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Foreword
Jobs for development
Norway is a provider of capital. We own the largest sovereign wealth fund in the
World – the Government Pension Fund – Global, which currently owns about 1,25
per cent of the world’s stocks. Managing such wealth is a huge responsibility that
also provides unique opportunities. How and where we decide to invest this money
is very important.
The world in general and the developing world in particular lack jobs. According to
the World Bank, 600 million new jobs are needed by 2020 to avoid higher
unemployment. One key factor for creating jobs is access to money for investment.
Companies in developing countries, especially those small and medium sized
enterprises where most jobs are created, are often starved of capital.
Despite high growth rates and abundant investment opportunities in poor
developing countries, only 1 per cent of this Fund has been invested in the low
income and lower middle‐income group of countries. This group accounts for 13 per
cent of the world’s GDP. In our opinion, this is not just a missed opportunity for the
Fund, but it is also unfair and robs developing countries of capital needed to create
jobs.
The developing world is likely to grow faster than advanced economies in the OECD
for a long time. Therefore, there is a potential win‐win opportunity. By investing
more in developing countries Norway can make it easier for economies to develop
by providing much needed risk capital and thus create jobs, while also securing the
value of the Fund for future generations of Norwegians.
The Oil‐fund is a unique investor. It has an almost infinite investment horizon, not
needing to touch the principal, and as a consequence it can bear more risk than
most. The fact that we are managing the fund for our grandchildren also implies a
need to invest in the world we would like them to have. This has implications for
how the fund invests and in what.
A fundamental part of today’s Fund is the ethical guidelines and the enforcement of
these guidelines. Investing more in developing countries will require new guidelines
suited for this purpose. Norway set a standard in 2004, when the original guidelines
where established. We can do so again.
Investment can create more inequality in a society, even if the society as a whole
gets more resources. The responsibility for tackling this mainly rests with the
individual state by redistribution through taxation, for instance. Without proper
national and international legislation on issues such as tax and transparency it can be
difficult for a country or community to benefit from investment. Even so, an investor
can decide to invest in sectors or in ways that contribute to inclusive growth. We
know that agriculture, infrastructure, energy, as well as other labour intensive
Investing for the Future
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activities have a good distributive effect through knock‐on effects and through jobs
being created in the economy. Funding for SMEs is another critical area. We should
explore these options, as well as research what other opportunities might work,
given the special characteristics of the Norwegian Pension Fund Global.
The prime recommendation of this report is that a new fund, the Global Pension
Fund – Growth, is established. The main goal is investing in assets beyond liquid
equity and bonds, and real estate. As it can be more challenging to invest in
developing countries and local knowledge is required, cooperation with actors such
as the International Finance Corporation (IFC) and bilateral development finance
institutions such as Norfund is suggested.
Norwegian Church Aid would like to stress the following:











Norwegian authorities should establish a new fund for this purpose and enter into
cooperation with relevant financial institutions in order to invest more and build
own expertise.
The new fund should invest in ways contributing to inclusive growth such as
agriculture, energy or infrastructure. The fund should study how the distributive
effects could be enhanced and consequently invest in those sectors.
A new fund requires a new ethical framework. This challenge must be considered in
any revision of the ethical guidelines.
Rules based on continuing improvement of companies’ practice with regard to the
environment, sustainability and governance should be established.
Ethical rules and standards must not be developed in a way that excludes the
possibility to invest in small‐ and medium‐sized companies in developing countries.
Investments in developing countries should as a rule not happen through tax
havens. Strict standards and guidelines for transparency should be established in
any cases where use of tax havens is needed.
People adversely affected by our investments must be heard. A mechanism for
hearing the voices of those affected by our investments and an ombudsman’s office
for tackling grievances should be considered when establishing a new fund.

Norwegian Church Aid would like to thank Sony Kapoor and his team at Re‐Define
for the outstanding work they have put into the report. We hope it kicks off a fruitful
debate on the opportunities and potential of the Fund to the benefit of future
generations both in Norway and in the developing world.
Enjoy the report!

