gas emissions, and that will be particularly
affected by regulations attributing an eco-
nomic cost to greenhouse gas emissions.
These include sectors such as mining,
cement, chemicals, oil and gas, manufactur-
ing, energy production, transport and real
estate.

Norges Bank expects companies to anal-
yse how their activities are affected by climate
challenges, and to prepare plans and targets
for handling climate risk. The company
boards should integrate climate change in
their general risk management duties. The
Bank would also like companies to disclose
information that provides investors with a
basis for assessing whether companies are
meeting their own targets. The Bank gathers
information from various sources to shed light
on whether they meet these expectations. The
Bank also evaluates, on an ongoing basis, how
changes in regulations and environmental
conditions affect the risk exposure of compa-
nies.

Norges Bank was one of the investors sign-
ing the «2011 Global Investor Statement on
Climate Change» in October 2011. The inves-
tors encouraged the authorities, prior to politi-
cal leaders meeting in Durban in South Africa
in December to discuss new climate targets, to
bring climate issues to the top of the agenda
and agree on a binding international frame-
work that can result in effective climate policy
measures. The Bank is also a member of the
Carbon Disclosure Project (CDP), which pro-
motes corporate reporting within the climate
area.

in preventing human rights violations or negative
impact on the human rights situation.

Norges Bank was one of the investors signing
the «2011 Global Investor Statement on Climate
Change» in October 2011 (see box 4.7).
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Norges Bank participates in organised inves-
tor networks such as, for example, the Interna-
tional Corporate Governance Network (ICGN)
and the Principles for Responsible Investment
(PRI). In order to strengthen its activities in Asia,
the Bank has concluded a sponsorship agreement
with the Asian Corporate Governance Association
(ACGA). The ACGA works with investors, compa-
nies and regulatory authorities to improve corpo-
rate governance in Asia. Moreover, the Bank has
renewed a three-year agreement as a main spon-
sor for CDP Water Disclosure.

Industry initiatives

The active ownership activities of Norges Bank
are also conducted within the framework of vari-
ous industry initiatives. The Bank thereby seeks
to establish a dialogue between companies within
the same sector.

Since 2008, Norges Bank has, together with
the Dutch fund APG, paid special attention to
monitoring child labour in cocoa production. In
2011, the Bank concluded its dialogue with the
companies within this area. It was then of the view
that the industry players had themselves made
progress in several areas. This includes, inter alia,
an industry initiative with an action plan to combat
child labour in the cocoa production in West
Africa, launched in the autumn of 2010. The com-
panies have committed, through cooperation with
the authorities in Ghana and Coéte d’Ivoire and the
US Department of Labor, to reducing the worst
forms of child labour in cocoa production in these
countries by 70 percent by 2020. In October 2011,
the first report on these efforts was published.
The industry initiative has also entered into coop-
eration with the International Labour Organiza-
tion (ILO) to combat child labour in the cocoa pro-
duction in West Africa. Norges Bank will continue
to monitor industry developments and companies
to ensure that the action plan delivers specific
results.

Norges Bank has also for a long time been
working on an industry cooperation initiative to
combat detrimental child labour in seed produc-
tion in India. There have been signs of improve-
ment in recent years. The Bank nevertheless con-
tinued to pursue the dialogue with relevant com-
panies in 2011.

Improvement of market standards

By getting the authorities and other standard set-
ters to impose stricter corporate governance

requirements, it becomes easier for the share-
holders to hold the directors and company execu-
tives accountable for their decisions and to
strengthen the protection of shareholder rights.

In its capacity as investor, the Bank submitted
a consultative statement to the EU Commission’s
document on corporate governance in companies
in Europe. The Bank emphasised, inter alia, that
it is the responsibility of the shareholders to moni-
tor company boards and their activities, and that
more open, standardised and implementable
European regulations would facilitate such
efforts. The Bank believed that it is necessary to
obtain more information about the qualifications
of directors. The Bank also called for a system
that facilitates assessment of companies against
corporate governance standards. The consultative
statements of the Bank are available on the
Norges Bank Investment Management website
(www.nbim.no).

Norges Bank may submit proposed amend-
ments to the articles of individual companies if the
legislation does not offer sufficient protection of
the interests of the shareholders. This approach
has been used by investors in the US market to
change actual market standards. One example is
the introduction of qualified majority require-
ments for making board appointments. In 2011,
Norges Bank submitted proposed amendments to
articles intended to facilitate proposals for alterna-
tive directors in the US, cf. the discussion in box
4.8.

Norges Bank is also pursuing a dialogue with
players that define financial market standards.
The Bank thereby seeks to strengthen and har-
monise international standards for the handling
and reporting of environmental and social risk. In
january, the Bank participated in public consulta-
tion under the auspices of the EU Commission
concerning potential amendments to the regula-
tions on corporate reporting of non-financial infor-
mation. Norges Bank supports proposals for listed
companies to report non-financial information of
relevance to their activities.

The Bank also participated in the first consul-
tative round of the Global Reporting Initiative
(GRI) revision of its guidelines for sustainability
reporting. Norges Bank encouraged the develop-
ment of a reporting system for environmental and
social issues that enables the measurement and
comparison of companies. The Bank also voiced
this opinion in a public consultation held by the
International Integrated Reporting Committee
(IIRC). The IIRC is developing a new international
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Box 4.8 Alternative board
candidates

In 2010, the US Securities and Exchange Com-
mission (SEC) adopted a new rule facilitating
the submission of proposals for alternative
board candidates by shareholders. The SEC
thereby complied with a requirement under
the Dodd-Frank Act, which was adopted in the
wake of the financial crisis. The new rule
requires the company to provide information
about the alternative board candidates in the
notice of general meeting (the rule is labelled
the proxy access rule in the US.) Such
arrangements are anchored in corporate legis-
lation in most other countries than the US.
The current alternative for shareholders of US
companies is to write to a sufficient number of
shareholders, requesting them to vote for
alternative candidates. This process, which is
labelled proxy fight in the USA, is very costly
and combative.

However, the so-called proxy access rule of
the SEC was challenged in court by US busi-
ness interest organisations, and was declared
invalid. Together with a group of European
and US investors, the Bank wrote anew to the
SEC following the legal ruling, to express its
concern over the future process. Support was
expressed for the continuation by the SEC of
the effort to introduce such a federal rule. The
legal ruling allowed for shareholders to seek
amendments to the articles of individual com-
panies to enable shareholders to submit pro-
posals for alternative board candidates.

Norges Bank decided to submit share-
holder proposals in six US companies. The
proposals call for amendments to articles to
enshrine a right for shareholders to submit
proposals for alternative board candidates for
inclusion in the notice of general meeting. The
proposals were submitted in 2011, and will not
be voted over until 2012.

reporting framework intended to integrate such
reporting. In a letter, Norges Bank argued,
together with the investors APG and CalPERS, in
favour of a framework encouraging companies to
explain how environmental and social risk factors
are of relevance to corporate financial perfor-
mance and future value creation.

Communication and expectation documents

The ownership activities of Norges Bank are
based on principles and the adoption of a long-
term perspective. As an investor, the Bank formu-
lates expectations within the various ownership
focus areas. The published expectation docu-
ments facilitate communication with companies
and other interested parties.

Expectation documents on companies’ cli-
mate change management, on child labour and on
water management have been published earlier.
The Bank will also issue three new expectation
documents that describe the other focus areas of
the Bank. Equal treatment of shareholders and
board accountability are discussed in the corpo-
rate governance principles and voting guidelines
of the Bank, and will be addressed in more detail
in two of these expectation documents. Moreover,
Norges Bank is preparing an expectation docu-
ment on the focus area «well-functioning, legiti-
mate and efficient markets». The Bank aims to
complete the document after consulting a selec-
tion of interested parties, and thereafter to make it
public. Company transparency and reporting are
amongst the themes to be described in this docu-
ment.

Since corporate transparency and reporting in
general are important to the GPFG as a large
international fund, this theme is addressed in sev-
eral key documents relating to the ownership
activities of Norges Bank. These issues are
addressed both in the corporate governance prin-
ciples and voting guidelines of the Bank and in the
existing expectation documents.

The expectation documents form a key ele-
ment of the ownership strategy of the Bank, but
other types of communication are also used. In
2011, Norges Bank held a seminar on the benefits
of corporate reporting on the risk of limited
access to, and pollution of, water. The seminar was
held as part of the World Water Week in Stock-
holm. On the World Day Against Child Labour, 12
June 2011, Norges Bank published, for the first
time, the names of the companies that scored top
marks for reporting on the risk of child labour and
violation of children’s rights in their activities and
supply chains. By disclosing the names of the
companies with the highest scores, the Bank
wished to promote good reporting standards
within this area. The Bank also published status
reports on the focus areas climate change and
water management in 2011. The Bank evaluated
the extent to which companies reported on their
handling of risk relating to these areas.
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4.4.3 Responsible managementpractice and
active ownership activities with regard
to the GPFN

The Board of Directors of Folketrygdfondet has
defined principles for responsible investment
activities that are based on the Norwegian Code
of Practice for Corporate Governance (NUES) and
the UN Principles for Responsible Investment
(PRI), as well as on the OECD Principles of Cor-
porate Governance.

Folketrygdfondet has previously had one set
of ownership principles and one set of ethical prin-
ciples. In order to better reflect the integrated
nature of the work, the Board of Directors has in
2011 replaced these by a joint set of principles for
the investment activities of Folketrygdfondet.

Folketrygdfondet is of the view that responsi-
ble management practice and active ownership
activities can promote financial, social and envi-
ronmental interests. Important ESG information
is included in company analyses and used in mak-
ing investment decisions. Failure by a company to
adhere to responsible practices may also entail
financial risk.

Focus areas in the active ownership activities of the
GPFN

In its responsible investment practice work, Folk-
etrygdfondet has chosen to give priority to
themes like reporting and communication, anti-
corruption and greenhouse gas emissions. The
Fund assumes that the highest financial risk in
relation to the overall portfolio of the GPFN is
found within these areas. Furthermore, Folket-
rygdfondet has chosen to probe two themes of rel-
evance to the Norwegian equity portfolio in more
detail. These are the issues of aquaculture sustain-
ability and unconventional oil and gas extraction.
As a financial investor, Folketrygdfondet also
becomes involved in ownership issues like board
composition, remuneration, reporting and com-
munication, values and management principles, as
well as capital structure and strategy. Folket-
rygdfondet deems it important to follow up on the
executive salary policies of companies for pur-
poses of safeguarding shareholder value. This
involves, inter alia, assessing whether executive
salary schemes are designed such as to actually
contribute to more effective and performance-ori-
ented corporate management. Folketrygdfondet
also looks at any option schemes, and what these
trigger in terms of the transfer of assets from the
shareholders to company executives.

Tools in the active ownership and voting activities

Active participation in the general meetings of
companies, based on Folketrygdfondet’s princi-
ples for responsible investment practice, forms an
important part of the active ownership activities.

Folketrygdfondet reports annually on its exer-
cise of ownership rights. The Fund will normally
publish its ownership report in the autumn. The
report describes which activities Folketrygdfon-
det has pursued to attend to its ownership inter-
ests. It includes, inter alia, specific discussion of
some matters that have been deliberated in the
general meetings, relevant matters raised by Folk-
etrygdfondet with companies, as well as the num-
ber and types of appointments held by Folket-
rygdfondet employees on the governing bodies of
companies.

Folketrygdfondet has during 2011 cast votes
in the general meetings of all companies of which
Folketrygdfondet was a shareholder as per the
date of such general meeting. This implies that
Folketrygdfondet has voted in 60 general meet-
ings held by companies listed on the Oslo Stock
Exchange. Folketrygdfondet has in twelve mat-
ters, and in the general meetings of seven differ-
ent companies, voted against the board proposals.
These proposals concerned executive salary state-
ments and accompanying authorisations to issue
shares under option programmes (Algeta,
Noreco, Atea and RCCL), general authorisations
to issue shares that were very broad in scope
(Norwegian Property, Axis-Shield) and directors’
pay with options (Algeta). Voting explanations
have been issued in relation to such voting, and
are available on www.ftf.no. Folketrygdfondet has
cast votes in a total of 116 general meetings of
Nordic companies, all by proxy with accompany-
ing voting instructions.

Principles for responsible investment practice in the
asset management activities

Folketrygdfondet’s principles for responsible
investment practice apply to all investments of the
Fund. However, different methods are used to fol-
low up the principles in the various sub-portfolios.

Active ownership and dialogue with compa-
nies are important tools in the management of the
Norwegian equity portfolio. This involves, inter
alia, Folketrygdfondet raising relevant ESG
issues with company executives, thus enabling
the companies to rectify unacceptable conditions.
If the companies fail to take measures after such a
discussion, Folketrygdfondet may contemplate
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raising the matter in the general meeting. If this
does not succeed either, Folketrygdfondet must
eventually consider a sale of equities in the com-
pany. Folketrygdfondet takes ESG issues in com-
panies that have issued bonds that are included in
the portfolio into consideration as well. Relevant
measures will be evaluated and implemented in
case a violation of the investment principles of
Folketrygdfondet is uncovered. As far as concern
any companies in which Folketrygdfondet holds
both equity and fixed income investments, any
measures will apply to both types of investment.

