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Unofficial translation from Norwegian. For information only.

1 Executive summary

Under the Government Pension Fund Act, the Ministry of
Finance has been given formal responsibility for the
management of the Fund, which comprises the
Government Pension Fund Global (GPFG) and the
Government Pension Fund Norway (GPFN). Operational
management of the GPFG and the GPFN 1is carried out by
Norges Bank and Folketrygdfondet, respectively, within
mandates stipulated by the Ministry of Finance.

The investment strategy and framework are defined by
the Ministry of Finance, with key choices having been
endorsed by the Storting. Norges Bank and
Folketrygdfondet make investment decisions and exercise
ownership rights independently of the Ministry. A clear
division of roles highlights responsibilities. The
governance structure must ensure that key decisions
affecting risk and return, as well as decisions regarding the
responsible investment framework, are endorsed by the
Fund’s owners, represented by the Government and the
Storting. At the same time, there must be sufficient
delegation of authority to ensure that operational
management decisions are made close to the markets in
which the Fund is invested.

The Government Pension Fund belongs to the people of
Norway. The purpose of the savings is to support the
funding of pension expenditures under the National
Insurance Scheme, and to further long-term considerations
in the spending of government petroleum revenues. The
investment objective is to achieve the highest possible
return, given an acceptable level of risk. A clear financial
objective, together with sound long-term management,
serves to ensure that the Fund may contribute to the
financing of welfare for both current and future
generations. Within the overarching financial objective,
the Fund shall be managed responsibly. Responsible
investment forms an integral part of the management of
the Government Pension Fund. Satisfactory long-term
return 1s considered to depend on sustainable
development. In this white paper, the responsible
management of the Fund is discussed, including the GPFG
tax and transparency efforts and the Ministry’s
conclusions on the Ethics Committee recommendations.

The GPFG forms an integral part of the fiscal budget and
the fiscal policy framework. The government net cash
flows from the Norwegian petroleum sector are in their
entirety transferred to the Fund, whilst withdrawals to
fund the non-oil fiscal budget deficit are determined by

resolutions of the Storting. Over time, the Fund has
become an ever more important source of funding for
public expenditure. The fiscal policy guidelines require
petroleum revenue spending to over time correspond to the
expected real rate of return on the GPFG, estimated to 3
percent. The guidelines further stipulate that petroleum
revenue spending in any given year shall be adapted to the
economic situation.

The coronavirus pandemic has caused historically deep
setbacks in the Norwegian and the global economy.
Comprehensive fiscal policy measures have been adopted
to limit the negative impact. Whilst the economic policy
responses in other countries are predominantly funded by
government borrowing, Norway has temporarily increased
its petroleum revenue spending in line with the fiscal
policy guidelines. In 2020, net transfers of NOK 298 billion
were made from the Fund in order to cover the non-oil
fiscal deficit, compared to net transfers of NOK 18 billion
deposited into the Fund in 2019.1 Large net transfers from
the Fund are also planned for 2021 in order to reduce the
negative impact of the coronavirus pandemic.

However, economic support measures funded by net
transfers from the Fund are not without costs. Persistently
large budget deficits cannot be run without detriment to the
sustainability of government finances in the long run. The
Government’s roadmap out of the crisis involves offering
compensation when necessary, but scaling back the
economic support in order to provide activity incentives as
soon as the situation permits. The increased petroleum
revenue spending during the crisis shall be reversed when
the economic situation is normalised, and is not to
contribute to a permanent increase in public expenditure.
This will ensure scope for active fiscal policy in response
also to future setbacks in the Norwegian economy