Anne‐Marie Helland
Secretary General
Norwegian Church Aid
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Author’s Note
I remember that feeling of surprise when I first looked at the GPF in 2007. Having
worked both in the financial industry and in public policy, I was struck by some
aspects that still make me uneasy.
The first was how in 2007 the portfolio was comprised almost entirely of
investments in liquid securities in the developed world. These still constitute more
than 90% of the GPF.
The second was how some of the largest investments of the GPF were in oil
companies. Even today three of the ten largest equity holdings of the GPF are in oil
majors, and as much as 10%‐15% of the overall portfolio is heavily exposed to oil, gas
or coal.
That surprise led me in mid‐2008 to write a note to the then Finance Minister Kristin
Halvorsen with two suggestions. First, that the GPF, as a long‐term investor, should
expand its investments in fast‐growth developing economies. This would deliver
higher returns, diversify some of the risks away and engender development. Second,
that the GPF, which derived its new revenues from oil and gas, should sell off all
stakes in the sector and seek out investments in green technologies in order to
reduce its overexposure to carbon and to benefit from the growth of the green
economy.
Neither of these suggestions were implemented on any scale, so when the NCA
approached Re‐Define to analyse the operations of the GPF, I jumped at the
opportunity. The on‐going discussion in the run up to the Norwegian elections makes
me hopeful that the time for a mature and informed debate on improving the GPF
has finally, if belatedly, arrived.
In its 15 years of operation, the GPF has generated an annual return of only 3.17%,
falling well short of its 4% target. It is increasingly unlikely, perhaps even impossible,
that the GPF will ever meet it. The sclerotic returns are the direct result of the
Ministry of Finance’s decision to invest more than 90% of the portfolio in slow‐
growing mature economies. Meanwhile, more than half of the countries in the
world, including some of the fastest growing developing economies, remain off‐
limits to the GPF. So do instruments such as infrastructure and growth (private)
equity that the GPF, as a large long‐term investor, is uniquely placed to take
advantage of.
The GPF sharply underperforms in comparison to many of its peers ‐ other SWFs
such as Temasek and GIC of Singapore, large pension funds such as Calpers and the
Harvard and Yale university endowments. All of these have large investments in
developing economies and invest in illiquid asset classes such as infrastructure and
private equity. Even institutions such as Norfund and the IFC – the private sector arm
of the World Bank, which have a dual profitability and development mandate ‐ do
better than the GPF.
Investing for the Future
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The GPF’s approach, which can be explained by an understandable conservatism to
stick with the familiar and thus avoid negative headlines at all costs, has now placed
a bet on the future of OECD economies being bright. This locks in low returns and
exposes the GPF to concentrated risks of ageing populations and over‐indebtedness
faced by many mature economies. The GPF has inadvertently taken on a lot of risk
for very little return.
NBIM justifies its portfolio decision by saying that liquid public equity and debt
markets in emerging economies do not fully capture opportunities arising from
growth. This is a reason to invest in nascent firms through private (growth) equity
and in much needed infrastructure, not to stay on the sidelines. In this report we
show how investing up to $200bn by 2020 in such investments through a GPF‐
Growth fund would improve the profitability of the GPF and reduce the long‐term
risks it faces.
Not only will this be good for Norway, it will also enable faster growth in poorer
economies and create millions of much‐needed jobs.
Climate change related risks also loom large over the GPF. Fast forward to 2025 and
the GPF is expected to be worth double of the $760bn it is worth today, with most of
the new money coming from the sale of the oil and gas Norway drills. Like it or not,
the policy action to tackle climate change that Norway rightly supports, will have a
negative impact on the future value of the GPF.
As much as half of the future expected value of the GPF in 2025 is negatively
exposed to policy measures, such as an increase in the price of carbon emissions or
an agreement to limit their quantity, that are necessary to tackle the impending
threat of climate change. Despite this, the GPF has invested as much as 10%‐15% of
its portfolio in oil, gas and coal related assets, which will also lose value in the face of
such policy action.
The only way to prudently manage this risk is for the GPF not only to divest all such
assets, but also in addition to invest heavily in low carbon technology and other
green investments. These will gain in value when policymakers act on tackling
climate change at the same time as new revenue for the GPF would fall, thus
reducing the overall risk.
In managing its risks prudently, the GPF can also contribute to tackling climate
change.
Taking the measures we have laid out is the only way the GPF can deliver on its
fiduciary duty towards Norwegian citizens of maximizing returns for moderate risk in
a manner that is both sustainable and responsible. It is time to turn words into
action.
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Introduction
Great potential
The Norwegian Government Pension Fund – Global (GPF or Fund) is now the world’s
largest sovereign wealth fund. It is now worth $760 billion1 and is expected to grow
to more than $1,100 billion by 20202. Unlike many other SWFs and other long‐term
investors such as pension funds, the GPF money is not committed to finance any
particular liability and, despite the name, does not fund pensions. Instead, it is run as
a vehicle for inter‐generational wealth sharing in the sense that on average 4% of the
outstanding size of the Fund (which is assumed to be the natural real rate of return)
is spent every year, so it works as an endowment for the citizens.
Not having any liabilities means that the GPF can be a truly long‐term investor, since
legislation says that principal of the Fund will not be spent. On average 4% of the
fund is used every year, depending on the business cycle, and is so small that such a
sum can always be mobilized. This means that even in the midst of a crisis the Fund
should not come under pressure to try and sell illiquid investments. The target
investments should be those believed to be the most profitable over a long‐term
horizon. Its large size, potential for making truly long‐term investments and the lack
of any specific funding commitments give the GPF the potential for being one of the
most powerful and effective investors and sources of capital in the world.
Objectives and drivers
The GPF differs from other funds in that it manages the savings of a country, not a
single investor. The official objective of the GPF is ‘to maximise international
purchasing power with moderate risk in order to ensure that future generations will
be able to derive the maximum possible benefit from national savings.’ The
Norwegian government also states that the ‘goal of good financial return is closely
linked to the ambition to be a responsible investor.’
This objective is operationalized by the Ministry of Finance (MoF), which reports to
the parliament. The Ministry’s interpretation of this objective is critical, as it decides
what the Fund, which is managed by Norges Bank Investment Management (NBIM),
can and cannot do. The ministry interprets the objective to mean that ‘the Fund has
a strong capacity for bearing risk; it has a long investment horizon and there is no
obvious liability. Hence, it aims to achieve the highest possible return consistent with
the owners’ risk preferences for a moderate level of risk.’ The only quantitative
target is the implicit assumption of a 4% real rate of return over the long‐term.

1

NBIM, 10 October 2011, ‘Government Pension Fund Global’. http://www.nbim.no/en/About‐us/Government‐Pension‐
Fund‐Global/
2
NBIM, 17 July 2013, ‘Projection for the size of the fund’. http://www.nbim.no/en/Investments/Market‐Value/forecast‐
for‐the‐size‐of‐thefund‐/
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Unrealized Potential
What the analysis by NBIM and the Ministry of Finance, as well as by external
experts and by this report reveals, is that the current running of the Fund may not
fully reflect these objectives and that the Fund could be doing much more to exploit
the unique potential that its large size, its long‐term horizon and its responsibility
mandate confer on it. At a more mundane level, the Fund has generated a return of
only 3.17% since it started investing in 1998 and, if anything, the prospects for future
profits, unless the Fund strategy is changed, look even bleaker. For example, the
yield on the Fund’s holdings of bonds, which constitute 40% of its portfolio, have
fallen from 4.5% to just 1.9% since 2010. Moreover, NBIM expects these to stay
depressed: ‘Forward‐looking yield measures indicate that real hold‐to‐maturity
returns on developed market government bonds could be very low compared to
recent history and low relative to long‐term averages3.’
As the Strategy Council to the Fund admits, the GPF is highly unlikely to be able to
meet the 4% target, unless it is ready to ‘accept a reasonable probability of lower
returns or of actual losses over a shorter horizon’ and/or invest in more illiquid
assets where its money is locked‐in for a longer term.
Broadly speaking, the Strategy Council thinks that the Fund should 1) accept higher
risk (from various sources) 2) expand exposure to illiquid assets 3) extend
rebalancing to become more pro‐actively contrarian 4) develop various forms of
insurance selling.
The Fund invests mostly in mature economies
In order to look at where the Fund should go, it is useful to start with an analysis of
where the GPF is at in terms of how and where it invests. As of the 31st March 2013,
the GPF has 62.4% of its assets in listed equities (shares), 36.7% in fixed income
(bonds) and 0.9% in real estate. Within each asset class, the GPF follows a strong
geographic allocation formula, which has until recently been 54% in Europe 35% in
North America, Latin America and Africa (the bulk being in the USA) and 11% in Asia
and Oceania. Of this, only 6% was invested in emerging and developing countries
and 94% in developed economies. In 2012 the Ministry of Finance announced a
change to the regional allocation formula to 41%, 40% and 19% respectively. The
developed/emerging (developing) country mix will be 90% / 10%. While listed equity
holdings will stay at 60%, the Fund will now target 35% bonds and 5% property
investments.
Two remarkable features about the portfolio allocation of the Fund, even after the
recently announced changes, stand out. First, that 99% of its investments are in
listed liquid securities, the main attraction of which is that these can be liquidated at
a short notice, usually without substantial penalties. Second, that, even after the
3