For investments in Nordic equities or fixed
income instruments issued by Nordic companies,
Folketrygdfondet adheres to the decisions of the
Ministry on the exclusion of companies on the
basis of recommendations from the Council on
Ethics for the GPFG. This means that if the Minis-
try of Finance determines that the Government
Pension Fund Global shall refrain from investing
in certain companies, these securities shall also
be excluded from the investment universe of Folk-
etrygdfondet. Otherwise, votes are cast in general
meetings by proxy with accompanying voting
instructions.

Information gathering and company analysis

Folketrygdfondet continuously monitors the com-
panies in the Norwegian equity and fixed income
portfolios through searches in electronic editorial
sources around the world. The searches are made
systematically, and Folketrygdfondet is notified if
companies in the portfolio are linked to social
responsibility issues. The intention is to monitor
whether the companies adhere to their own guide-
lines and do not act in contravention of interna-
tional treaties and recognised norms for responsi-
ble operations.

Since 2009, Folketrygdfondet has expanded
the resources devoted to its responsible invest-
ment efforts, in particular in relation to analysis of
ESG issues. The analyses constitute a good basis
for following up on the work of individual compa-
nies concerning environmental, social and corpo-
rate governance issues that may be of importance
to value creation in the long run.

An ESG analysis has been prepared for each of
the companies in the Norwegian equity portfolio
by an analyst with the relevant qualifications. It
has been examined whether the company has
issued guidelines on the handling of various ESG
issues, how these guidelines have been imple-
mented and whether the company reports on
compliance with the guidelines. The analysis also

addresses whether the company observes inter-
nationally recognised social responsibility princi-
ples, such as the UN Global Compact and the
OECD Guidelines for Multinational Enterprises.

The ESG analysis has been made available to
the equity managers of Folketrygdfondet, thus
implying that the information becomes an inte-
grated part of the financial assessment of each
company. The ESG analysis is updated by the ana-
lyst prior to any meetings with the companies, and
any new ESG issues are reviewed by the equity
managers. Thereafter, the analysis is used as a
basis for the discussion of specific ESG issues in
meetings with company executives.

Follow-up of individual companies

When Folketrygdfondet draws the attention of a
company to an ESG-related problem, it is
expected that the company will explain how it is
addressing the problem and that it takes any nec-
essary action. Weight is attached to following up
on each individual case until the problem has
been resolved in a satisfactory manner.

Folketrygdfondet is committed to pursuing a
constructive and good dialogue with companies
on corporate governance and social responsibility
issues. Experience has shown that this type of dia-
logue may take several forms.

Proactive dialogue takes place before, or with-
out, the occurrence of any violations of recog-
nised norms for responsible business practice.
The focus is here on areas where there is room
for improvement on the part of the company. This
type of dialogue is often pursued over a long
period of time, and much follow-up is needed.

Reactive dialogue will for example take place if
questions arise as to whether company is engag-
ing in activities that are not in conformity with
responsible business practice. This is often trig-
gered by a specific event, with associated media
coverage. Reactive dialogue will often take place
swiftly once the question has arisen. In most cases
the company must then take immediate measures
to clarify the facts of the case and resolve any
problems.

Folketrygdfondet has over the last year been
involved in both types of dialogue with several
companies on, inter alia, anti-corruption work,
employee rights, environmental reporting, green-
house gas emissions and other environmental
issues. Folketrygdfondet has in each of these
cases requested an explanation from the relevant
company. In some cases Folketrygdfondet has
requested specific measures. The dialogues with
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the companies are documented to ensure future
follow-up.

Industry cooperation and cooperation with other
investors

Folketrygdfondet has in 2011 expanded its partici-
pation in external initiatives, conferences and
seminars relating to responsible investments,
both in Norway and internationally. This facili-
tates the exchange of responsible investment
practice information and experience with other
players. Folketrygdfondet holds cooperation with
other investors to be an important tool in relation
to responsible management practice. The Fund
has therefore participated in several cooperation
projects with other investors and organisations in
2011.

Folketrygdfondet also participated in the Car-
bon Disclosure Project (CDP)in 2011. CDP pre-
pares an annual survey on greenhouse gas emis-
sions. The questionnaires are sent to listed com-
panies on behalf of the participating investors.
The responses of the companies have been made
available on the CDP website. Folketrygdfondet
incorporates the information gathered by the CDP
from Norwegian companies in the company-spe-
cific ESG analyses that form the basis for the dia-
logues with the companies. Folketrygdfondet
believes the CDP to be useful, and will support
the project in 2012 as well.

Folketrygdfondet joined the UN Principles for
Responsible Investment (PRI) in 2008 (see box
4.5). The six UN principles are based on the prem-
ise that a responsible owner and investor shall
integrate ESG themes in its asset management
activities. All participating investors are asked to
report each year. The Ministry and Folket-
rygdfondet have in 2011 submitted reports on
behalf of the GPFN for the second time.

Since 2008, Folketrygdfondet has participated
in the project Sustainable Value Creation. This is a
project launched by Norway’s largest institutional
investors in order to influence Norwegian listed
companies to pursue sustainable development and
long-term value creation. Questions on the han-
dling of specific ESG themes were sent by the
project, on behalf of participating investors, to all
companies included in the main index of the Oslo
Stock Exchange in 2008 and 2009. There was no
new activity associated with the project in 2011.
Folketrygdfondet is of the view that the project
has contributed to the initiation of positive pro-
cesses in the companies. However, the informa-
tion gathered should become more accessible.

4.4.4 Observation and exclusion of
companies

Under the Guidelines for Observation and Exclu-
sion from the Government Pension Fund Global’s
Investment Universe, companies are to be
excluded if they produce certain products, sell
weapons to specific states, or contribute to, or are
themselves responsible for, grossly unethical
activities. The Ministry of Finance has excluded
55 companies on the basis of advice from the
Council on Ethics. Furthermore, the Ministry has
placed two companies under observation pursu-
ant to the same guidelines. The criteria for prod-
uct-based and conduct-based exclusion, as well as
the companies that have been excluded or placed
under observation on the basis of these criteria,
are presented in tables 4.7, 4.8 and 4.9.

The Council on Ethics examines on a regular
basis whether the grounds for exclusion of a com-
pany still apply. The Council may on the basis of
new information recommend that the Ministry of
Finance reverse an earlier exclusion decision.
Since the adoption of the previous ethical guide-
lines, five companies have been accepted back
into the investment universe of the GPFG because
their exclusion was no longer justified.

Four recommendations have been published
since the previous Report to the Storting on the
management of the Fund. In these, the Council on
Ethics recommended the exclusion of five compa-
nies from the Fund. The Ministry excluded three
companies and placed one company under obser-
vation, whilst one company was neither excluded
nor placed under observation.

Product-based exclusion

The guidelines establish that the assets of the
Fund shall not be invested in companies that,
themselves or through entities they control:

— produce weapons that violate fundamental
humanitarian principles through their normal
use;

— produce tobacco; or

— sell weapons or military material to states that
are affected by investment restrictions on gov-
ernment bonds as described in the manage-
ment mandate for the Government Pension
Fund Global Section 3-7 (10). At present, this
applies to Myanmar (Burma).

The Revised National Budget for 2004 provides an
exhaustive list of weapons covered by the product-
based exclusion criteria: chemical weapons, bio-
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Table 4.7 Overview of companies excluded on grounds of production

Product Date Company
Anti-personnel land mines 26 April 2002 Singapore Technologies Engineering
Cluster munitions 31 August 2005 Alliant Techsystems Inc, General Dynamics Cor-
poration, Lockheed Martin Corp., Raytheon Co.
30 November 2009 Poongsan Corporation New
31 December 2007 Hanwha Corporation
31 December 2008 Textron Inc.
Nuclear arms 31 December 2005 BAE Systems Plc, Boeing Co., EADS Co, EADS
Finance BV, Finmeccanica Sp. A., Honeywell
International Corp., Northrop Grumman Corp.,
Safran SA.
31 December 2007 Gen Corp. Inc.

Sale of weapons and military 28 February 2009
materials to Myanmar

Production of tobacco 31 December 2009

28 February 2011
31 July 2011

Serco Group Plc.
Dongfeng Motor Group Co Ltd.

Alliance One International Inc., Altria Group Inc.,
British American Tobacco BHD, British Ameri-
can Tobacco Plc., Gudang Garam tbk pt., Imperial
Tobacco Group Plc., ITC Ltd., Japan Tobacco Inc.,
KT&G Corp, Lorillard Inc., Philip Morris Interna-
tional Inc., Philip Morris Cr AS., Reynolds Ameri-
can Inc., Souza Cruz SA, Swedish Match AB, Uni-
versal Corp VA, Vector Group Ltd.

Shanghai Industrial Holdings Ltd
Grupo Carso SAB de CV

Source: Ministry of Finance.

logical weapons, anti-personnel mines, undetect-
able fragmentation weapons, incendiary weap-
ons, blinding laser weapons, cluster munitions
and nuclear arms. The Fund shall not be invested
in companies that develop or produce key compo-
nents for these types of weapons.

The criterion for the exclusion of companies
that produce tobacco is limited to the actual
tobacco products and does not include associated
products such as filters and flavour additives or
the sale of tobacco products. All companies that,
themselves or through entities they control, grow
tobacco plants or process tobacco into end prod-
ucts shall be excluded regardless of how large or
small a share the tobacco production represents
of the company’s overall operations.

Altogether, the Ministry has excluded 38 com-
panies from the Fund on the basis of the product-
based criteria. 18 of these companies have been

excluded on the basis of production of weapons
that violate fundamental humanitarian principles
in their normal use. 19 companies produce
tobacco and one company has sold military mate-
rials to Myanmar (Burma).

Conduct-based exclusion

A company shall be excluded from the Fund if it

contributes to, or is itself responsible for:

— serious or systematic human rights violations,
such as murder, torture, deprivation of liberty,
forced labour, the worst forms of child labour
and other child exploitation;

— serious violations of individuals’ rights in situa-
tions of war or conflict;

— severe environmental damage;

— gross corruption; or
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Table 4.8 Companies excluded on grounds of conduct

Grounds for exclusion: Date Company
Contribution to serious or 31 May 2006 Wal-Mart Stores Inc. and Wal-Mart de Mexico SA
systematic human rights de CV
violations
Serious violations of 31 July 2010 Africa Israel Investments Ltd.
individuals’ rights in Danya Cebus
situations of war or conflict
Severe environmental 31 May 2006 Freeport McMoRan Copper & Gold Inc.
damage
31 October 2007 Vedanta Resources Plc.}, Sterlite Industries Ltd,
Madras Aluminium Company
30 June 2008 Rio Tinto Ltd. and Rio Tinto Plc.
30 November 2008 Barrick Gold Corp
31 October 2009 Norilsk Nickel
31 July 2010 Samling Global Ltd.
31 January 2011 Lingui Developments Berhad
Serious violations of 31 August 2009 Elbit Systems Ltd.
fundamental ethical norms
30 November 2011 FMC Corporation

Potash Corporation of Saskatchewan Inc.

1 Also excluded due to contribution to human rights violations.
Source: Ministry of Finance.

— other particularly serious violations of funda-
mental ethical norms.

All in all, 17 companies have been excluded from
the GPFG pursuant to these criteria. Two of the
companies were excluded on grounds of contrib-
uting to serious or systematic human rights viola-
tions, ten companies were excluded because they
were deemed to cause severe environmental dam-
age®, three companies were excluded on grounds
of other particularly gross violations of fundamen-
tal ethical norms and two companies were

6 One of these companies is excluded on the basis of both

the environmental and the human rights criterion.

Table 4.9 Companies placed under observation

excluded on grounds of serious violations of indi-
viduals’ rights in situations of war or conflict.

Two companies have been placed under obser-
vation, both of them under the gross corruption
criterion. During the observation period, the
Council on Ethics will be monitoring, inter alia,
how the companies develop their systems to pre-
vent corruption, how the companies handle the
investigation of corruption events in the past, as
well as whether allegations arise of new instances
of corruption. The Council on Ethics annually
informs the Ministry in a separate letter on the
status of the companies under observation, and
will issue a new recommendation after the obser-
vation period has been completed.

Grounds for observation: Date Company
Gross corruption 6 December 2011 Alstom SA
13 March 2009 Siemens AG

Source: Ministry of Finance.
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The Council on Ethics’ work on product-based
exclusion

A considerable portion of the companies excluded
from the investment universe of the Fund are
removed because they produce certain products
in contravention of the guidelines. In order to
identify companies engaged in such production,
the Council on Ethics uses an external consul-
tancy firm that continuously monitors the Fund’s
portfolio and the companies that have been
excluded from the Fund. Each quarter, the consul-
tant reports to the Council on companies that may
have activities in violation of the criteria. The
Council on Ethics is also collaborating with other
financial institutions on a consultancy assignment
to map which companies produce cluster muni-
tions.