The capital actually transferred between government accounts and the GPFG is
based on estimates of non-oil deficits and net cash flows from petroleum activities.
Final figures may deviate from the estimates, and the difference is transferred to or
from the GPFG in the following year. This implies that actual transfers in the

following year may deviate somewhat from financial accounts .
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Large increases in the Fund value over the last two
decades has offered scope for a significant increase in
petroleum and fund revenue spending over the fiscal
budget. Lower petroleum revenues will eventually reduce
fund capital growth and thereby restrict the budgetary
room for manoeuvre, cf. the white paper on Long-term
Perspectives on the Norwegian Economy 2021.2 Historically,
large net petroleum revenue transfers to the Fund have
increased the Fund value, even during periods of stock
market decline. In the coming years, periods without
growth in the nominal value of the Fund must be expected.
Without the prospect of major net transfers to the Fund,
developments in Fund value will increasingly be
determined by the global financial markets. As welfare
spending increasingly has been funded by the return on the
fund capital, public finances have become increasingly
more vulnerable to fluctuations in the international
financial markets. The current, low interest rate level may,
when considered in isolation, indicate low expected return
on the Fund’s fixed-income investments. Future equity
returns are also uncertain, and the long-term effects of the
coronavirus pandemic implies there is more uncertainty
attached to future returns than usual. Increased
vulnerability and reduced Fund growth prospects suggest
that caution should be exercised in the continued phase-in
of Fund revenues into the Norwegian economy.

Experience suggests we must be prepared for
considerable financial market fluctuations. The
Government Pension Fund is generally well placed to
absorb such fluctuations. Transparency and broad
endorsement of key investment strategy aspects provide
understanding of the risk assumed in the investment
management. The annual white papers on the Government
Pension Fund contribute to such endorsement. This
establishes a foundation for remaining committed to the
chosen strategy, also during periods of considerable
financial market turbulence.

Investment strategy

The investment strategies for the GPFG and the GPFN
have been developed over time, based on thorough
assessments, professional recommendations and practical
experience. Key choices have been endorsed by the
Storting. The strategy is defined in the Fund mandates and
reflected in, inter alia, the composition of the benchmark
indices established by the Ministry of Finance. The
strategic benchmark index defines a capital allocation
between equities and fixed-income securities, and reflects
the owner’s investment preferences and risk tolerance. The
equity share of the GPFG benchmark is 70 percent,

2 Meld. St. 14 (2020-2021); Long-term Perspectives on the Norwegian Economy
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whilst the equity share of the GPFN benchmark is 60
percent. Fixed-income securities account for the remainder
of the benchmarks.

The strategy i1s based on the premise that it is
necessary to assume risk in order to achieve a satisfactory
return over time. Through their endorsement of the equity
share, the Fund’s owners, represented by the Government
and the Storting, have indicated what is considered an
acceptable level of risk. The choice of equity share is the
decision with the greatest impact on overall risk in the
Fund. A larger equity share entails higher expected return,
but also expectations of increased volatility and a higher
probability of loss. The investment strategy entails that
investments are primarily made in listed markets.

A key premise underpinning the strategy is that overall
risk can be reduced by broad diversification of investments
across asset classes, regions, countries, industries,
companies and issuers. The composition of the equity and
fixed-income benchmarks implies that investments are
diversified across a large number of stocks and bonds. The
benchmark indices have been designed to facilitate close
replication at a low cost, and are also used to measure the
investment management performance of Norges Bank and
Folketrygdfondet.

Most of the Fund risk is determined by general equity
and bond market developments. Norges Bank and
Folketrygdfondet may deviate somewhat from the
benchmark indices in their operational management,
within risk limits stipulated in the mandates. Such
deviations are used to ensure a cost-effective adoption of
the benchmark indices, as well as to exploit distinctive
Fund characteristics or advantages to generate excess
return. The GPFG management mandate further allows
some scope for investments in unlisted real estate and
unlisted renewable energy infrastructure.

The investment strategies for the GPFG and the GPFN
are discussed in chapters 2.1 and 4.1, respectively (in
Norwegian only). Chapter 2.3 addresses the management
of the GPFG and the implementation of the investment
strategy during the coronavirus pandemic, including the
significance of the larger transfers from the GPFG to the
fiscal budget, as well as potential effects of the virus
outbreak on long-term equity and fixed-income returns (in
Norwegian only).