NBIM, March 2011, ‘On fixed‐income investments’.
http://www.regjeringen.no/Upload/FIN/Statens%20pensjonsfond/2011/NBIMmemo_fixed‐income_investments.pdf
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rebalancing, 90% of its investments will be in developed economies with only 10% in
emerging and developing markets. We address each in turn.
It is not just that the growth rates and yields in developed countries are expected to
be lower, but also that risks in these economies are expected to rise.
According to the IMF, for example, ‘as a group, developed economies are, however,
in a new situation: the debt‐to‐GDP ratio is higher than ever previously observed and
significant policy changes are needed to make policies sustainable. The high debt
burdens and expected lower growth rates have significantly increased sovereign risk
in developed economies, as can be seen most starkly in Eurozone countries such as
Greece and Portugal.
The allure of developing countries
The dominance of the EU, the US, Japan and other OECD countries in the global
economy is a historical anomaly. For much of the past 2,000 years or so, economies
such as India and China and also other nations that fit into the broader category of
developing countries have dominated the world economy. Evidence is mounting that
OECD countries are now locked in relative decline and that the future once again
belongs to developing countries, where China and India are likely to dominate.
Not all developing countries are doing as well as China and India, of course.
Particularly low‐income economies in Africa seem to have been left behind.
However, there is good cause for optimism that the same kind of catch‐up growth
powered by a rural to urban migration and a move up the value chain that has done
so well for China is also possible in these other economies. Some of them, such as
Ethiopia, have already been doing well and have registered growth rates that are
impressive.
The future shape of the world is starting to emerge and in this, both emerging
markets and poor low income countries will grow faster than OECD economies for a
long period, and in 50 years (by 2060) will constitute a much higher proportion of
world GDP, world trade and world financial assets than they do now. Consequently,
the share of OECD economies on all of these parameters is set to shrink.
For example, of the 95 countries that grew at 4% or faster in 2011, only Chile and
Sweden were OECD members. A similar pattern is observable over an ever‐longer
time horizon and assuming that the OECD, IMF, World Bank, World Economic Forum
and several banks are not completely wrong in their forecasts, this is set to continue.
If, as stated, the GPF is set to help finance future imports from the rest of the world,
it cannot afford to ignore the fundamental structural shift in the relative weights of
OECD vs. non‐OECD economies. Nor can it, if it is to meet or exceed the 4% return
target, afford to ignore the fact that most growth in the world economy will come
from non‐OECD countries. As the GPF itself admits, returns on investments are
capped by GDP growth rates in the long‐term and, with GDP growth rates in OECD
countries likely to be no more than 1.5%‐2.5%, the GPF’s 90% asset allocation to
OECD/Developed markets looks very archaic.
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An often cited reason for not going deeper into emerging/developing markets –
exchange rate risk ‐ has been tackled by NBIM’s and Ministry’s own analysis, which
shows that this is not a particularly significant risk for long‐term investors. Exchange
rates tend to converge to fundamental values over the long‐term, and there are few
investors with a longer‐term horizon than the GPF.
Not only is a shift towards developing economies necessary in order to generate the
target rate of return, but it is also beneficial from the perspective of portfolio
diversification. This will help mitigate risk while increasing returns. The logic
becomes even more powerful when one notes that every single member of the
GPF’s peer group has a substantially higher allocation of investments in emerging
and developing markets, and that the GPF is an outlier in having by far the largest
allocation of investments to the developed world.
This is also consistent with the Strategy Council of the GPF, a government‐appointed
advisory body, which calls for the Fund to bear more risk of short‐term losses (more
likely in emerging and developing markets) and make more illiquid investments
(emerging and developing markets are less liquid) in order to generate a higher
return. For example, Sub‐Saharan Africa, long considered as a high‐risk region, has
consistently reported the highest returns on foreign investment of more than 20%
per annum.
The conclusion is very stark and clear. The GPF must substantially rebalance its
portfolio away from OECD/Developed economies towards emerging and
developing countries. Otherwise it will fail in the fiduciary duty it owes the citizens
of Norway, the ultimate owners of the Fund, to maximise return at moderate risk
in a manner that is sustainable. It will also be a huge loss for citizens in the
developing world, who could benefit enormously from well‐structured
investments.
The share of developing countries in the global economy is more than 50% of
global GDP when measured on a purchasing power parity (PPP) basis, and more
than 40% on the basis of market price. A ‘universal investor’ such as the GPF
should not, under such circumstances, have only 10% of its portfolio dedicated to
these economies.
The need to look beyond listed securities
The Ministry of Finance and NBIM accept that much of future growth will come from
emerging and developing economies. However, they believe that the link between
GDP growth and returns on investment is not very strong, while using this logic to
conclude that a significant rebalancing of their OECD/Developed country focus is not
necessary. They also suggest that investing in developed country Multinational
Corporations (MNCs) gives them indirect exposure to faster growth in the developing
world, as many developed country MNCs have significant investments in and trade
with the faster growing developing world.
A deeper look reveals that, compared to developing country companies, most OECD
MNCs have only got a limited exposure to developing/emerging markets so the GPF
will miss out on the benefits of faster growth unless it can look beyond developed
11