Normally, the Council on Ethics contacts the
companies if there is reason to believe that they
are engaged in production in violation of the
guidelines. If a company confirms the informa-
tion, the Council will render an exclusion recom-
mendation. Companies that do not reply when
approached are recommended for exclusion if the
Council’s documentation shows that there is a
high probability that the company has products
that violate the exclusion criteria. By adhering to
this procedure, the Council seeks to achieve a rea-
sonable degree of assurance that companies pro-
ducing products that violate the criteria in the
guidelines will be excluded from the Fund. Never-
theless, it cannot be guaranteed that all compa-
nies will at all times be correctly screened by the
Council’s monitoring system.

The Council on Ethics’ work on conduct-based
exclusion

The Council on Ethics conducts its own thorough
investigations to identify and assess companies
that contribute to, or are themselves responsible
for, serious human rights violations, serious viola-
tions of individuals’ rights in situations of war or
conflict, severe environmental damage, gross cor-
ruption or other particularly serious violations of
ethical norms. In order to identify companies
engaged in such activities, the Council uses, inter
alia, an external consultancy firm that carries out
Internet-based searches for news items about all
the companies in the portfolio, in six languages,
on an ongoing basis. The Council receives
monthly reports from the consultant on compa-
nies that may be engaged in activities that contra-
vene the conduct-based criteria. Since 2009, the

Council on Ethics has in addition maintained a
consultancy agreement on special news searches
on companies domiciled in certain parts of Asia.
This agreement was terminated in 2011 because
of a high degree of concurrence between this spe-
cial monitoring and the general news monitoring.

The Council on Ethics also studies certain
issues or sectors where it is particularly likely, in
the view of the Council, that companies are
engaged in activities in contravention of the ethi-
cal guidelines. Such sector studies will normally
be initiated by the Council appointing an expert
within the area to map all companies in the portfo-
lio engaged in a certain type of activities and to
collect information about the companies that may
pursue activities that violate ethical guidelines.
The Council evaluates, based on the consultancy
report, which companies it should examine in
more detail. This evaluation takes into consider-
ation, inter alia, the magnitude and seriousness of
the norm violations, the connection between the
companies and the norm violations and the likeli-
hood of future norm violations. Since the previous
report to the Storting, the Council has for exam-
ple embarked on several such sector studies
within the environmental area. The studies
address certain forms of oil production entailing
major local pollution problems, certain types of
mining activities in which waste handling poses
special risk, unlawful logging and other particu-
larly harmful logging, unlawful fishing and other
particularly harmful fishing activities, harmful
dam projects, as well as activities having an exten-
sive impact on protected areas of particular value.
Within the area of human rights, the Council on
Ethics has for several years been paying special
attention to infrastructure projects in Myanmar
and natural resource extraction in particularly vol-
atile areas in the Democratic Republic of the
Congo. Amongst the cases identified through
news searches and sector studies, the Council
selects, for further investigation, those cases that
appear to be the most serious. Weight is attached,
inter alia, to how serious the norm violations are,
whether a company is accused of several counts of
unethical conduct, whether it is likely that such
conduct will continue, and the scope for docu-
menting the conduct of which the company is
accused. The intention is to identify companies
where there is an unacceptable risk that violations
of the ethical guidelines are taking place and that
such violations are expected to continue.

In order to document alleged norm violations,
the Council on Ethics makes extensive use of con-
sultancy firms, research institutions and non-gov-
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ernmental organizations based in the country
where the violations of norms are alleged to take
place. Such assignments may involve fieldwork
and evaluation of documentation. Since 2009, the
Council on Ethics has maintained a framework
agreement with a consultancy firm that assists in
the detailed investigation of companies.

As aresult of the revision of the Guidelines for
Observation and Exclusion in 2009, the Council
on Ethics now contacts companies at a relatively
early stage in its examination of the cases. The
companies are requested to answer questions or
to send specific documents to the Council. In
2011, the Council on Ethics contacted close to 30
companies, and about two-thirds of the companies
responded to the Council’s contact. From time to
time, companies request a meeting with the Coun-
cil. In 2011, the Council met with close to ten com-
panies. The Council on Ethics attaches weight to
information obtained directly from companies, but
also issues recommendations on companies that
fail to respond to communication from the Coun-
cil.

Financial implications of the exclusions

In the NOU 2003: 22 green paper, Management
for the Future, the Graver Committee wrote that
the exclusion of companies from the investments
of the Fund may impair the ratio between return
and risk on the part of the Fund. When companies
are excluded from the benchmark of the Govern-
ment Pension Fund, other companies are
accorded a higher weight than would otherwise
be the case. Since the benchmark of the Fund will
therefore have a somewhat different composition
than had the original benchmark, return and risk
may also be different.

In Report No. 20 (2008-2009) to the Storting,
The Management of the Government Pension
Fund in 2008,the Ministry wrote that the effect of
exclusion will increase in line with the weight
accorded to the excluded companies in the origi-
nal benchmarks for equities and fixed income
instruments. The Ministry wrote, furthermore,
that the effect would be higher if the exclusions
are concentrated in sub-markets that make a spe-
cial contribution to spreading the risk associated
with the Fund.

In Report No. 20 (2008-2009) to the Storting, it
was proposed that tobacco investments be
excluded from the GPFG. The Ministry wrote, in
that context, that tobacco equities had generated a
higher return than the world index in 13 of the
last 15 years, and that the realised ratio between
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Figure 4.40 Reduced return on the equity portfo-
lio, 2005 to 2011, due to exclusion. Basis points

Source: Norges Bank.

return and risk was significantly better for compa-
nies that produce tobacco than for the market as a
whole. The Ministry wrote, furthermore, that the
stable consumption pattern characterising
tobacco users may result in the value of tobacco
companies suffering little exposure to changes in
people’s consumption patterns during an eco-
nomic slump. The Ministry therefore concluded
that exclusion of the tobacco sector may mean
that one excludes a sector that may reduce the
loss incurred by the GPFG during periods of
downturn in global equity markets. This appears
to be reflected in new analyses performed by
Norges Bank; see figure 4.40.

Norges Bank has compared the returns on a
global equity portfolio with and without the exclu-
sions made in the GPFG over the period from
august 2005 to november 2011. The return differ-
ence over this period amounts to about NOK 10.6
billion. The return difference has varied, and dur-
ing brief periods the return with exclusions has
exceeded the return without exclusions. The
exclusions have reduced the return since late
2009. The negative excess return resulting from
exclusions is on par with the aggregate asset man-
agement costs of the Fund since 2005.

It is particularly the exclusions of tobacco-pro-
ducing companies that have contributed to reduc-
ing the return on the Fund during the period, see
table 4.10. If these are omitted, the difference in
returns over the period amounts to about NOK 1
billion.

The analyses referred to in Report No. 20
(2008-2009) to the Storting were unable to dem-
onstrate any material actual difference in return
or risk as the result of exclusion. Looking at the
effect of the exclusions on the risk and return
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Table 4.10 The five largest sectoral contributions
to a change in returns due to the exclusion of
equities, 2005-2011. NOK million and basis points

Contribution Contribution
Sector in NOK million in basis points
Tobacco -9,591 -64.1
Mining 2,774 18.5
Consumer goods - 1,869 -12.5
Aviation and
defence -839 -56
General
manufacturing -400 -2.7

Source: Norges Bank.

characteristics of the equity portfolio, the analy-
sis performed by Norges Bank shows that the
portfolio without exclusions would have gener-
ated an annual return over the period 2005-2011
of 1.41 percent with a risk (volatility) of 17 per-
cent. The portfolio with exclusions generates an
annual return of 1.31 percent with a risk of 17
percent. Over the period 2005-2011, the actual
return has consequently been somewhat lower
and actual risk more or less unchanged as a
result of the exclusions. Historical return and
risk do not necessarily provide a good estimate
of future developments. The exclusions from the
Fund are ethically motivated, not financially. For
an investor with a long-term perspective there
may, but will not necessarily, be concurrence
between what is in the financial interest of the
investor and what follows from taking ethical
considerations into account. The Ministry
believes that good returns in the long run
depend on sustainable development in the eco-
nomic, environmental and social sense, and
applies the tools available to it as a financial
investor to contribute to such development.

4.4.5 The Ministry’s assessment

It is the assessment of the Ministry that Norges
Bank, Folketrygdfondet and the Council on Eth-
ics are exercising their mandates relating to
responsible investment practice in a satisfactory
manner. The Ministry notes that the work is pro-
gressing, and that it seems as if the work is being
linked ever more closely to the key objective for
the savings through the Government Pension
Fund, which is good long-term financial return.

The ownership activities constitute a key tool
in the responsible investment practice of the Gov-
ernment Pension Fund. Both Norges Bank and
Folketrygdfondet have expanded their ownership
activities in line with international developments
within the area, and have ensured interaction
between the ownership activities and the asset
management activities. Cooperation with other
investors and participation in international forums
or research projects generate knowledge. This
enables the Fund to refine its own strategies, and
to contribute to best practice internationally.

The exclusion of companies is a tool reserved
for special cases. The Council on Ethics monitors
the portfolio on the basis of guidelines laid down
by the Ministry, but it cannot be guaranteed that
all companies that may conceivably be in violation
of the guidelines at any given time have been
excluded from the Fund. One may also mistakenly
exclude companies without sufficient grounds.

The Guidelines for Observation and Exclusion
govern the efforts of the Council on Ethics, as
well as those of Norges Bank and the Ministry.
The exclusion and observation work involves
three different players. This may entail certain
operational challenges. It may, inter alia, be chal-
lenging to ensure a good flow of information
between the players, and in some cases it may
take a long time to process a matter.

It cannot be ruled out that changes may take
place in company conduct or production during
the period after a recommendation has been
issued to the Ministry of Finance, but prior to the
announcement of exclusion. It may be challenging
to keep track of such information. In one case in
2011, an excluded company (FMC) argued that
the circumstances that formed the basis for exclu-
sion, the purchase of phosphate from Western
Sahara, no longer applied as per the date of the
announcement of the exclusion. The Council on
Ethics immediately embarked on a dialogue with
the company to establish the facts. The company
has not provided any new information on the mat-
ter as per 22 March 2012.The Council on Ethics
has adopted new procedures for the monitoring of
companies to uncover any new information of sig-
nificance to a recommendation, after a recommen-
dation has been given by the Council. Such infor-
mation will be passed on to the Ministry. The Min-
istry has also reviewed and amended its proce-
dures. Nevertheless, the present system consti-
tutes a source of operational risk, and it cannot be
ruled out that exclusion may take place on the
basis of circumstances that no longer apply as per
the exclusion date. This may result in unmerited
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reputational damage on the part of the affected
company. The policy of high transparency with
regard to the decisions of the Ministry, as well as
long and detailed recommendations, may in such
cases have a negative impact on the companies.

It is important to be conscious of these conse-
quences of the current system and organisation of
the exclusion and observation work.

The Ministry will continue to work on the
strategy for responsible investment practice for
the Government Pension Fund. It aims for the
strategy to contribute to defining best practice

within the area. It will, inter alia, be appropriate to
examine more closely which approaches are most
meaningful for an investor with the special charac-
teristics of the GPFG, i.e. very large, long invest-
ment horizon and with broad diversification of
risk. Measures and initiatives aimed at improving
market practice on the part of broad company seg-
ments may be particularly well suited for contrib-
uting to more sustainable solutions, as well as
well-functioning and legitimate market conditions
in the longer run.
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5 Further development of the management framework
of the Government Pension Fund

5.1 Introduction

The Storting has, in the Act relating to the Gov-
ernment Pension Fund, made the Ministry of
Finance responsible for the management of the
Fund. Operational management of the Govern-
ment Pension Fund Global (GPFG) and the Gov-
ernment Pension Fund Norway (GPFN) is car-
ried out by Norges Bank and Folketrygdfondet,
respectively. The Ministry has issued provisions
on Norges Bank’s and Folketrygdfondet’s man-
agement in separate mandates. The mandates
describe the general investment frameworks for
the two funds and stipulate requirements with
regard to risk management, reporting and respon-
sible investment practices.

The governance model underpinning the man-
agement of the Fund was outlined in Report No.
15 (2010-2011) to the Storting, The Management
of the Government Pension Fund in 2010. This
implies that the Storting, through its deliberation
of the annual report on the Government Pension
Fund, takes a view on important aspects of the
management of the Fund. The comments of the
Storting on the report form the basis for the limits
and provisions laid down by the Ministry in the
mandates for the GPFG and the GPFN. The man-
dates are general in nature and based on princi-
ples. The general investment limits and the provi-
sions on the management and measurement of
risk need to be supplemented by more detailed
limits and rules at the various decision-making
levels down through the management chain. Con-
sequently, the model implies, all in all, very
detailed regulation of the management of the Gov-
ernment Pension Fund, see figure 5.1, which pres-
ents the hierarchy of management documents
governing the management of the GPFG.