Strong performance in 2020

In order to reduce the negative economic impact of the
coronavirus pandemic and the accompanying infection
control measures, authorities in many countries launched
comprehensive fiscal and monetary policy interventions
throughout 2020. After a major stock market decline in the
first quarter, low interest rates and large-scale
government



2020-2021

Meld. St. 24 Report to the Storting (white paper) 11

The Government Pension Fund 2021

support initiatives contributed to a swift recovery later on
in the year. The return on the GPFG in 2020 was 10.9
percent, measured in the currency basket of the Fund. The
strong performance reflects high equity market return and
favourable fixed-income return as a result of declining
interest rates. The value of the Fund increased by NOK
825 billion last year, to reach NOK 10,908 billion net of
costs.

Returns in the Norwegian stock market in 2020 were
somewhat lower than in international markets. This
reflected, inter alia, weak performance in the oil and gas
sector, which is a key sector on the Oslo Stock Exchange.
The return on the GPFN in 2020 was 8.8 percent,
measured in NOK. The market value at yearend was NOK
292 billion.

Norges Bank and Folketrygdfondet seek to achieve the
highest possible return, net of costs and given an
acceptable level of risk, within the limits stipulated by the
management mandates from the Ministry of Finance. Last
year, the return on the GPFG was 0.27 percentage points
higher than the return on the benchmark, whilst the excess
return in the management of the GPFN was 0.89
percentage points. The Ministry emphasises the
performance over time. The average annual return on the
GPFG over the last 20 years has been 0.20 percentage
points higher than the return on the benchmark index. The
average excess return on the GPFN has been 0.98
percentage points per year since 2007. The Ministry is
satisfied with this performance, given the level of risk
assumed.

Measured as a proportion of assets under management,
management costs last year were 5.1 basis points for the
GPFG and 6.3 basis points for the GPFN.

The performance of the GPFG and the GPFN is
discussed in chapters 2.2 and 4.2, respectively (in
Norwegian only).

The emerging market equity sub-index for the GPFG

In the white paper The Government Pension Fund 2020, the
Ministry discussed the ongoing review of the composition
of the GPFG equity benchmark. The Ministry proposed to
modify the geographical adjustment factors, reducing the
weight of developed markets in Europe by about 6
percentage points, with a corresponding increase in the
weight of North American equities. It was further proposed
to maintain the current adjustment factor for emerging
markets, thus implying that such markets will carry about
the same weight as in the market-weighted FTSE Global
All Cap index, on which the GPFG benchmark is based.
This was endorsed by the Storting.

It was established in the white paper that there was a
need for further assessment of the emerging market
investment framework and sub-index.

This 1s a heterogenous group of markets that are generally
characterised by weaker institutions, less transparency
and weaker protection of minority shareholders than in
developed markets. Moreover, returns are more volatile,
whilst risk is more affected by country-specific factors.

The Ministry has previously decided not to include any
new markets in the Fund equity benchmark until its
composition has been determined. Saudi Arabia and
Romania, which were included in the underlying index
from the index provider FTSE Russell in March 2019 and
September 2020, respectively, are therefore not included in
the Fund benchmark index.

Broad investment diversification is a key element of
the GPFG investment strategy. The equity benchmark
currently includes a considerable number of markets and
reflects all major economies. At year-end 2020, the Fund
equity benchmark comprised 46 individual markets, 22 of
which are emerging markets. The diversification gains
from including additional, and often small, emerging
markets may be considered limited. The Ministry is of the
view that no further markets should be added to the equity
benchmark at the present time. This implies that the
emerging markets Saudi Arabia and Romania will not be
included in the benchmark index at present either. Any
inclusion of new markets in the Fund benchmark index
should be considered in the context of comprehensive,
future reviews of the framework for, and composition of,
the benchmark index.

The emerging equity market investment framework
and benchmark are discussed in chapter 3.1 (in Norwegian
only).

The number of companies in the GPFG equity benchmark

As part of its assessment of the composition of the GPFG
equity benchmark, the Ministry has considered whether
the number of companies included in the benchmark is
appropriate, or whether the number should be reduced.
The Ministry has obtained analyses and assessments from
Norges Bank and the Council on Ethics, along with
analyses from index and analysis provider MSCI.