countries. A strong explanatory variable for the observed weak link between growth
and returns on listed security investments referred to by NBIM is the fact that a
significant proportion of growth in developing economies is associated not with
existing firms, but with new firms and unlisted firms.
New firms can be risky and investing in unlisted firms is illiquid, so the GPF has shied
away from these and has focussed exclusively on buying listed stocks only. However,
as the Strategy Council clearly points out, the unique selling proposition (USP) of the
GPF is its very long‐term horizon, which makes it perfectly suited to make illiquid
investments, for example, in unlisted firms. Its unique ability to withstand potential
losses in the short‐to‐medium term for longer‐term gain also makes venture capital
and private equity type investments fit for purpose.
Once the GPF starts looking into such investments, another reason for staying away
from emerging/developing markets, namely the danger of excessive concentration
and the limited size of listed securities available for purchase, falls away, as the
investment universe of the Fund expands significantly.
A bigger role in developing/emerging economies is also consistent with the Strategy
Council’s suggestion that the GPF consider offering insurance‐like instruments, as
the GPF could, in theory at least, help plug a large latent demand for guarantees
linked to trade finance, investments and credit‐enhancements.
Last but not least, an enhanced role in developing and emerging markets is also a
logical consequence of one of the key drivers of the GPF – that it is a responsible
investor – as long as such investments contribute to growth, poverty reduction and
increased welfare in the recipient countries.
Investing in venture capital to help encourage entrepreneurs, private unlisted
firms, infrastructure and providing guarantees of various kinds in emerging and
developing markets will allow the GPF to maximise the benefits it can derive from
faster emerging/developing country growth, diversify some of its risk, as well as
fulfil its role as a responsible investor.
The need for such investments
With the exception of some developing/emerging economies such as China and
some other countries in East Asia, most developing countries have rather low savings
rates and can be accurately characterized as labour rich, capital poor. For example,
the savings rate in the Least Developed Countries (LDC) group in recent decades has
only been 6.7%, a fraction of the 38% seen in China, which admittedly is an outlier.
Without external funding and capital support, GDP per capita in LDCs would have
been 3% lower than observed. The need for capital is clear.
However, foreign sources of funds, especially in the form of aid flows, portfolio
investments and lending, are highly volatile and hence potentially problematic for
the purpose of sustainable development. Reliance on external financing leaves
countries vulnerable to the vagaries of the international economy, over which they
have little or no control. Interest rates move up or down in response to monetary
policy in developed countries, while commodity prices can fluctuate up to 70% from
Investing for the Future
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one year to the next. For the purpose of sustainable development then, it is essential
to tap stable sources of funds. There is no better source for these than the GPF,
which by its nature has a very long‐term horizon, a responsibility mandate and a
higher than average tolerance for short‐term losses in pursuit of longer‐term
profitability.
The mechanism by which the GPF can contribute to growth, jobs and poverty
reduction is well known.
In an environment of the kind that prevails in several low and middle‐income
countries, there is an insufficient availability of domestic savings, particularly of the
kind that be turned into risk capital or long‐term loans. Government revenues and
borrowing capacity in many of these countries is also low. This combination of a low
quantity and quality of private sector savings and low government capacity means
that there is a significant funding shortfall particularly for infrastructure investments,
which in turn are critical for growth as well as poverty reduction. This funding gap
has been estimated to be about $1 trillion every year.
The insufficient availability of risk capital also thwarts the development and scaling
up of private firms, and means that entrepreneurial skills are not able to fully
contribute to growth and productivity enhancements in the economy.
By providing the kind of long‐term capital for infrastructure that is missing, as well as
risk capital for firms particularly in places where public equity markets are
underdeveloped, the GPF can both contribute to increasing demand in the short‐
term, as well as productivity and supply over the longer‐term. Together these
developments will put the economy on a path to higher growth and create much‐
needed jobs.
Domestic Savings/GPF Investments – Monetize – Credit ‐ Productive Investments
(supported by aid, public infrastructure spending and skills and technology from FDI)
(Keynesian multiplier) – Growth and Jobs – Domestic Savings / Profits for GPF
Some of the most promising growth‐enhancing and poverty‐reducing investments in
poor developing countries are those that are targeted towards infrastructure,
productive manufacturing investments and the development of the financial sector.
All of these, more so than others, require long‐term capital. The only thing scarcer in
developing and emerging economies than capital is long‐term capital. For example,
in Burundi, long‐term credit (more than five years of maturity) represented only 3%
of total credit, compared with 17% and 80% for medium‐term (one to five years) and
short‐term (less than one year) credit, respectively. Here again, the role of the GPF
as a potential long‐term provider of debt and equity capital is very suitable.
Another element that is missing in emerging and developing markets in general and
LDCs in particular is risk capital. Because of the high levels of poverty and the paucity
of capital, there are few pools of money where the owners are ready to take a
substantial downside risk. At the same time, it is exactly these countries that are the
hotbeds of entrepreneurial talent. Even with relatively small amounts of credit being
made available to the unbanked, microfinance has worked well in encouraging
entrepreneurs (even though its overall impact on growth is less certain). Micro‐
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equity and, at a larger scale, venture capital hold an even greater promise both in
encouraging entrepreneurship and contributing to country‐level growth.
The fact that economic volatility, weather risk and credit risk are generally higher in
developing and emerging markets often holds growth and development back and
has a negative impact on the lives of the poor. The GPF, with its substantial risk
bearing capacity and long‐term horizon, can help provide guarantees and insurance
in exchange for a premium that, because of its internationally diversified portfolio,
can be lower than what can be provided from within the country.
The provision of credit and equity to listed and unlisted firms, as well as
infrastructure projects, investing in micro‐equity and venture capital and providing
insurance and guarantee services ‐ can all help the GPF tap into the faster potential
GDP growth of developing and emerging markets, while also helping to contribute to
increasing this growth, tackling poverty and increasing welfare.
Providing equity and credit to developing and emerging markets, making long‐term
commitments, funding venture capital and providing guarantees are potentially
win‐win propositions for the GPF and for the recipient economies.
Leveraging the existence of development finance institutions
On paper, such an idea that there is a win‐win proposition looks good, but the
question is whether this can work in practice. The evidence for this is very clear: yes,
it can. The International Finance Corporation (IFC), an arm of the World Bank (WB),
supports private sector‐driven growth and poverty reduction through the provision
of credit, equity, guarantees and advice in developing and emerging economies.
Importantly for our purpose, the IFC is also self‐financing, so makes only
commercially viable investments. And the IFC has a higher track record of
profitability than the GPF.
In order to maximise its impact on development, the IFC works only in emerging and
developing countries, prioritizing sectors such as infrastructure, SMEs, financial
services, green energy etc. that can deliver the biggest bang for the buck in terms of
both growth and poverty reduction. The IFC has also a well‐established and reputed
investment process and development‐outcome tracking system that is designed to
ensure that its work crowds‐in the private sector, rather than crowding it out and
that its positive impact on the lives of people is maximized. While the focus on
development and poverty reduction can be improved, there is a consensus that the
IFC does have a positive footprint on development, while also remaining profitable.
What is of particular interest to Norway, is the fact that the IFC has set up an Asset
Management Company (AMC) designed specifically to attract sovereign wealth funds
and other long‐term investors as co‐investors on a commercial basis. Some of the
other SWFs have already put capital into the AMC, which has made its first few
investments. At least as long as the GPF does not have boots on the ground in
developing and emerging economies, it should channel the increased share of
developing/emerging market investments that we recommend through the IFC’s
AMC.
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Several countries have IFC‐like institutions at a national level. For Norway, this role is
played by Norfund, which makes development‐friendly investments in much the
same way as the IFC, but on commercial terms. Like the IFC, Norfund and its sister
organizations such as the CDC of the UK and Swedfund from Sweden are profitable
and have a positive impact on development.
Because the GPF is so big and the relative size of the IFC, as well as other
development finance institutions, is relatively small, we suggest that the GPF spreads
its increased allocation of funds towards developing and emerging markets through
not just the IFC, but also the more reputable DFIs. Norfund already has an attractive
proposal for channelling some of the GPF money that should be taken up in a
modified form and used as a template to negotiate similar memorandums of
understanding with other DFIs.
As part of this move the GPF should also seek to establish a ten year programme mix
of in‐house expertise‐building and an option to use the best performing in‐country
offices of the IFC and various DFIs to start making direct investments on its own
behalf (beyond the co‐investment programmes that it must begin with).
The GPF needs to set up a special window for the GPF‐Growth, which will invest $30
bn a year every year until 2020, at which point the Fund will be reviewed. At this
time, the GPF‐Growth should be worth around $200 bn, around 20% of the
outstanding value of the whole GPF.
The most promising near‐term method of leveraging GPF funds in a manner that is
both good for development and good for Norway is to channel around 20% of the
whole GPFs portfolio though the IFC and other DFIs by 2020. This can be done
through setting up a special window GPF‐Growth.
In order to make sure that these funds are used in a manner that both generates
commercial rates of return and has a positive footprint on development, we
recommend that the Ministry of Finance appoint an independent oversight board
comprising of international experts in development, emerging market investments
and various sector experts.
Going by the IFC’s own estimate of the number of jobs created by the kind of work
it does, it is possible for GPF‐Growth to generate as many as 100 million jobs.