The entire framework governing the manage-
ment of the Government Pension Fund is avail-

able on the Ministry’s website (www.govern-
ment.no/gpf), whilst supplementary management
provisions adopted by the Executive Board of
Norges Bank and the Board of Directors of Folke-
trygdfondet are available on the websites of the
managers (www.nbim.no and www.ftf.no).

5.2 New financial reporting provisions
for Folketrygdfondet

The Ministry laid down new financial reporting
regulations for Folketrygdfondet on 8 December
2011. The regulations entered into force on 1 janu-
ary 2012, with effect for the financial year com-
mencing after 31 December 2011. The regulations
imply that Folketrygdfondet:

— 1is required to prepare annual financial state-
ments and annual reports based on the Interna-
tional Financial Reporting Standards (IFRS).

— shall include financial reporting in respect of
the GPFN in annual financial statements.

— shall prepare quarterly financial statements
that include, at a minimum, quarterly financial
reporting for the GPFN. The quarterly finan-
cial statements shall be signed by the board of
directors and be subject to simplified auditor
checks.

The structure and contents of the financial report-
ing regulations are in line with the Regulations
relating to the Annual Financial Statements, etc.,
which were adopted for Norges Bank on 1 Janu-
ary 2011.

The purpose of the new financial reporting
provisions is to evolve the framework governing
Folketrygdfondet, with a view to ensuring that it is
in line with recognised standards and best prac-
tice.
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The Government Pension Fund Act

- Management mandate for the GPFG

- Regulation on risk management and internal
control at Norges Bank

- Regulation relating to the Annual Financial
Statements etc. of Norges Bank

- Strategy plan

- Investment mandate for the Government
Pension Fund Global

- Principles for Risk Management in NBIM

- Principles for Ownership Management in NBIM

- Principles for Organisation and Management
of NBIM

- Principles for Compensation to NBIM Employees
- CEO Job Description

- Job descriptions
- Internal guidelines

- Investment mandates

Figure 5.1 The hierarchy of management documents governing the management of the GPFG

Sources: Norges Bank and Ministry of Finance.
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6 Equity market returns

6.1 Introduction

The strategic benchmark of the Government Pen-
sion Fund Global (GPFG) comprises 60 percent
equities. Consequently, developments in the
equity market are of considerable importance to
the overall return on the Fund. The annual return
on the equity benchmark of the Fund from the
first equity investments of the GPFG in 1998 and
until the end of 2011 was 3.5 percent. The equity
benchmark has registered an annual real rate of
return of 1.6 percent, after deducting inflation of
1.9 percent, during the period. This is significantly
less than the average real return in the equity
market over the last 100 years. This article analy-
ses the most important reasons for the low equity
returns since 1998. The analysis looks at develop-
ments in company earnings, the payment of divi-
dends to shareholders and changes in company
valuations during the period.

Equities entitle the investor to a share of the
future earnings of the company. The earnings
may be paid directly to the shareholders in the
form of dividends or reinvested in the form of new
capital to fund its activities. The payment of divi-
dends provides the shareholders with an immedi-
ate return. New investments lay the foundations
for higher earnings in future. It is therefore com-
mon practice to evaluate the price of equities on
the basis of the level of company earnings. The
return on an equity investment may be separated
into three sources:

— dividends paid per share;

— growth in company earnings per share; and

— change in valuation, i.e. the ratio between the
equity price and company earnings per share.

Historically, dividend payments and growth in
company earnings have been the most important
sources of equity returns over time. A study of the
US equity market over the period 1926-2005
shows, for example, that 4.1 percentage points out
of a real rate of return of 6.9 percent originated
from dividend payments, whilst 1.9 percentage
points derived from real growth in company earn-
ings and only 0.7 percentage point from changes

in valuations!. A corresponding analysis of the
global equity market for the period 1998-2011 can
provide useful insight into how this period devi-
ates from long-term equity market trends. The
below analysis shows that this period was one of
good profitability on the part of listed companies
and high growth in earnings per share. However,
investors’ valuation of the equity market declined
markedly through the period and is an important
factor in explaining the weak returns.

6.2 Returns since 1998

Figure 6.1 A shows developments in earnings per
share for the companies included in the equity
market index MSCI All Country World Index
(ACWI). This index reflects the global equity mar-
ket. Earnings per share have increased by 6 per-
cent per year since 1998, and were more than
twice as high at the end of 2011 as in 1998. Adjust-
ing for inflation, average real growth was 3.6 per-
cent per year. This is higher than the historical
average of 1.9 percent in the US equity market.
However, profit levels have varied considerably
over time. Consequently, the time period used
may have a major impact on calculated earnings
growth.

Figure 6.1 B shows developments in dividend
payments from the companies in the index, mea-
sured as a percentage of the market value of the
companies. The figure shows that the sharehold-
ers have on average received dividends corre-
sponding to 2.2 percent of the market value of the
equities. This is a lower direct rate of return than
the historical average of 4.1 percent for the US
equity market over the period 1926-2005.

The lower direct return needs to be examined
in the context of the high growth in earnings per
share. It has become more common for compa-
nies to repurchase own shares rather than pay div-
idends. When companies repurchase own shares,
each of the remaining shares will represent a

1 Jones, C. P. (2008), “Analyzing and Estimating Real Stock
Returns”, Journal of Portfolio Management Nr. 3.
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Figure 6.1 Growth in earnings per share, dividend yield, return on equity and price/expected earnings
for the companies included in the equity index MSCI ACWI for the period 1994-2011

Source: MSCI.

larger share of the overall earnings of such com-
panies. Earnings per share will therefore grow.
The repurchasing of equities is driven by a num-
ber of factors, but tax considerations have been
important in large markets like the US.

All in all, developments in dividends and earn-
ings per share nevertheless create the impression
that company profitability has been good since
1998. This impression is substantiated by develop-
ments in companies’ return on equity, see figure
6.1 C. The return on equity shows how effective
companies are in generating earnings on the capi-
tal shareholders have committed to them. The fig-
ure shows that the return on equity has fluctuated
with the business cycle, but has averaged almost
12 percent since 1994. This means that companies
have on average earned profits equivalent to
almost 12 percent of equity. As the return on
equity has not been significantly reduced since
1998, this indicates that the ability of companies to
increase earnings per share and pay dividends
has not changed significantly over the period.

Since 1994, there have been major changes in
equity markets’ valuation of expected company
earnings. From 1995 to 2000, equity prices
increased from a multiple of 16 to a multiple of 27
on company earnings. Historically, the valuation
was very high in 2000. These developments were
in large part driven by strong growth in the equity
valuation of companies within technology, tele-
communications and media. These industries
were perceived as being very well positioned for
generating profit growth as the result of the tech-
nological changes resulting from, inter alia, the
Internet. After 2000, equity prices went into a
slump, and the equity market was priced at 10
times expected company earnings as per yearend
2011. These developments reduced the average
annual return on equities by as much as 5 percent-
age points over the period 1998-2011.

All in all, the low returns in global equity mar-
kets since 1998 can to a large extent be explained
by equity market valuations of company earnings
having decreased significantly over this period.




2011-2012

Meld. St. 17 (2011-2012) Report to the Storting (white paper) 119

The Management of the Government Pension Fund in 2011

Companies’ growth in earnings per share has
exceeded the historical average, whilst dividend
payments have been somewhat lower. In aggre-
gate, developments in dividends and earnings per
share have not differed significantly from those in
the past.

The decline in the valuation of the equity mar-
ket, particularly over the period since 2000, has
been marked. Changes in equity market valua-
tions will normally be related to changes in the
level of risk-free interest rates, changes in the
magnitude of the risk premium in the equity mar-
ket and changes in investors’ expectations of
growth in company earnings. It is therefore com-
mon practice to compare the interest rate on rela-
tively low-risk bonds to the valuation of more
uncertain earnings from limited companies. The
difference between these two variables illustrates
developments in market players’ expectations of
the growth in company earnings and changes in
the risk premium in the equity market. Figure 6.2
presents this by comparing the interest rate on US
government bonds with a 10-year duration to the
expected earnings of companies, divided by the
market value of the equity market (the positions
of the numerator and the denominator are
reversed from those used in calculating the valua-
tion of the equity market in figure 6.1 D).

The figure shows that developments in valua-
tion in these two markets were fairly similar to
each other over the period from 1994 to 2002.
However, the valuation of equities has declined
quite considerably relative to the valuation of
bonds over the last 10 years, particularly after the
financial crisis. The steep decline in interest rates
on bonds since 2007 has not been mirrored in the
valuation of the equity market. Consequently,
there is reason to believe that investors are more
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Figure 6.2 The interest rate on US government
bonds with a 10-year duration and the ratio
between expected earnings per share and price
over the next 12 months

Source: MSCI.

uncertain about developments in company earn-
ings and/or require a higher expected excess
return, using bond returns as the reference, in
order to invest in equities than was previously the
case.

The Ministry of Finance
recommends:

Recommendation of 30 March 2012 from the
Ministry of Finance on the Management of the
Government Pension Fund in 2011 is submitted to
the Storting.
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Appendix 1

Government Pension Fund Global -
rules for rebalancing the benchmark index

Letter of 26 January 2012 from Norges Bank to the Ministry of Finance

In this letter, Norges Bank provides advice on the
design of the rules for the rebalancing of the
benchmark index. The letter builds on the assess-
ments made in our letter of 6 July 2010 on the
development of the investment strategy for the
Government Pension Fund Global.

The changes we recommend are intended to
support the goal of achieving the best possible
trade-off between risk and return for the Fund.
We recommend that the rules on rebalancing are
made public and designed in a way that makes
their application straightforward, predictable and
verifiable. We also recommend that the Fund is
rebalanced around the strategic allocation to equi-
ties and not around fixed geographical regional
weights as is currently the case. We recommend
that the current detailed rules on partial rebalanc-
ing when new capital is phased into the Fund are
revoked.

Fixed weights in the Fund’s asset allocation

The Ministry of Finance sets fixed geographical
weights for the Fund’s equity and bond invest-
ments at regional level in the mandate for the
management of the Fund. Movements in the
value of these asset classes mean that the
weights in the Fund’s benchmark index will devi-
ate from the strategic weights. Rebalancing of
the benchmark index returns the weights to the
strategic weights and is an important investment
decision.

It is important to distinguish between main-
taining fixed asset class weights and maintaining a
stable level of risk. An investment strategy which
rebalances the share of the equity portfolio back
to the fixed weights following a drop in stock
prices will also increase the absolute risk in the
portfolio, because market uncertainty will then
generally be higher. Rebalancing of the bench-
mark index ensures that the actual weights are
kept relatively steady over time, and the strategy

is successful if the rule helps improve the trade-
off between return and risk.

The starting point for today’s fixed strategic
weights cannot therefore be that the risk struc-
ture across the main asset classes is expected to
be stable over time. In a separate notel*, Norges
Bank Investment Management (NBIM) discusses
how risk premia vary over time. In another?,
NBIM looks at the consequences this should have
for an investor that differs from the average inves-
tor. In a third note4, NBIM reviews the literature,
which provides some basis for assuming that mar-
ket prices contain information about future
returns.

Different investors will have different opportu-
nities to exploit time-varying risk premia. The
Fund’s unique characteristics present an opportu-
nity to pursue an investment strategy of buying
into an asset class when higher uncertainty is
priced in. In Report No. 15 (2010-2011) to the
Storting, the Ministry writes that a more counter-
cyclical strategy may be a way of exploiting the
Fund’s advantages. Norges Bank shares the Min-
istry’s view.

In a separate note®, NBIM looks at data since
1970 and draws the main conclusion that rebalanc-
ing has resulted in a substantially improved trade-
off between return and risk than a strategy that
allows asset allocation to drift with market devel-
opments.

Norges Bank believes that systematically retur-
ning asset classes to fixed weights, or rebalancing,
should be retained as a long-term investment stra-
tegy for the Fund.

Notes on investment strategy published by NBIM as “Dis-
cussion notes” on www.nbim.no.

“On Risk Premium Variation”.

“Time Varying Expected Return, Investor Heterogeneity
and Rebalancing”.

“Return Predictability and Implications for Rebalancing”.
“Empirical Analysis of Rebalancing Strategies”.
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A public rebalancing rule

A rebalancing rule should be part of the Minis-
try’s public mandate for Norges Bank’s manage-
ment of the Fund. A rule that clarifies when and
how rebalancing will normally take place will
ensure that the strategy is robust, predictable and
verifiable.

Today’s rules are not publicly available and do
not say when full rebalancing is to take place, only
how large the deviation is to be before the Bank
sends a recommendation to the Ministry on what
should be done. New rules should ensure that
rebalancing is regulated and that it is imple-
mented as an ordinary part of the strategy without
requiring a special decision. The rebalancing rule
should be disregarded only where so decided by
the Ministry.

Norges Bank recommends that a publicly avai-
lable rebalancing rule is included in the mandate
for the Fund.