The number of companies in the Fund equity
benchmark has increased over time. The largest increase
took place in 2007, when the Ministry decided to include
small companies in the benchmark index, which meant
that the number of companies increased from just over
2,400 to about 7,000. The number of companies in the
GPFG equity benchmark has continued to increase over
time, to about 8,800 at year-end 2020.
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The market value of the GPFG has increased
considerably since 2007. The increase has happened during
a period of declining liquidity in many equity markets,
making it more challenging to trade large volumes at a low
cost. The shares of the smallest companies are often the
least liquid, and trading in these may therefore be
especially expensive. The smallest companies account for a
very small proportion of the aggregate benchmark market
value. This may be illustrated by the fact that 25 percent
of the number of companies in the benchmark index
accounts for no more than 2 percent of the aggregate
benchmark  market  value. Consequently,  the
diversification gains from including the very smallest
companies are limited. In addition, maintaining a large
number of companies in the benchmark may involve
increased complexity, as well as investment management
and transaction costs.

Norges Bank and MSCI have analysed return and risk
data for equity indices with fewer companies and lower
market coverage than the current Fund equity benchmark.
The analysis shows that market coverage may be reduced
somewhat without significantly affecting the benchmark’s
risk and return characteristics.

Generally, the transactions costs of trading in shares of
small companies are higher than those of trading in larger
companies. There is, however, considerable uncertainty
associated with such cost calculations, and the findings
depend on which model is applied and which technical
assumptions are adopted. Analysis from Norges Bank and
MSCI show that the ongoing transaction costs of investing
in line with the benchmark will not be significantly
affected by a slight reduction in the market coverage.
Analysis from MSCI nonetheless show that a reduction in
the number of companies may, in combination with other
index rule modifications, reduce ongoing transaction costs.

Both Norges Bank and the Council on Ethics comment
that the actual portfolio will not necessarily be changed in
response to a modification of the benchmark index. Both
also observe that there will generally be less information
available on small companies than on large companies. The
Council on Ethics emphasises that fewer companies will
make the portfolio more transparent, since very little
information is available on many of the companies held by
the Fund.

After an overall assessment, the Ministry proposes to
reduce the number of companies in the GPFG equity
benchmark by about 25-30 percent. Such a modification
will provide a market coverage of 96 percent in the
underlying index from FTSE Russell (FTSE Global All
Cap), corresponding to about 6,600 companies, against 98
percent and about 8,800 companies at present.

A 96-percent market coverage means that the benchmark
1s seeking to cover 96 percent of the investable market
value included in the index. The total market value of the
companies omitted from the benchmark will be small,
although the reduction in the number of companies is
relatively large. The companies proposed omitted from the
benchmark make only marginal contributions to risk
diversification because their market value is very low
relative to other companies in the benchmark.

The assessments of the number of companies in the
equity benchmark are discussed in more detail in chapter
3.2 (in Norwegian only).

Climate risk in the GPFG

Climate change will affect companies and global economic
development in coming years. Company earnings may be
affected by changes in stakeholder preferences upon the
transition to a low-carbon economy, physical changes
resulting from climate change, as well as climate policy
and technological developments. This gives rise to
financial risk, which needs to be managed by investors.
Assessments of financial climate risk form an integral part
of Norges Bank’s risk management, investment decisions
and active ownership. However, climate risk differs from
other forms of market risk. This makes the management
and pricing of such risk challenging for financial market
participants. There is increasing focus on this issue in
economic theory, and a number of current initiatives are
seeking to expand knowledge and information on climate
risk and climate-related investment opportunities. A
climate risk reporting framework that has gained broad
international support is the TCFD working group
recommendations. Major regulatory processes have also
been initiated.

The Ministry has launched an initiative to expand
knowledge on how climate change, climate policy and the
Green Shift may affect investors like the GPFG. An expert
group has been commissioned to prepare a report on the
implications of financial climate risk and climate-related
investment opportunities, including discussions on
alternative ways of approaching these issues in the
investment management. The group shall assess whether
new, climate-related knowledge affects key premises
underpinning the investment strategy or the operational
management of the Fund. The report shall also discuss how
climate risk is managed by other, comparable funds. The
significance of the GPFG for the Norwegian economy and
the Fund capital management framework shall constitute
key premises for the group’s work.