Tackling climate risks
Because the Fund gets new money from the sale of oil and gas every year, its final
value (when the oil runs out) is very highly dependent on the price at which it is able
to sell this oil. This means that the Fund has a large negative exposure to policy
actions that need to be taken to tackle climate change. Any increase in the rise of the
price of carbon emissions or restriction in their quantity will have a negative impact
on the final value of the Fund.
Despite this large exposure to carbon, the GPF continues to invest heavily in oil and
gas majors, which account for three out of its ten largest investments. In order to
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manage its exposure to carbon risk prudently, the GPF ought to sell off its stakes in
the oil, coal and gas sector. This is necessary, but not enough, given the size of the
risk it faces. To manage this carbon risk it should also actively seek out green
investments.
This proposal is also discussed in some detail in the report.
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Chapter 1: The context of this report
The forthcoming Norwegian elections have prompted a debate on the structure and
investment strategy of the Oil Fund. Several proposals, including some to split up the
Fund, are doing the rounds. Some parties and stakeholders have suggested that
more funds should be allocated to developing countries, while others say the GPF
should prioritize making green investments. Still others have suggested that more
money from the Fund should be ploughed domestically in the Norwegian economy.
Many of these proposals are not new. What is new is the context. After 15 years of
operations, it is only appropriate to have a fundamental discussion about the
operation of the Fund that is much bigger than had been anticipated and now
exceeds Norway’s GDP in size. The emerging post‐crisis environment, which has
starkly highlighted the divergent growth prospects of developed and developing
countries, is another reason why a discussion on where the Fund should be invested
is due. Deep financial, political, social and economic risks that were assumed to be a
problem only in developing countries have reared their ugly head at the heart of the
European Union and the developed world, even as developing countries continue, as
a group, to become less risky. The assumption that developed economies are ‘safe’
and developing economies ‘risky’ has been turned on its head. Last, though no
means least, the threat of climate change now looms larger than ever before, and it
is only appropriate that the operation of the Fund, which gets its money from oil and
gas, be re‐examined in this context.
Most of the proposals that have been put forward have not so far been backed by
substantial analytical reports. This report aims to plug that gap. It discusses the
context and makes concrete suggestions to improve the Fund’s structure, strategy and
operations in a manner that reflects the emergent reality of the world around us.
A Brief History of the Fund
Norway first discovered oil in 1969 in the North Sea at the Ekofisk oil field, and
production started in 1971. The oil revenue that started flowing in contributed to the
development of Norway and its transformation into a developed economy. In a far‐
sighted act in 1990, the Norwegian parliament established a Government Petroleum
Fund to help manage oil revenues in a long‐term framework that could help
minimise any overheating of the economy, as well as preserve some wealth when
the oil ran out.
However, this Fund received its first capital injection only in 1996 and it was not until
1998 that a sovereign wealth fund, now known as the Government Pension Fund –
Global was first set up with an explicit mandate to promote inter‐generational
wealth sharing. The present fiscal framework, under which only 4% of the
outstanding amount is spent on average, was adopted in 2001, firmly entrenching
the Fund as an endowment. Ethical guidelines were then adopted in 2004.
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Norwegian leaders have shown tremendous restraint and responsibility by agreeing
to save more than 10% of GDP (in some years) for future generations, and this
achievement should not be underestimated. Many other countries in similar
positions have squandered their resources.
Because getting such a broad and far‐reaching agreement must not have been easy
and the consensus is still viewed by many as somewhat fragile, those responsible for
managing the oil fund have been very conservative and tread very carefully
whenever any proposals to change policy are considered. The consensus is
considered by some to be susceptible to calls for deploying more resources at home
in Norway or to promote Norwegian interests abroad, or for eradicating world
poverty and such‐like. The guardians of this consensus are afraid to consider even
reasonable suggestions in the fear that responding to them may unleash a torrent
of fresh demands.
Given that an unprecedented debate on the nature of the Fund has now opened up,
it is time to have a mature discussion about what the Fund ought and ought not to
do, and how it could fulfil its fiduciary duty towards Norwegian citizens better.
The Desire to Maintain Consensus Supports a Conservative Bias
The easiest manner, in which the consensus can be shattered, is if the investments
made by the Fund blow up in a spectacular manner or are in other ways seen to be
improper or irresponsible. The Ministry of Finance, which decides the parameters for
investments by the GPF, has been very sensitive to this possibility, so it has followed
a very conservative approach to the investment strategy for the Fund ‐ only
expanding the list of allowable investments very gradually over time.
For example, until 1998 the Fund was only invested in top‐rated bonds. Equity
investments were allowed in 1998, but only in developed economies. Some
emerging markets were added in 2000 and corporate bonds were allowed in 2002.
The share of equity investments was increased to 60% in 2007 and the Fund did not
make its first real estate investment until 2011. However, even with these gradual
changes, the Fund is invested with over 90% in liquid securities in developed
economies, using what looks like a very conservative strategy.
Let us do a thought experiment that may help understand the MoF’s caution a bit
better. Imagine if Norges Bank Investment Management, which has responsibility for
the day‐to‐day management of the Fund, had made a large investment in a firm that
went belly up or was implicated in corruption, or if a promising African country in
which NBIM was heavily invested had a coup d’état? Undoubtedly, this would
generate bad headlines and possibly trigger a debate along the lines of ‘If this is how
badly our sacrifice is invested, we might as well not save so much money…or we
must use it better by doing…’ or ‘how can we trust them with our money…’ This is a
debate the MoF rightly wants to avoid.
First, this conservatism makes it averse to allowing investments in any financial
instrument for which prices are not immediately and transparently available.
Investing for the Future
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Second, it also rules out investments from which the GPF would find it hard to pull
out quickly, should the need arise. Both of these mean that the MoF is loath to allow
NBIM to make investments in private equity and in infrastructure, where pricing is
not transparent or readily available, and where lock‐in periods and illiquidity mean
that investments cannot be sold‐off in a hurry.
Third, it also means that the MoF rules out investing in countries where markets are
less than fully transparent and governance may be problematic.
Fourth, this same conservatism drives the MoF to prescribe index‐hugging, which
limits the room for discretionary investments.
Fifth, this leads to a restriction on the maximum voting share the GPF can own in any
one firm to just 10%.
One underlying driver of all five of these measures is that following this strategy
would limit any criticism of the Fund, were things to go wrong, as the Fund would
have made ‘prudent’‐looking investments in transparent and well‐governed
countries along with the many other investors who follow index‐investment
strategies. There is safety in numbers when things go wrong, and this minimises the
risk of unfavourable headlines for the GPF.
The Conservative Bias Generates a Sub‐optimal Strategy
Support for such conservatism also comes from the fact that the MoF may, with
some justification, think that NBIM does not, yet, have the kind of human capacity
that would allow it to effectively make investments in more exotic asset classes or
countries. So, more familiar geographies such as Europe and more familiar assets
such as bonds and stocks have been over‐weighted in current strategy. Up until last
year, for instance, Europe was given a disproportionate 50%‐60% weight in the
Fund’s investments. Even now, the plan is to reduce the weight to a still hefty 40%.
Another factor supporting this conservatism is the fact that it is very hard to
accurately measure and monitor the performance of investments in illiquid assets, at
least over the quarterly horizon the Fund reports at. While performance metrics can
be generated even more frequently, they become rather meaningless.
While the MoF continues on its path of gradually opening up the investment
possibilities for NBIM, its efforts so far can be best be described as ‘too‐little‐too‐
late’.
The natural outcome of the MoF’s understandable conservatism is that the GPF has
ended up with a de‐facto strategy that sees it concentrate its investments in liquid
developed country securities and hug stock and bond indices. This amounts to a bold
bet on the future for developed economies being bright. In fact, it looks anything
but, particularly relative to the much better growth prospects for developing
economies.
The conservative bias has inadvertently resulted in a bold and risky bet that looks
increasingly indefensible.
19