Choice of rebalancing regime

It is customary to distinguish between two types
of rebalancing regimes: calendar-based and condi-
tional. In a calendar-based regime, the timing of
rebalancing is predetermined. In a separate note®,
NBIM reviews the Fund’s own experience with
rebalancing. From 1998 until the end of 2001, the
Fund was rebalanced back to the regional weights
at the end of each quarter and was therefore cal-
endar-based. Since December 2001, the rebalanc-
ing rules have had two elements: partial and full
rebalancing. Partial rebalancing has followed the
monthly inflows of new capital into the Fund, with
the benchmark index adjusted each month in the
direction of the regional weights to an extent cor-
responding to the amount transferred to the
Fund. Full rebalancing, on the other hand, has
been a decision conditional on a specific degree of
deviation between actual and strategic weights.

Under a conditional regime, rebalancing will
take place only when deviations from the strategic
weights reach a certain size. The number of rebal-
ancings will therefore be smaller, and transaction
costs lower, than with a calendar-based regime.

Norges Bank recommends a rebalancing rule
that is conditional on an asset class’s degree of devi-
ation from strategic weights.

Today’s rebalancing rules are designed with a
view to maintaining the Fund’s geographical
equity and bond investments at regional level. In

6 “The History of Rebalancing of the Fund”.

its letter of 6 July 2010, Norges Bank wrote that
the basis for today’s fixed regional weights is
weak, and that consideration should be given to
whether it is appropriate to retain the current
structure. The Bank believes that there is limited
potential for exploiting variations in regional risk
premia by rebalancing regional allocations.

Rebalancing should take place at asset class
level. The choice of equity allocation is the most
important strategic decision for the Fund, and the
equity allocation dominates the Fund’s absolute
risk. A rebalancing strategy intended to maintain a
fixed allocation to equities will seek to exploit vari-
ations in the stock market’s risk premium.

Norges Bank vecommends a rule on rebalancing
the Fund’s equity allocation.

Given that rebalancing is based on the equity
allocation, the next question is how far the equity
allocation in the benchmark index is permitted to
depart from the strategic weight before rebalanc-
ing is triggered. In a separate note’, NBIM shows
that rebalancing the portfolio has been important.
The conditions for when rebalancing is to take
place have been less important for the portfolio’s
overall risk and return profile. A correct level of
deviation from fixed weights at which rebalancing
should be triggered cannot be elicited with any
certainty from historical data.

All things considered, Novges Bank recommends
that the Ministry sets a range of 3 percentage points
on either side of the strategic weight assigned to equ-
ities in the benchmark index.

The analysis in another note® from NBIM
shows that transaction costs would have been
lower, and the equity allocation closer to the stra-
tegic weight, with this alternative than with
today’s rules. Since the current rules were intro-
duced in 2001, there have been only two full rebal-
ancings, in 2003 and 2009. Our recommendation
will result in slightly more frequent rebalancing
than the current rules. A narrower range will also
affect the size of each rebalancing and mean that a
larger number of rebalancings will take place in
normal markets. This will reduce the market
impact and, therefore, transaction costs. Rebalanc-
ing will become more a part of the ordinary man-
agement of the Fund than it is today, as opposed
to an event that occurs rarely with major conse-
quences for the Fund’s risk and return. Our rec-
ommendations for a concrete rebalancing rule can
be summed up as follows:

Norges Bank recommends a rule where the equ-
ity allocation in the benchmark index is rebalanced

7 See footnote 5.



122 Meld. St. 17 (2011-2012) Report to the Storting (white paper)

2011-2012

The Management of the Government Pension Fund in 2011

to the strategic weight of 60 percent at the end of any
calendar quarter in which the allocation falls below
57 percent or rises above 63 percent at the close of
trading on any day during that quarter. The Bank is
to inform the Ministry immediately if this condition
is met.

Revocation of the rules for partial rebalancing through
inflows

The current mandate also contains rules on par-
tial rebalancing. These rules change the bench-
mark index every time capital is transferred to the
Fund. In our letter of 11 April 2011, we recom-
mended changes in the rules for how inflows of
new capital into the Fund are reflected in the
benchmark index.

Partial rebalancing is intended to help bring
the weights in the benchmark index back towards
the strategic weights and reduce the transaction
costs required to maintain a fixed asset class allo-
cation over time. It is uncertain what effect partial
rebalancing has on the Fund’s overall return in
the longer term. The reason for this is that peri-
ods of high or low returns in equity markets have
a tendency to persist, and it may be profitable to
hold back before rebalancing.

The rules for rebalancing can be designed
either with a view to striking the best possible bal-
ance between risk and return, or with a view to
minimising transaction costs. NBIM’s analysis of
the returns on different asset classes since 19708
shows that a strategy where inflows have returned
the portfolio weights towards the strategic
weights each month achieved a weaker balance
between return and risk than a strategy without
partial rebalancing.

An analysis of the Fund’s own history? shows
that partial rebalancing has had a negative effect
on the trade-off between return and risk despite
reducing the need for trading in the Fund.

An actual benchmark index that changes
monthly with each inflow of capital is complex and

See footnote 5.

9 See footnote 6.

difficult to verify. Simplification of the calculation
of the benchmark indices will make the manage-
ment of the Fund more transparent. When imple-
menting each actual rebalancing, Norges Bank
will take account of transaction costs without the
inflow being built into the benchmark index. We
refer to the recommendation in our letter of 11
April 2011 for a more detailed discussion.

Norges Bank believes that today’s rules for par-
tial rebalancing through monthly changes in the
actual benchmark index should be revoked.

Summary

Norges Bank’s advice is that the rules for rebal-
ancing are adjusted with a view to establishing a
straightforward, predictable and verifiable rule for
changes in the benchmark index. Our recommen-
dations can be summed up as follows:

— The rules for rebalancing must aim at a better
trade-off between return and risk and ensure
that the strategic allocation is maintained over
time.

— The rules for rebalancing the benchmark
index should be made public and be part of the
ordinary mandate for the management of the
Fund.

— Rebalancing should take place at the end of any
calendar quarter in which the equity allocation
in the actual benchmark index deviates from
the strategic weights by more than 3 percent-
age points at the close of trading on any day
during that quarter.

— The rules for partial rebalancing, which link
monthly inflows into the Fund to changes in
the benchmark index, should be revoked.

These recommendations on rebalancing should
be seen in the light of the recommendations made
in our letter of 11 April 2011 and can be operation-
alised with effect from 1 July 2012.

Yours faithfully

Wystein Olsen Yngve Slyngstad
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Appendix 2

Emerging markets in a new strategic benchmark index for
the Government Pension Fund Global’s bond investments

Letter of 1 February 2012 from Norges Bank to the Ministry of Finance

In its letter of 29 November 2011, the Ministry
asks Norges Bank to advise on whether the strate-
gic benchmark index for the Government Pension
Fund Global’'s bond investments should be
expanded to include emerging market currencies
and, if so, which. Our advice builds on the assess-
ments presented in our letter of 3 November 2008
on emerging bond markets and high-yield corpo-
rate bonds in the benchmark index for the Fund,
our letter of 18 March 2011 on the investment
strategy for nominal bonds, and our letter of 25
January 2012 on a new benchmark index for bond
investments.

The objective for the management of the Fund
is to achieve the highest possible international
purchasing power with moderate risk. Risk is lim-
ited by diversifying investments. A benchmark
index for bond investments that includes more
currencies is in line with the strategic role that
nominal bonds should play in the Fund.

In Norges Bank’s letter of 18 March 2011 on the
investment strategy for nominal bonds, we stated
that the strategic benchmark index should serve as
a long-term yardstick for operational management
and reflect the asset class’s role in the management
of the Fund. To ensure the greatest possible open-
ness and transparency, the strategic benchmark
index must be based on leading, readily available
indices. Changes in the bond index’s currency
composition will have the greatest impact on risk in
the bond portfolio. Expansion could improve the
diversification of the bond index’s risk. A natural
starting point for this index is to weight markets
according to each country’s GDP.

Expansion of the benchmark index for bonds to include
new currencies

In Norges Bank’s letter of 3 November 2008, we
undertook a broad review of bonds issued in
emerging markets. We recommended at that time
that the benchmark index for bond investments
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should not be expanded to include emerging mar-
kets. This was because many of the new bond
markets would not have been sufficiently invest-
able for the Fund to provide a basis for a strategic
change.

The choice of a GDP-weighted index for gov-
ernment bonds as the basis for the benchmark
index for government bonds means that the effect
of expanding the index to include new currencies
will be considerably greater than we envisaged in
2008. The proportion of emerging markets in a
GDP-weighted index of government bonds is now
close to 10 percent. By way of comparison, the
proportion of emerging markets in a market-
weighted index of government bonds is around 4
percent. This is illustrated in Figure 2.1.

Enclosure 1 shows how the introduction of
new currencies into the benchmark index from
Barclays Capital, the index supplier, would have
impacted on return and risk over the past decade.
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It can be seen there that the inclusion of emerging
markets would have resulted in a somewhat
higher return and helped improve the trade-off
between return and risk when the analysis is per-
formed in a common currency such as Norwegian
kroner.

However, the Fund’s return is measured in
international currency. A better starting point is
therefore the return in local currency and in the
currency basket defined by the index. In Enclo-
sure 1, we show that introducing investments in
emerging markets would have resulted in a sub-
stantially higher return with reduced volatility
during this period. The improvement in the trade-
off between return and risk now appears to be
greater.

These calculations are based on leading and
readily available indices. A number of large
emerging markets do not meet the criteria for
inclusion in the most widely used indices, partly
because the regulatory system means that some
markets are not investable for many investors.
The Fund is currently invested in bond markets
such as Brazil, Turkey, India and Indonesia which
are not included in readily available and transpar-
ent bond indices.

In some cases, the Fund is in a different posi-
tion compared to the average investor. For exam-
ple, Norges Bank has been allocated a quota for
investment in India. Another example is bond
investments in Taiwan, which limits investments
by foreign investors in its government bonds to 30
percent of an investor’s overall investments in the
country. Taiwan is therefore not included in the
Barclays Capital benchmark index. The Fund, on
the other hand, has a substantial portfolio of equi-
ties in Taiwan, and so this restriction does not
limit the Fund’s options. As mentioned in our let-
ter of 18 March 2011, we have therefore chosen to
include the Taiwanese dollar in Norges Bank’s
operational benchmark portfolio.

Norges Bank recommends that the expansion of
the strategic benchmark index for bond investments
to include emerging market curvencies is based on
leading, readily available indices.

Choice of benchmark index with new currencies

The Ministry of Finance requests a separate
assessment of the possibility of including all of the
currencies currently included in the Barclays
Capital Global Aggregate (BCGA) index. The
instrument-specific criteria such as size, credit
quality and liquidity are the same for this index
and the Barclays Capital Global Treasury GDP

Weighted by Country index, as set out in the Min-
istry’s letters of 13 December 2011 and 30 January
2012 on a new benchmark index for the bond port-
folio. The new benchmark index for bond invest-
ments is to contain both a government segment
(government bonds, inflation-linked bonds and
bonds issued by international organisations) and a
private segment (corporate and covered bonds).

Besides the specific criteria for the selection of
bonds, the index supplier performs a separate
assessment of each individual currency. Emphasis
is given to any restrictions on capital movements
that limit investability. If a sovereign issuer no lon-
ger meets the criteria, government bonds in the
currency in question will be excluded, while
bonds issued by institutions and companies that
still meet the criteria will remain part of the index.

The BCGA index included currencies from ten
emerging markets at the end of 2011 (see Enclo-
sure 2). Expansion of the Fund’s benchmark
index for bond investments to include all the cur-
rencies included in the BCGA index will improve
diversification across issuers but will entail a cer-
tain weakening of the benchmark index’s credit
quality as currently rated by the large credit rat-
ing agencies. In a GDP-weighted portfolio of gov-
ernment bonds, the proportion of bonds with a
credit rating of A or below will, in the event of
such expansion, rise from 6.5 percent to 14.6 per-
cent, and 3 percent of government bonds will have
a credit rating of BBB (cf. Enclosure 2).

The introduction of a new benchmark index
with these currencies will entail a change to the
requirement set out in section 3-7 paragraph 2 of
the management mandate that the Bank is to
organise its management of the Fund with the aim
that high-yield bonds do not exceed 3 percent of
the market value of the bond portfolio.

The market for corporate bonds and covered
bonds issued by financial institutions is still rela-
tively undeveloped in many emerging markets.
Emerging markets account for less than 1 percent
of a market-weighted global index of bonds of
these types. Norges Bank does not recommend
including these new currencies in the strategic
benchmark index for these types of bonds.

Norges Bank recommends that the strategic ben-
chmark index for government bonds, inflation-lin-
ked bonds and bonds issued by international ovgani-
sations is expanded to include all currencies inclu-
ded from time to time in the Barclays Capital Glo-
bal Treasury GDP Weighted by Country index. Nor-
ges Bank does not recommend including these
curvencies in the strategic benchmark index for cor-
porate and covered bonds.
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Introduction of a new benchmark index with a broader
currency distribution

In our letter on a new benchmark index for bond
investments of 25 January 2012, we recommended
that the transition to a new benchmark index is
carried out using adjustment factors. The same
method can be used if the Ministry decides to
expand the benchmark index to include bonds
from emerging markets. The transition can be

made gradually over a period with changing fac-
tors starting from 30 June 2012.

Norges Bank recommends that a strategic ben-
chmark index for government bonds, inflation-lin-
ked bonds and bonds issued by international organi-
sations that includes emerging markets is phased in
gradually using adjustment factors.

Yours faithfully

Jystein Olsen Yngve Slyngstad
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Enclosure 1:

Return and risk characteristics

2011-2012

Table 2.1 Return characteristics of the Barclays Capital Global Treasury GDP Weighted by Country index

expressed in common currency (NOK)

Barclays Global Barclays Global Barclays Global
Treasury-GDP Treasury-GDP Treasury-GDP
Weighted by Weighted by Country = Weighted by Country
Country (developed markets*) (emerging markets**)
Average return
(geometric, annualised) 3.42 % 3.32% 4.28 %
Average return
(arithmetic, annualised) 4.20 % 4.14 % 5.39%
Standard deviation 9.48 % 9.79 % 9.60 %
Average return/standard deviation ratio 0.44 0.42 0.56
Max monthly return 10.67 % 11.38 % 9.20 %
Min monthly return -5.57 % -5.40 % -7.13 %
Skewness*** 0.77 0.86 0.23

* Developed markets: USD, CAD, EUR, GBP, DKK, SEK, CHF, JPY, AUD, NZD, SGD
** Emerging markets: CLP, MXN, CZK, HUF, ILS, PLN, ZAR, HKD, MYR, KRW, TWD, THB
*** Skewness is a statistical measure of asymmetry in the probability distribution

Sources: Barclays Capital and Norges Bank.

Table 2.2 Return characteristics of the Barclays Capital Global Treasury GDP Weighted by Country index

in international currency

Barclays Global Barclays Global Barclays Global
Treasury-GDP Treasury-GDP Treasury-GDP
Weighted by  Weighted by Country ~ Weighted by Country
Country (developed markets*) (emerging markets**)
Average return
(Geometric, annualised) 4.89 % 4.74 % 6.32 %
Average return
(arithmetic, annualised) 5.16 % 5.03 % 7.01%
Standard deviation 3.53% 3.63 % 3.13%
Average return/standard deviation ratio 1.46 1.39 2.24
Max monthly return 3.94% 3.97 % 4.36 %
Min monthly return -2.49 % -2.53 % -1.80 %
Skewness*** 0.10 0.05 0.49

* Developed markets: USD, CAD, EUR, GBP, DKK, SEK, CHF, JPY, AUD, NZD, SGD
** Emerging markets: CLP, MXN, CZK, HUF, ILS, PLN, ZAR, HKD, MYR, KRW, TWD, THB
*** Skewness is a statistical measure of asymmetry in the probability distribution

Sources: Barclays Capital and Norges Bank.
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Table 2.3 Return characteristics of the Barclays Capital Global Treasury GDP Weighted by Country index
in international currency adjusted for risk-free short-term interest rate

Barclays Global Barclays Global Barclays Global
Treasury-GDP Treasury-GDP Treasury-GDP
Weighted by  Weighted by Country  Weighted by Country
Country (developed markets*) (emerging markets**)
Average return
(geometric, annualised) 2.69 % 2.73 % 2.32%
Average return
(arithmetic, annualised) 2.93 % 2.99 % 2.35%
Stand deviation 3.55% 3.67% 3.13%
Sharpe ratio 0.82 0.82 0.75
Max monthly return 3.79 % 3.86 % 3.86 %
Min monthly return -2.61 % -2.65 % -2.22%
Skewness*** 0.15 0.11 0.33

* Developed markets: USD, CAD, EUR, GBP, DKK, SEK, CHF, JPY, AUD, NZD, SGD
** Emerging markets: CLP, MXN, CZK, HUF, ILS, PLN, ZAR, HKD, MYR, KRW, TWD, THB
*** Skewness is a statistical measure of asymmetry in the probability distribution

Sources: Barclays Capital and Norges Bank.

Tables 2.1 and 2.2 show a substantial improve-
ment in the trade-off between return and risk
when emerging markets are included. It is cus-
tomary to adjust for the «risk-free» alternative as
expressed by short-term interest rates. Emerging
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Figure 2.2 Historical return on the Barclays Capi-
tal Global Treasury GDP Weighted by Country
index in NOK

Sources: Barclays Capital and Norges Bank.

markets then produce a smaller improvement in
the index’s risk-adjusted return. The difference is
due to short-term interest rates.
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Figure 2.4 Return characteristics of the Barclays
Capital Global Treasury GDP Weighted by Country
index in international currency adjusted for risk-
free short-term interest rate

Sources: Barclays Capital and Norges Bank.
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Enclosure 2:
Table 2.4 Presentation of the Barclay’s Capital Global Treasury GDP Weighted by Country index
BNP  Global Treasury-GDP
Weights*  Weighted by Country Aaa Aa A Baa
Australia AUD 1.7 2.7 2.7
Canada CAD 2.9 3.5 3.5
Chile CLP 0.3 0.4 0.4
Czech Republic CZK 0.3 0.5 0.5
Denmark DKK 0.6 0.7 0.7
Eurozone EUR 24.7 284 17.8 4.7 5.3 0.6
Hong Kong HKD 0.4 0.5 0.5
Israel ILS 0.3 0.5 0.5
Japan JPY 9.9 124 12.4
South Korea KRW 2.1 2.2 2.2
Malaysia MYR 0.4 0.5 0.5
Mesxico MXN 1.9 24 24
New Zealand MZD 0.2 0.3 0.3
Poland PLN 0.8 1.1 1.1
United Kingdom GBP 5.2 5.5 5.5
South Africa ZAR 0.6 0.8 0.8
Singapore SGD 0.3 0.5 0.5
Sweden SEK 0.9 1.1 1.1
Switzerland CHF 0.9 1.2 1.2
Thailand THB 0.5 0.7 0.7
United States USD 29.6 34.0 34.0
84.5 100.0 67.0 18.5 11.6 3.0
China CNY** 7.1
Brazil BRL** 2.5
India INR** 2.2
Russia RUB** 2.1
Turkey TRY** 0.9
Indonesia IDR** 0.8
15.5
100.0
Share of global GDP 91.5

* Five-year average GDP (fixed 2005 prices) to 2011 (Source: US Department of Agriculture)
** CNY, BRL, INR, RUB, TRY og IDR inngér ikke i Barclays Global Treasury GDP Weighted by Country

Sources: Barclays Capital and Norges Bank.
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Appendix 3

Government Pension Fund Global
- strategic benchmark index for equity investments

Letter of 2 February 2012 from Norges Bank to the Ministry of Finance

In this letter, Norges Bank provides advice on
the strategic benchmark index and regional
weights for the Government Pension Fund
Global’s equity investments. The letter builds on
the assessments made in our letter of 6 July 2010
on the development of the investment strategy
for the Fund.

Our recommendation is that a leading and
readily available market-weighted index is used
as the strategic benchmark index for equity
investments. We also recommend that the strate-
gic regional distribution of equities moves in the
direction of market weights, which entails a
reduction in the allocation to Europe. We recom-
mend that this is carried out gradually. Finally,
we recommend that a separate allocation to
emerging markets is not introduced.

Starting point in a market-weighted strategic
benchmark index for equity investments

The strategic benchmark index for equity invest-
ments should reflect the role played by this asset
class in the Fund. It should be based on leading,
readily available indices to ensure the greatest
possible openness and transparency. A market-
weighted global benchmark index from one of
the leading index suppliers reflects investment
opportunities in the equity markets. It gives
equal percentage ownership of all companies
included in the index and can fulfil the role that
the strategic benchmark index should play as a
long-term yardstick for the operational manage-
ment of the Fund.

The use of market-weighted indices as a stra-
tegic benchmark index is a good basis for the
management of the Fund. The indices are based
on objective, mechanical rules for which stocks
are included, to what extent and at what time.
Criteria that are prioritised include companies’
size and the liquidity of their shares. The techni-
cal weaknesses of equity indices are more lim-

ited than those of fixed-income indices. The
Fund’s current benchmark index for equity
investments covers 98 percent of the market cap-
italisation of the markets included.

Investments in equities confer ownership of a
stake in the companies’ future value creation.
One issue is whether a market-weighted portfo-
lio best reflects global value creation. A GDP-
weighted index will assign higher weights to
countries with high levels of economic activity
but a relatively small investable equity market.
The challenge is that much of a country’s growth
and economic activity may take place at compa-
nies and institutions that are not quoted.

The index is, however, intended to represent
what is available to buy, not the underlying level
of economic activity. The index suppliers exclude
equities held by dominant shareholders or
national authorities, known as free-float adjust-
ment. Markets where a large percentage of
shares are held not by institutional or private
investors but by strategic owners will have lower
weights in a market-weighted index than the full
market value of the companies in that country
would dictate. Free-float adjustment of the
Fund’s present benchmark index for equity
investments currently serves to reduce the mar-
ket value of the index by around 20 percent. Dif-
ferences in ownership structure between mar-
kets also mean that a market-weighted bench-
mark index will have an approximately 5 percent-
age point lower content of Asian shares and a
correspondingly higher content of American
shares than the full market value of companies in
these regions would dictate.

Empirical analysis shows that portfolios con-
structed on the basis of different weighting crite-
ria to a market-weighted portfolio can offer a bet-
ter trade-off between risk and return. The most
obvious alternative weighting criteria are macro-
economic criteria such as GDP in different coun-
tries or regions, or company fundamentals such
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as revenue or number of employees. A third
approach is to use time series for companies’
returns to construct an index with a different
risk/return profile. In a separate notel2, Norges
Bank Investment Management (NBIM) dis-
cusses a number of alternative weighting
regimes.

Our conclusion is that these alternative
weighting criteria should not be laid down in a
strategic benchmark index for equity investments,
as they are complex to calculate, require relatively
frequent adjustments, and will often not be fully
investable for a fund such as the Government Pen-
sion Fund Global. NBIM can develop an opera-
tional benchmark portfolio that takes account of
these considerations.

Norges Bank recommends that the starting
point in a market-weighted benchmark index is
retained.

Exposure to sources of systematic risk

In Report No. 10 (2009-2010) to the Storting, the
Ministry of Finance wrote that systematic risk
should be given greater attention in the manage-
ment of the Fund. Norges Bank’s letter of 6 July
2010 was based on the fact that the Fund is par-
ticularly well-suited to bearing certain types of
systematic risk and should probably therefore
have a different exposure to these sources of sys-
tematic risk than a market-weighted average.
The combination of a long time horizon, no
short-term liquidity requirements and a patient
owner means that the Fund may be particularly
well-suited to taking on certain types of risk. This
will, above all, be the case in periods of great
uncertainty about future returns. In a separate
note®, NBIM discusses various methods for har-
vesting factor risk premia.

1 Notes on investment strategy published by NBIM as “Dis-

cussion notes” on www.nbim.no.
“Alternatives to a Market Value Weighted Index”.

3 “Capturing Systematic Risk Premia”.

Table 3.1 Different weighting regimes

A global market-weighted benchmark index
will not necessarily offer the best possible trade-
off between risk and return for a fund such as
the Government Pension Fund Global. The
investment strategy should therefore be
designed in such a way that the Fund can har-
vest risk premia dynamically, and the portfolio
can be constructed in ways that build on its natu-
ral advantages.

Norges Bank believes that the strategic bench-
mark index should not be adjusted to take account
of systematic risk premia for equity investments.

Principles for determining the benchmark index and
regional distribution

The Fund’s strategic benchmark index for equity
investments currently consists of three regional
indices assigned fixed weights. Within each of
these three regions, the strategic benchmark
index is market-weighted. The Fund’s regional
weights, with a high allocation to Europe, have
been motivated by the aim of reflecting Norway’s
future import pattern. Given certain assump-
tions, an approach of this kind could help reduce
the risk at the time the Fund’s capital is to be
consumed. In our letter of 6 July 2010, we noted
that the relationship between the regional
weights and the objective for the management of
the Fund is unclear.

The objective of the greatest possible long-
term international purchasing power is best
served by broad ownership of the production of
goods and services. The Fund’s geographical dis-
tribution should depart from market weights only
if such a composition of the Fund helps reduce
risk or increase expected returns. In the current
benchmark index, Europe has a weight of 50 per-
cent, the Americas 35 percent and Asia 15 per-
cent. By way of comparison, Europe accounted for
27 percent of the market value of the FTSE index
at the end of 2011, the Americas 52 percent and
Asia 22 percent (see Table 3.1). This means that
the Fund has substantially higher ownership of

GDP-weights Fund’s strategic

GDP-weights (PPP) Market weights Import weights regional weights

Americas 36 % 33 % 52 % 11% 35%
Asia/Pacific 31% 38 % 21% 14 % 15%
Europe 33 % 28 % 27 % 75 % 50 %

Sources: FTSE, IMF and Statistics Norway.
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Figure 3.1 The Fund’s ownership of different
equity markets

Source: Norges Bank.