This Strategy Is No Longer Tenable
No matter how sensible this strategy may have been in the past, it is no longer
tenable. Over the 15 years of its existence the GPF has delivered a return of only
3.17% against the budgeted expected return of 4%. This low return is the natural
outcome of the conservative investment benchmark strategy chosen and the very
limited room for discretion given to NBIM to deviate from this. Even the Strategy
Council of the Fund agrees that, unless the GPF changes its investment strategy, the
4% return will not be achievable.
As debt burdens in developed economies continue to mount, growth remains
sclerotic and political uncertainty increases, the risks of this de‐facto bet on a bright
future for developed economies looks more and more risky and short‐sighted. It
looks even more indefensible as developing and emerging economies continue to
report robust growth and deliver promising returns on investments. For a Fund that
supposedly seeks to diversify its investments to minimise risks, the Fund is
unacceptably exposed to the structural and demographic problems afflicting over‐
indebted developed economies across the world.
The GPF has underperformed in comparison to many other comparable large
pension funds, university endowments and other sovereign wealth funds. Its peers
have made more investments in faster growing developing economies and are able
to invest in illiquid alternative investment classes such as private equity and
infrastructure. The higher returns come from faster growth and the ability to
generate additional liquidity premiums.
The GPF has demonstrated a conservative bias even in implementing the ethical
guidelines for the Fund and interpreting the responsible investor mandate enshrined
in the legislation. The Fund uses negative screening, where it filters out those firms
and business lines that would most egregiously violate its set of adopted ethical
guidelines, but it makes no effort to reward those business lines or firms that would
further the GPFs goals of being ethical and promoting sustainability. The only
exception, a window for ‘Green Investments’, is so inadequate that it merely serves
to highlight the deficiencies of the GPF’s approach.
How Can the GPF’s Strategy Be Improved?
Before one looks into ways in which the GPF’s strategy could be improved, it is
important to point out that the assumption that the political consensus is very fragile
may not hold true. It has been 15 years since the GPF was set up in its current form
and citizens have got used to the idea. An acid test of whether this political maturity
has been reached came in the immediate aftermath of the collapse of Lehman
Brothers, when the GPF lost more than 23.3% of its value over the course of a few
weeks.
Despite these losses and the natural criticism this led to, there was no serious
challenge to the basic structure of the Fund. Most criticisms dissipated as the Fund
regained much of the lost value in the post‐crisis bounce‐back of financial markets in
2009. While it is true that these losses happened in the context of a global financial
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meltdown, this and the on‐going debate in Norway shows that the basic concept of
intergenerational wealth‐sharing is now firmly entrenched.
The most natural way of improving the GPF’s strategy is to broaden its investment
universe to include illiquid asset classes such as infrastructure and private equity,
and to refocus is geographic allocation away from developed economies in Europe
and North America towards faster growth emerging and developing economies in
Asia, Africa and Latin America.
A related move is for the Fund to move away from a passive, non‐strategic stance
towards more active management and a strategic approach. Last but not least, the
Fund needs to measure and manage climate change‐related risks at the same level
that it treats market and credit risks now.
Doing this will deliver multiple benefits:
First and foremost, it will significantly enhance the returns on investments. Equally
important, this will reduce the overall risk of the GPF’s portfolio by adding true
structural diversification to its current portfolio, which is a large and risky one‐way
bet on the growth potential and future of developed economies being bright.
At the same time, increased investments in developing economies, where a shortage
of long‐term risk capital is a major impediment to growth, infrastructure and poverty
reduction, will have a large positive impact on development outcomes. This is in line
with the GPFs stated mission to be a responsible investor and promote sustainability.
It will help tackle poverty directly by creating much‐needed jobs in the developing
world. The indirect effects, through reducing infrastructure bottlenecks, promoting
growth and helping generate additional public resources that can be deployed to
tackle inequality and provide access to essential services, may be even greater.
Despite all new money in the GPF coming from oil and gas, the Fund has no
comprehensive climate change strategy, though it is supposedly a priority area of
focus. It continues to invest heavily in oil and gas majors, and old‐fashioned utilities
(including those dependent on coal‐fired plants for generating electricity). Not only is
this problematic from an ethical perspective, but it also highlights an imprudent
approach to risk management, given how exposed the Norwegian economy in
general, and the Fund in particular, already are to the oil and gas sector. It makes the
Fund very vulnerable to policy action to address climate change that will inevitably
increase the price of carbon emissions or limit their quantity, or both.
Managing climate change‐related risks at the level of the Fund in the manner that
market risk and credit risks are handled, introducing carbon stress tests on the
portfolio to minimise the GPF’s exposure to expected rises in the price of emissions
would all mean that the Fund would be simultaneously more prudent and would
promote a more sustainable footprint.
Such an approach would inevitably lead to decisions to sell‐off most of the Fund’s
stake in ‘dirty’ industries and, if done diligently, should drive the GPF towards a
positive screening approach towards green investments, as laid out in Re‐Define’s
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‘Building a Green Financial System – Funding the Green New Deal’ Report for the
European Parliament4.
Conclusion
Norwegian leaders were far‐sighted when they first set up the framework for a
sovereign wealth fund in 1990. Many other countries have found it too hard to resist
the temptation to spend rather than save oil riches.
Once the oil money started flowing into the Fund in 1996, those who had worked
hard to build a political and technocratic consensus on the need for a SWF were
rightly cautious about safeguarding it. The policy was particularly vulnerable to
‘negative headline risk’, driven by investments turning sour. This led to a conservative
bias on how the Fund should be invested. So investments in non‐transparent and
illiquid assets, as well as less developed countries, were shunned in favour for an
index‐based strategy focussing mostly on developed economies that tracked the
market and limited the scope for discretion. This bias was lent support by a genuine
lack of human capacity and expertise, as well as real difficulties in measuring and
monitoring performance of less liquid assets. It was the best strategy to avoid any
challenges to the consensus on the GPF.
The natural, but perhaps unintended consequence of this understandable approach
was that the GPF has implicitly taken a concentrated bet on developed countries,
which are expected to grow much slower than developing economies. This is a risky
bet, particularly as the world economy is in the midst of a transition towards
emerging and developing economies, and this bet has been largely responsible for
the Fund’s sclerotic returns.
The Fund has underperformed with respect to its peers, while having a concentrated
exposure to the risks of demographic decline and structural problems in developed
economies – so it is time for a new investment strategy. This would need to allow
NBIM to make illiquid investments and reallocate a substantial proportion of the
portfolio away from the developed towards the developing world. It is also time to
address the Fund’s unacceptably high exposure to actions to address climate change,
which the Fund argues for itself in its engagement with companies and policy
makers.
The risk of negative headlines remains, but the political consensus on inter‐
generational wealth sharing is now much more robust in Norwegian society than it
was 15 years ago. The on‐going debate in the context of the forthcoming elections
presents a perfect opportunity for a well‐informed and mature debate on how to
improve the management and strategy of the GPF. This opportunity should not be
squandered.
A move towards such investments would not only diversify away some of the risks
faced by the GPF, but it would also deliver a return of 4% and higher. Additionally,
this has the capacity to deliver a substantial development dividend by directing
4