European companies than of companies in the
Americas and Asia (see Figure 3.1).

Norges Bank attaches importance to being a
predictable and long-term investor which shares
a mutual interest with the companies and coun-
tries in which we invest in creating long-term
value. Our rights as an investor must be
respected, regulatory conditions must be rela-
tively stable, and we must be reasonably sure
that our investments are safe. We will always be a
minority shareholder dependent on good corpo-
rate governance, limited discrimination and the
protection of our rights in law and legal systems.
It is possible that the Fund should assign a larger
weight to Europe than other regions if these con-
siderations are prioritised.

Financial protectionism is a risk in today’s
global capital markets. This includes the regula-
tion of capital flows and the taxation of capital. In
addition, there will always be a risk that the
Fund’s capital could at some point be expropri-
ated or frozen for a long period. It may be natural
to view Europe as an extended domestic market
for the Fund with lower risks of this kind than in
other regions. This should not, however, prevent
the start of a process of adjusting to and moving
in the direction of global market weights.

Norges Bank recommends that the strategic
regional distribution of the Fund’s equity invest-
ments moves in the direction of global market
weights. The transition to a new benchmark index
should take place over a long period and in stages.

Emerging markets

The benchmark index has been expanded in sev-
eral stages since the Fund’s inception through
the inclusion of small- and mid-cap stocks and
additional countries. In a separate note?, NBIM
looks more closely at the relationship between a
country’s economic growth and stock market
returns. The analysis shows that high levels of
growth in a country do not in themselves provide
grounds for an unequivocal assumption of higher
stock market returns. The relationship between
economic growth and corporate earnings in a
country is weak. It is only growth in excess of
expectations as reflected in equity prices that can
provide a basis for higher future risk-adjusted
returns.

In another note5, NBIM considers which
underlying factors might result in higher risk
and so higher expected returns in emerging mar-
kets. Factors such as stability in the governance
structure, regulation of financial markets, legal
system and legislative quality, extent of corrup-
tion and, ultimately, danger of expropriation con-
tain elements of risk that need to be considered.
In some cases, foreign investors and the inter-
ests of minority shareholders enjoy only limited
protection. Foreign investors in some markets
are subject to special rules and restrictions, and
some countries do not fully allow the free move-
ment of capital in their currency. It is not certain
that the Fund will have a natural advantage over
other funds in harvesting risks of this type.

When it comes to whether the Fund should
have a higher strategic allocation than market
weights to what FTSE classifies as emerging
markets, we currently believe that market
weights offer the best approximation of develop-
ment trends and risk in these markets.

Norges Bank recommends that a separate allo-
cation to emerging markets over and above market
weights should not be introduced.

Norges Bank’s recommendations

Our recommendations for the strategic bench-

mark index and regional weights for equity

investments can be summed up as follows:

— The strategic benchmark index should be a
long-term, objective yardstick for the opera-
tional management of the Fund and must be

4 “Economic Growth and Equity Returns”.
5 “Risks and Rewards in Emerging Equity Markets”.
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based on a leading, readily available market-
weighted index.

The strategic regional composition of equity
investments should gradually move in the
direction of market weights, which means a
lower weight of European stocks than at pres-
ent.

— A separate allocation to emerging markets
over and above market weights should not be
introduced.

Yours faithfully

Jystein Olsen Yngve Slyngstad
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Appendix 4

Glossary of terms

Active management

Active management involves the asset manager
composing, on the basis of own analyses and
assessments, a portfolio that deviates from the
benchmark established by the owner of the
assets. The purpose of such deviations is to
achieve an excess return relative to the return on
the benchmark. The Ministry of Finance has
defined qualitative and quantitative limits for the
GPFG and the GPFN, which regulate the devia-
tions from the benchmark. See Differential return,
Index management, Benchmark and Tracking
error.

Actual benchmark

The composition of the actual benchmark is based
on the strategic benchmark. See Strategic bench-
mark and Rebalancing.

The mandates permit Folketrygdfondet and
Norges Bank to manage the assets with some
deviations from the actual benchmark (active
management). The actual benchmark forms the
basis for managing risk in the context of the active
management activities, and serves as the bench-
mark against which the asset manager's perfor-
mance is measured. See Active management and
Actual portfolio.

Actual portfolio

The term actual portfolio designates investments
included in the Fund. The actual portfolio will nor-
mally deviate from the benchmark. See Active
management and Benchmark.

Arithmetic return

Average arithmetic return is the mean value of all
the numbers in a time series. It is calculated by
adding up the return achieved in different time
periods and dividing the sum by the number of
periods. If the return in year 1 is 100 percent and
the return in year 2 is -50, average arithmetic

return equals 25 percent (= (100 + (-50)) /2). See
Geometric return.

Asset allocation

Asset allocation means the allocation of the assets
under management across different asset classes.
We distinguish between strategic asset allocation
and tactical asset allocation. Strategic asset alloca-
tion expresses the owner’s underlying risk prefer-
ences and return expectations and is expressed
through the benchmark as far as the Government
Pension Fund is concerned. Within the limits of
the investment mandate, the asset managers may
engage in tactical asset allocation. This entails
actively choosing to deviate from the strategic
asset allocation on the basis of assessments as to
whether one asset class is over- or underpriced
relative to another. See Asset classes.

Asset classes

The benchmark for the GPFG encompasses three
asset classes: equities, bonds and real estate. The
GPFN includes two asset classes: equities and
bonds. See Bond.

Bond

A bond is a transferable loan with a maturity of
more than one year. Bonds are redeemed by the
issuer (lender) upon maturity, and the issuer pays
interest (so-called coupon) to the bondholders
over the period from issuance until maturity. Most
bonds are based on a fixed nominal interest rate,
i.e. the coupon is a specific predetermined
amount, but bonds are available with different fea-
tures, hereunder with floating interest rate, zero
coupon or with a redemption structure.

Capital Asset Pricing Model

The Capital Asset Pricing Model is an equilibrium
model for the pricing of securities (or a portfolio
of securities) with an uncertain future return. The
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model features a linear relationship between the
expected return, in excess of a risk-free rate of
interest, and the sensitivity of the security (or the
portfolios) to the return of the market portfolio
exposed to risk.

Correlation

Correlation refers to the degree and direction of
the linear interdependence between two variables.
Perfectly positive correlation means that the vari-
ables always move perfectly in tandem. Zero cor-
relation means that there is no linear interdepen-
dence. Perfect negative correlation means that
the variables always move in exact opposition to
each other. The risk associated with a portfolio
can be reduced by diversifying the investments
across several assets, unless there is perfect posi-
tive correlation between the returns on the vari-
ous investments. See Diversification.

Counterparty risk

Counterparty risk is the risk of loss as the result
of a contracting party failing to fulfil its legal obli-
gations. Counterparty risk arises, inter alia, upon
the conclusion of non-listed derivatives contracts
and in connection with the settlement of securities
trades. See Credit risk.

Covariance

See Correlation.

Credit risk

Credit risk is the risk of loss as the result of an
issuer of a security, or a counterparty to a securi-
ties transaction, failing to fulfil its legal obliga-
tions, for example as the result of bankruptcy.
Credit risk, counterparty risk and market risk are
partially overlapping concepts.

Currency basket

The GPFG is exclusively invested in foreign secu-
rities, and thus only in securities that are traded in
currencies other than Norwegian kroner. Hence,
the return on the GPFG measured in Norwegian
kroner, will not only vary with market develop-
ments in the global financial markets, it will also
vary with changes in the exchange rates between
Norwegian kroner and the currencies in which
the Fund is invested. However, the international

purchasing power of the Fund is unaffected by
developments in the Norwegian krone exchange
rate. In order to measure the return indepen-
dently of developments in the Norwegian krone
exchange rate, the return on the Fund is also mea-
sured in foreign currency. This is done on the
basis of the currency basket for the Fund, which
weights together the currencies that are included
in the benchmark. If, for example, equities
denominated in US dollars represent 35 percent of
the benchmark for equities, then dollar will make
up 35 percent of the currency basket.

Differential return

Differential return is the difference in return
between the actual portfolio and the benchmark.
A positive differential return is referred to as posi-
tive excess return, whilst negative differential
return is referred to as negative excess return.
See Actual portfolio and Benchmark.

Diversification

The risk associated with a portfolio may normally
be reduced by including more assets in the portfo-
lio. This is referred to as diversification, or the
spreading of risk. It is against this background
that the benchmark of the Government Pension
Fund is spread across different asset classes and a
broad range of countries, sectors and companies.
See Benchmark.

Duration

Duration is a measure as to how long time it takes,
on average, for the cash flows (coupons and prin-
cipal) from a bond to become payable. The value
of a bond is sensitive to interest rate changes, and
the sensitivity increases with the duration. See
Bond.

Emerging markets

The term emerging markets designates the finan-
cial markets in countries that are not yet consid-
ered developed economies. There is no unambig-
uous set of criteria that defines whether a market
is emerging. The Ministry uses the classifications
of the index provider FTSE. FTSE's classification
of emerging markets is based on, inter alia, gross
national product per capita and the characteristics
of the market, such as size, liquidity and regula-
tion.



136 Meld. St. 17 (2011-2012) Report to the Storting (white paper)

2011-2012

The Management of the Government Pension Fund in 2011

Exchange rate risk

Investments may feature a different distribution
across countries and currencies than the goods
and services they are intended to finance.
Changes in international exchange rates will
therefore influence the amount of goods and ser-
vices that can be purchased. This is referred to as
(real) exchange rate risk. International purchas-
ing power parity plays a key role when it comes to
measuring such exchange rate risk. See
International purchasing power parity.

Expected return

Expected return is a statistical measure of the
mean value in a set of all the possible outcomes
and is equal to the average return on an invest-
ment over a period of time if it is repeated many
times. If an investment alternative has a 50 per-
cent probability of a 20 percent appreciation, a 25
percent probability of a 10 percent appreciation
and a 25 percent probability of a 20 percent depre-
ciation, the expected return is 10 percent: (20 x
0.5) + (10x 0.25) + (20 x 0.25) = 10. See Return.

Externality

Externalities are production or consumption costs
or benefits that do not accrue to the decision
maker. An example may be costs relating to
greenhouse gas emissions (negative externality)
or education (positive externality). Externalities
lead to market failure, and a different use of
resources than the economically optimal solution.
Government-based solutions to externality prob-
lems include, inter alia, direct and indirect taxes,
quotas and subsidies.

Financial investor

The term financial investor designates an investor
with a primarily financial objective for its securi-
ties investments. A financial investor will often
prefer to be a small owner in many companies,
rather than a large owner in a few companies, in
order to spread risk. See Strategic owner.

Fundamental analysis

Fundamental analysis primarily aims to analyse
the factors that influence the cash flow of an asset.
A key feature of a fundamental analysis of individ-
ual stocks will be assessments relating to the
income, costs and investments of the company.

Fundamental analysis is used for, inter alia, the
valuation of companies. Active management strat-
egies in the stock market will often involve the
investor purchasing equities that are deemed to
have a low valuation in the stock market relative
to the fundamental value of the company. The
investor therefore expects the fundamental value
of the company over time to be reflected in its
stock price. See Active management.

Geometric return

Geometric return (or time-weighted return) indi-
cates the average growth rate of an investment.
The geometric return is always lower than the
arithmetic return for the same period (see the
example under arithmetic return). This is because
of the compound interest effect. If a year of weak
return, for example -10 percent, is followed by a
year of 10 percent return, the amount invested will
not have been recouped. The more pronounced
the variation in the annual return, the greater the
difference between the arithmetic and the geo-
metric return. In quarterly and annual reports,
return over time is most commonly reported as
geometric average. See Arithmetic return.

Index

An index encompasses a set of securities defined
on the basis of the selection criteria and weighting
methods adopted by the index provider. Securities
indices are provided by securities exchanges, con-
sultancy firms, newspapers and investment banks.
They may, for example, be based on countries,
regions, market weights or sectors. When an index
is used as a return measure in respect of a specific
securities portfolio, it is referred to as a bench-
mark. See Index management and Benchmark.

Index management

Index management (passive management) means
that the management of the assets is organised to
ensure that the return on the actual portfolio
reflects the return on the benchmark to the maxi-
mum possible extent. If the composition of the
actual portfolio is identical to the composition of
the benchmark, the return on the actual portfolio
will be equal to the return on the benchmark,
before the deduction of management costs. If the
benchmark includes most of the securities traded
on the market, index management will achieve a
return that reflects the return on the market as a
whole. See Index and Benchmark.
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Inflation

Inflation is an increase in the general price level in
the economy.

Inflation risk

Inflation risk is the risk of a loss of purchasing
power as the result of unexpected high inflation.

Institutional investor

Institutional investors are organisations set up for
the purpose of engaging in investment activities,
typically on behalf of clients. Institutional inves-
tors will typically manage large portfolios, divided
into several asset classes and geographical mar-
kets. Examples of institutional investors are pen-
sion funds, insurance companies, money market
funds and sovereign wealth funds. Banks and
hedge funds may also be classified as institutional
investors.

International purchasing power parity

According to the theory of international purchas-
ing power parity a broad range of goods should
cost the same when converted into a common cur-
rency, irrespective of which country the goods are
manufactured in and which currency the goods
are originally priced in. There has over time
evolved a consensus among many researchers to
the effect that international purchasing power par-
ity applies in the longer run. Purchasing power
plays a key role in the measurement of foreign
exchange risk. If the cost of goods is the same
irrespective of location, it does not matter from
where one purchases such goods. Consequently
there is no foreign exchange risk. See Exchange
rate risk.

Liquidity premium

Liquidity premium is an expected compensation
for illiquidity as a special characteristic of an asset,
such as transfer costs and transfer obstacles asso-
ciated with such asset, as well as premium in
respect of the tendency for illiquid assets to
underperform in times of downturn, such as finan-
cial crises and contracting stock markets. One will
commonly expect higher liquidity premiums out-
side listed markets, for example within real estate,
infrastructure and unlisted equities. In practice,
liquidity premiums are difficult to define precisely
and difficult to measure. See Risk premium.

Market efficiency

In simplified terms, the efficient market hypothe-
sis implies that the price of security, such as a
share or bond, at all times reflects all the available
information on the fundamental value of the asset.
If this hypothesis is correct, it will be impossible
for a manager to consistently «beat the market».
Active management would thus play only a minor
role in terms of adding value. See Active manage-
ment and Fundamental analysis.

Market risk

Market risk is the risk that the value of a securi-
ties portfolio will change as the result of fluctua-
tions in the market prices of equities, currencies,
commodities and credit. It is normally assumed
that an investor must accept higher market risk in
order to achieve a higher expected return. See
Expected return.

Market weights

A portfolio or index is market weighted when
investments in each individual asset are included
with a weight corresponding to such asset's pro-
portion of the overall value of the market.

Negative excess return

See Differential return.

Nominal return

Achieved return measured in nominal prices, i.e.
without inflation adjustment. See Inflation and
Real return.

Operational risk

Operational risk may be defined as the risk of eco-
nomic losses or loss of reputation as the result of
deficiencies in internal processes, human error,
systems error or other losses caused by external
circumstances that are not a consequence of the
market risk associated with the portfolio. There is
no expected return linked to operational risk.
However, in managing operational risk, one must
balance the need to keep the probability of such
losses low against the costs incurred as a result of
increased control, monitoring, etc.
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Passive management

See Index management.

Positive excess return

See Differential return.

Principal-agent problem

Principal-agent problems refer to situations in
which there is not a complete alignment of inter-
ests between the person issuing an assignment
(the principal) and the person charged with per-
forming such assignment (the agent). In situa-
tions of asymmetric information, e.g. where the
efforts of the agent cannot be fully observed by
the principal, the agent may conduct himself in
ways, and make decisions, that are not in the best
interest of the principal. Principal-agent problems
are well known from political and economic litera-
ture and theory. In the asset markets, principal-
agent problems may, generally speaking, arise
both between the asset owner and the asset man-
ager and between the asset manager and the
senior executives of the companies in which
investments are made.

Probability distribution

A probability distribution is a model describing
the relative frequency of various values that an
uncertain (stochastic) variable may assume. The
best known probability distribution is the normal
distribution, which is symmetric around the mean
value (the expected value). Distributions that are
not symmetric are often referred to as skewed.
Distributions in which extreme outcomes (large
or small) carry a higher probability than under
the normal distribution are referred to as distribu-
tions with «fat» or «heavy» tails.

Real return

Real return is the achieved nominal return
adjusted for inflation. It may also be referred to as
the return measured in constant prices or in
terms of purchasing power. See Inflation and
Nominal return.

Rebalancing

The Ministry has adopted a strategic benchmark
for the Fund with a fixed allocation across asset
classes and regions. Since returns develop differ-

ently in respect of each asset class and each
region, the portfolio will over time move away
from the strategic allocation. The Fund therefore
has in place rules on the rebalancing of the portfo-
lio. The rules imply that the Fund has an actual
benchmark that is permitted to deviate from the
strategic allocation. In the case of deviations
exceeding preset limits, the necessary assets are
purchased and sold to bring the actual benchmark
into conformity with the strategic benchmark. See
Actual benchmark and Strategic benchmark.

Relative return

See Differential return.

Return

Historical return is calculated as the change in the
market value of the Fund from one specific date to
another, and is often referred to as absolute
return. See Arithmetic return and Geometric
return, Differential veturn and Expected return.

Risk

Risk is a measure that provides some indication as
to the probability of an event occurring and the
consequences thereof (for example in the form of
losses or gains). There are various aspects to risk.
One important aspect is the distinction between
risks that can be quantified and risks that are diffi-
cult to quantify. An example of the former is the
market risk associated with investments in the
securities market. An example of the latter is the
operational risk inherent in a portfolio. Standard
deviation is one way of quantifying risk. See
Market risk, Operational risk, Credit risk, Systema-
tic visk and Standard deviation.

Risk factors

Risk factors are factors that may influence the
return on investments. Such a risk factor is
referred to as systematic risk if it cannot be elimi-
nated through diversification. Developments in
interest rates, inflation and business cycles are
risk factors that are difficult to eliminate through
diversification, and that represent systematic risk
factors. A systematic relationship between the
return on certain securities and their sensitivity to
a systematic risk factor is an indication that the
risk factor is priced in the market. This implies
that investors require an expected return in
excess of the risk-free rate of interest; a so-called
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risk premium, to accept exposure to the system-
atic risk factor. Known risk premiums in the stock
market are the equity premium and the liquidity
premium. The equity premium relates to the
uncertainty as to future economic growth, whilst
the liquidity premium relates to the uncertainty as
to future transaction costs. A systematic relation-
ship between the return on equities and their size
and valuations has also been identified, but it is
unclear what types of underlying risks these fac-
tors reflect. Important risk factors and premiums
in the bond market include term, credit and liquid-
ity risk. See Diversification.

Risk premium
See Risk factors.

Standard deviation

Standard deviation is a statistical measure of the
risk associated with a portfolio. It indicates how
much the value of a variable (here the portfolio
return) can be expected to fluctuate. The standard
deviation of a constant value will be 0. The higher
the standard deviation, the larger the fluctuations
(volatility) or risk relative to the average return.
Linking the standard deviation to a probability dis-
tribution sheds light on the probability of a portfo-
lio decreasing in value by more than x percent or
increasing in value by more than y percent during
a given period.

If normally distributed, the probability of
returns deviating from the average return by less
than one standard deviation is 68 percent. In 95
percent of the cases, the return will deviate by
less than two standard deviations. Nevertheless,
empirical studies of returns in the securities mar-
kets indicate that very low and very high returns
occur more frequently than would be expected if
the rates of return were normally distributed. This
phenomenon is called «fat tails». See Probability
distribution and Risk.

Strategic benchmark

The basic investment strategy of the Ministry in
respect of the Government Pension Fund is
expressed through a strategic benchmark for
each of the GPFN and the GPFG. These specify a
strategic asset allocation, which signifies a certain
allocation of the assets of the Fund across differ-
ent assets and geographical regions. See Asset
allocation.

The benchmark for the GPFG encompasses
several thousand individual companies and bonds,
which are determined by the criteria adopted by
the index providers for the inclusion of securities
in the benchmark index. The Ministry has chosen
FTSE as the provider of the benchmark index for
equities, which comprises equities included in the
FTSE «Global Equity Index Series All Cap». The
index is made up of a given number of country
indices with weights based on market values. Fur-
thermore, the Ministry has chosen Barclays Capi-
tal as provider of the benchmark index for bonds,
which comprises bonds that are included in the
indices Barclays Global Aggregate and Barclays
Global Real. The index is made up of a certain
number of sub-indices based on currencies and
sectors with weights reflecting the nominal
amounts outstanding. See Actual benchmark.

Strategic investor

The term strategic investor applies to an investor
that, unlike a financial investor, actively seeks to
exploit ownership for purposes beyond the purely
financial, for example to effect a certain change in
behaviour. For a strategic investor it is important
to achieve influence over the company, typically
through a large ownership stake and a seat on the
board of such company. See Financial investor.

Systematic risk

Systematic risk is the part of the risk that relates
to developments in a broadly composed and well-
diversified portfolio.

See Risk factors.

Tracking error

The owner of the assets will normally define limits
as to how much risk the asset manager may take.
A common method is to define a benchmark,
together with limits as to how much the actual
portfolio may deviate from the benchmark. The
Ministry of Finance has defined limits, applicable
to Norges Bank and Folketrygdfondet, in the
form of a target for the expected tracking error,
which is the expected standard deviation of the
difference in returns between the actual portfolio
and the benchmark. The limit applicable to
Norges Bank is a 1 percentage point expected
tracking error, whilst the limit applicable to Folk-
etrygdfondet is 3 percentage points. Over time,
and under certain statistical assumptions, this
means that if the entire limit is utilised, the actual



140 Meld. St. 17 (2011-2012) Report to the Storting (white paper) 2011-2012

The Management of the Government Pension Fund in 2011

return will in two out of three years deviate from
the return on the benchmark for the GPFG by
less than 1 percentage point, and deviate from the
return on the benchmark for the GPFN by less
than 3 percentage points. See Active management,
Actual portfolio and Benchmark.

Unlisted investments

Unlisted investments are investments in assets
that are not listed on regulated market places.

Volatility

Variation in return. Measured as standard devia-
tion. See Standard deviation.
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Appendix 5

Historical tables

Table 5.1 Rates of return on the GPFG in 2011, last 3, 5 and 10 years, as well as the period 1998 — 2011, as
measured in Norwegian kroner. Annual geometric average. Percent

Last year Last 3 years Last 5years  Last 10 years 1998-2011
GPFG incl. real estate
Actual portfolio -1.39 5.22 0.88 2.46 4.09
Norwegian inflation 1.24 1.94 2.07 1.84 2.08
Management costs 0.08 0.11 0.10 0.10 0.10
Rate of return net of costs
and inflation -2.68 3.11 -1.27 0.51 1.88
GPFG excl. real estate
Actual portfolio -1.39 5.21 0.88 2.46 4.09
Benchmark -1.26 3.76 0.95 2.25 3.82
Excess return -0.13 1.45 -0.07 0.21 0.28
Equity portfolio
Actual portfolio -7.77 6.38 -3.07 1.15 2.90
Benchmark -7.28 5.85 -3.20 0.79 242
Excess return -0.49 0.54 0.13 0.36 0.48
Fixed income portfolio
Actual portfolio 8.30 2.85 4.56 3.53 4.89
Benchmark 7.77 -0.10 4.34 3.23 4.64
Excess return 0.53 2.95 0.22 0.30 0.24

Sources: Norges Bank and Ministry of Finance.
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Table 5.2 Annual inflation and rate of return on GPFG, as measured in various currencies. Annual geome-

tric average. Percent

Currency

Year basket of the Fund NOK USD EUR GBP

Rate of Rate of Rate of Rate of Rate of

return Inflation return Inflation return Inflation return Inflation return Inflation
1997 9.07 1.75  10.83 2.62 -4.01 229 1187 1.54 -0.16 1.82
1998 9.26 092 19.75 225 15.87 1.56 7.63 116 14.59 1.56
1999 12.44 1.28 13.84 2.30 7.92 221 2642 1.04 1141 1.32
2000 2.49 2.02 6.53 3.13 -2.91 3.36 3.66 2.16 4.75 0.87
2001 -2.47 1.17 -5.34 3.03 -6.93 2.85 -1.86 2.34 -4.47 1.18
2002 -4.74 191  -19.09 1.29 4.76 1.58 -11.12 2.29 -5.3 1.27
2003 12.59 1.57  19.96 245 2492 2.28 3.92 202 1234 1.36
2004 8.94 2.37 3.93 044 14.16 2.66 5.94 2.19 6.45 1.34
2005 11.09 233 14.28 1.59 2.22 339  17.80 215 1432 2.04
2006 7.92 2.13 5.89 226 15.16 3.23 3.01 2.20 1.01 2.30
2007 4.26 3.12 -3.9 0.76  10.20 2.83 -0.61 2.15 8.35 2.35
2008 -23.31 1.42 -6.66 3.79 -27.62 3.86 -23.87 3.26 0.21 3.63
2009 25.62 1.82 7.88 211 30.77 0.37  26.69 0.28 16.42 212
2010 9.62 1.98 9.49 247 8.82 1.68 16.38 1.57 1224 3.34
2011 -2.54 2.77 -1.39 1.24 -3.96 3.12 -0.75 2.73 -3.25 4.45
1998-2011 4.48 1.91 4.09 2.08 5.68 2.27 4.37 1.83 6.11 1.94
1997-2011 4.78 1.90 4.53 2.11 5.00 243 4.85 1.94 5.68 2.06

Sources: Norges Bank and Ministry of Finance.
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Development of the GPFG investment strategy
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Figure 6.1 Milestones in the development of the GPFG investment strategy

Source: Ministry of Finance.
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