Re‐Define, 2011, ‘Funding the Green New Deal: Building a Green Financial System’. http://re‐
define.org/sites/default/files/GEF‐Funding%20the%20GND%20web.pdf
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capital towards labour‐rich, but capital‐poor developing economies, where it can help
generate additional growth, create jobs and lead to poverty reduction. This would
also support the GPF’s stated ambition to drive sustainability and responsible
investments. Moving toward integrating climate‐change risks in its main risk
management will mean that the Fund becomes less risky and promotes a sustainable
footprint.
Sometimes it is possible to reap double dividends. Moving in the direction suggested
in this report, the GPF will be ‘Good for Norway, Good for Development and Good for
the Environment’.
Structure of the Report
In this Chapter we laid out the history of the Fund and explained the context for this
report. In Chapter 2 the Report discusses some key facts about the GPF, but does not
analyse them in great detail. This is done in Chapter 3, which discusses the GPF’s
strategy at length and offers a critical analysis. Chapter 4 builds on the analysis in
earlier chapters and suggests an optimal strategy for the GPF to follow. Chapter 5
follows with concrete recommendations on how the new strategy could be
operationalized. Chapter 6 discusses the unmet needs of developing countries and
how GPF investments there could help deliver positive outcomes on job creation and
poverty reduction.
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Chapter 2: A brief overview of the GPF
Size
The Norwegian Government Pension Fund – Global is the world’s largest sovereign
wealth fund. As of August 2013, it was worth $760 billion and it is expected to grow
to more than $1,100 billion by 20205.
At the end of 2012, it held shares in 7,427 listed companies and 4,047 kinds of bonds
from 1,196 issuers. Its large size means that even when it is so thinly spread, the GPF
owns an average of 1.1% of all listed companies in the world, with the average stake
rising up to 2.5% in Europe.
In fact it is the largest single owner Fund in the world.
Objectives and Drivers
The GPF differs from other funds in that it manages the savings of a country, not a
single investor. The official objective of the GPF is ‘to maximise international
purchasing power with moderate risk in order to ensure that future generations will
be able to derive the maximum possible benefit from national savings.’ The
Norwegian government also states that the ‘goal of good financial return is closely
linked to the ambition to be a responsible investor6.’
This objective is operationalized by the Ministry of Finance, which reports to the
parliament that owns the Fund on behalf of the Norwegian people. The Ministry’s
interpretation of this objective is critical, as it decides what the Fund, which is run on
a day‐to day‐basis by Norges Bank Investment Management, can and cannot do. The
Ministry interprets the objective to mean that




‘The Fund has a strong capacity for bearing risk’,
‘It has a long investment horizon’,
‘There is no obvious liability’.

Hence, it aims to achieve ‘the highest possible return consistent with the owners’
risk preferences for a moderate level of risk.’ The only quantitative target is the
assumption of a 4% real rate of return over the long‐term, which led to the fiscal rule
adopted in 2001 specifying that no more than 4% of the value of the Fund should be
used for deficit financing, so that the Fund does not get depleted.

5

NBIM, 17 July 2013, ‘Projection for the size of the fund’. http://www.nbim.no/en/Investments/Market‐Value/forecast‐
for‐the‐size‐of‐thefund‐/
6
Norwegian Ministry of Finance, 2013, ‘Government Pension Fund Global’.
http://www.regjeringen.no/en/dep/fin/Selected‐topics/the‐government‐pension‐fund/government‐pension‐fund‐
global‐gpfg.html?id=697027
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In terms of operationalizing these objectives the ministry believes that





There should be effective control of operational risk,
Investments must be made responsibly,
The Fund should take advantage of being a large and long‐term investor,
The Fund should follow good governance principles7.

The key drivers for the investment strategy specified by the MoF are







A belief that markets are largely efficient,
A commitment to diversification,
A focus on gaining from risk premiums,
A clearly articulated benchmark,
Care in selecting and monitoring asset managers, especially for less liquid assets,
Integration of responsible investment into the Fund8.

NBIM states that in order to achieve the stated MoF objective of the highest possible
international purchasing power, there is a need for having a ‘broad‐based ownership
of global production of goods and services9.’
While it is hard to argue with any of the stated objectives or the drivers, it will
become clear in the next chapter that the MoF is following many of them in spirit
only. For example, despite the Fund’s risk‐bearing capacity being acknowledged, it
is not really being used. The same goes for the Fund’s potential as a long‐term
investor, which is not being exploited properly; nor is the Fund well‐diversified in
its exposures to risks. The Fund has also done little to manage climate‐related
risks, while paying lip service to sustainability and by excluding much of the
developing world, and thus does not have a ‘broad‐based ownership of global
production of goods and services.’
Potential to Be the Ultimate Long‐term Investor
Unlike many other SWFs and other long‐term investors such as pension funds, GPF
money is not committed to finance any particular liability and, despite its name, it
does not fund pensions. Instead, it is run as a vehicle for inter‐generational wealth
sharing in the sense that on average 4% of the outstanding size of the Fund (the
assumed annual return) is spent every year, so it works as an endowment for the
citizens of Norway10.
Not having any liabilities means that the GPF can be a truly long‐term investor, since
legislation says that the principal of the Fund will not be spent. On average, the
percentage of the Fund spent every year and is so small, and such a sum can always
7

NBIM, 17 July 2013, ‘Projection for the size of the fund’. http://www.nbim.no/en/Investments/Market‐Value/forecast‐
for‐the‐size‐of‐thefund‐/and Strategy Council 2010, 26 November 2010, ‘Investment strategy and the Government
Pension Fund Global’. http://www.regjeringen.no/Upload/FIN/Statens%20pensjonsfond/SR_Final_GPFG_25Nov.pdf
8
ibid
9
NBIM, 4 March 2013, ‘Annual Report 2012’. http://www.nbim.no/en/press‐and‐publications/Reports/2012/annual‐
report‐2012/
10
Norwegian Ministry of Finance, 2009, ‘The management of the Government Pension Fund in 2009’, Report No.10
(2009‐2010) to the Storting’. http://www.regjeringen.no/pages/2500165/PDFS/STM200920100010000EN_PDFS.pdf
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be mobilized. This means that even in the midst of a crisis the Fund should not come
under pressure to try and sell illiquid investments. The target investments should be
those believed to be most profitable over a long‐term horizon, not those that can be
sold easily.
Few other funds have explicitly stated the desire to protect the principal, and most
other ‘so‐called’ long‐term investors have liabilities they have to fund. This means
that they may not always be able to behave as long‐term investors despite wanting
to, as sometimes they will need to sell their investments unexpectedly. In this sense,
the GPF has the luxury of being able to take the longest possible investment horizon,
because it will never be forced to liquidate its core portfolio, as it has no core
obligations.
During the on‐going financial crisis some of the best known long‐term investors,
including the Harvard and Yale endowment funds, which have had a stellar track
record, came under enormous pressure, because many of their investments are
locked into illiquid investments (as is appropriate for true long‐term investors).
Because they fund a substantial proportion of the annual operating expenses of their
respective universities and could thus not sell illiquid investments without serious
losses (particularly in the midst of a crisis), the universities were forced to cut back
on activities11.
Because the GPF does not fund current expenditure and has no planned long‐term
liabilities, it can be the ultimate long‐term investor and have no fear of illiquidity.
However, despite the fact that it could be making 50‐year investments, which lock
funds in for the long term, the GPF only invests in liquid securities that are also the
investment of choice of investors with much shorter investment‐horizons and
tighter liquidity constraints.
Investment Strategy
It is widely believed in the asset management industry that the decision on how
much to invest in which asset classes and in which geographic segments is the most
important decision for a fund manager to make, as this will be the main driving force
for the risk and return characteristics of a portfolio12. This is also true for the GPF,
where the strategic allocation of assets between geographic areas and across asset
classes have driven the GPF’s return. Historically, the MoF has been very
conservative in its approach and has skewed the portfolio heavily towards developed
markets. It has also severely limited the asset classes that the GPF is allowed to
invest in.
The MoF recently introduced some significant changes to its portfolio allocation,
expanding the share of equity investments and marginally increasing assets allocated
to emerging markets. It also allowed the GPF to make real estate investments, but
for the most part most asset classes and most countries in the world remain out of
bounds for the GPF.
11

Gold, H., August 17 2009, ‘Tough lessons for Harvard and Yale’, Real Clear Markets.
http://www.realclearmarkets.com/articles/2009/08/17/tough_lessons_for_harvard_and_yale_97363.html
12
Dogu, L. F., 2009, ‘It’s all about your asset allocation’, Forbes. http://www.forbes.com/2009/12/23/asset‐allocation‐
mutual‐funds‐etfs‐personal‐finance‐bogleheads‐view‐dogu.html
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NBIM made its first real estate acquisitions in 2012. The MoF now specifies that the
GPF should hold 60 % of its assets in equities, 35 % to 40 % in fixed income and can
hold as much as 5 % in real estate13. Halfway through 2013 the actual holdings were
63.4 % in equities, 35.7 % in fixed income and 0.9 % in real estate. Investments in
real estate are expected to increase further.
The regional weights until 2012 were 50%, 35% and 15 % for equities and 60%, 35%
and 5 % for fixed‐income instruments for Europe/North America and Africa/Asia and
Oceania respectively 14 . These too were changed in 2012 to gradually reduce
investments in Europe to about 40 % of the Fund from more than 50 %. The GPF will
at the same time increase investments in other regions, especially in emerging
markets, so Europe’s share will be gradually cut back to 40%15.
The end of year geographic weights in the table show that geographic rebalancing
away from Europe has already started. The shares of other regions will rise.
Table 1: Geographic weighting

Source: The 2012 annual report of the GPF‐Global

In line with these broad changes to asset and geographic weights, the MoF is
generally moving in the direction of allowing NBIM to invest across a larger number
of emerging economies ‐ having allowed it to buy bonds in Taiwan, Russia, China,
Colombia and Turkey and equities in Qatar, Kenya, Oman and Romania.
Despite this recent move towards expanding the countries and instruments in
which NBIM can invest, the MoF’s overall strategy for the GPF remains highly
restrictive. More than half the countries in the world, including some of the fastest
growing, but poor developing countries remain off‐limits for GPF investments.
Moreover, the GPF is only able to invest in listed equities and bonds and now in
the real estate market, while important asset classes such as infrastructure
investments and private equity remain off limits.
Beyond having these regional and asset class weights, the MoF specifies benchmark
indices comprised of a broad range of equities and bonds that the Fund is supposed

13

NBIM, 16 September 2011, ‘Government Pension Fund Global: Investment Strategy’.
http://www.nbim.no/en/Investments/
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These were, as the head of the Norges Bank notes, partly determined using Norwegian import weights from the mid‐
1990s. He also suggested that they Fund should consider abolishing them
15
NBIM, 4 March 2013, ‘Annual Report 2012’. http://www.nbim.no/en/press‐and‐publications/Reports/2012/annual‐
report‐2012/
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to track. The equity benchmark is the FTSE Global All Cap index16 comprised of 7,103
listed companies and the fixed income benchmark is the Barclays Global Aggregate
Index17 consisting of 9,487 bonds from 1,926 issuers. The MoF specifies that the
tracking error (deviation from these indices) should be no more than 1%. This gives
NBIM some scope for actively managing its portfolio, but not much. The tracking
error for the most recent quarter was only 0.6%. The MoF has also specified that the
Fund cannot hold more than 10% of voting shares in any listed companies. This stops
NBIM from acquiring strategic stakes in firms of the kind that other sovereign wealth
funds often buy.
This means that NBIM has little discretion in making investment decisions, and that
the GPF is primarily a passive investor that hugs the index.
Performance of the Fund
In drafting its fiscal framework the Norwegian government has assumed that the
GPF will deliver a 4% real rate of return over the long term. However, the
performance of the GPF so far has fallen short. In its 15 years of operation since
1998, it has 5.25% nominal rate of return that falls to 3.26% once it is adjusted for
inflation and further down to 3.17% once operating costs are deducted18
It is this 3.17% then, which is available to the government to spend, not the 4%.
Under the current fiscal framework, where the government spends 4% of the value,
the principal of the Fund would get depleted over time, which goes against the idea
of inter‐generational wealth sharing.
As we discussed in a previous section, it is asset allocation, which is the main driver
of the return on a portfolio. In fact, the return on the benchmark indices and asset
weights the MoF has specified for NBIM is an even more unsatisfactory 4.94%
nominal. NBIM has done rather well, within the very little room for discretion it has,
to have generated a 0.23% excess return over the benchmark19.
The MoF is right to say that what really matters is the Fund’s performance over the
long‐term. Fifteen years of a track record where the GPF has underperformed
relative to the 4% expected return, combined with poor growth prospects in
countries where the GPF is mostly invested are enough to question the
appropriateness of the current approach. It is reasonable to conclude that the
current investment strategy of investing passively in indices of bonds and equities
mostly in the developed world is highly unlikely to deliver the target rate of return
for the Fund.
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Responsible investments
As discussed earlier, the legislation governing the GPF specifies that good financial
returns are linked to being a responsible investor. This implicitly recognizes, that
those investment strategies, which ignore the environment, social and economic
impact and sustainability of business operations will fail to deliver good financial
returns in the long‐term.
A second driver of the responsible investment policy is the belief that the GPF
‘should not make investments which constitute an unacceptable risk that the Fund
may contribute to unethical acts or omissions, such as violations of fundamental
humanitarian principles, serious violations of human rights, gross corruption or
severe environmental damages20.’
In interpreting the requirements of responsibility and sustainability, the MoF has
specified that NBIM should follow principles of good governance and integrate
responsible investments into the day‐to‐day management of the Fund.
In order to operationalize this, NBIM engages with companies it holds shares in. In
particular, it focuses on six strategic areas:







Equal treatment of shareholders,
Roles and responsibilities of the board,
Well‐functioning financial markets,
Children’s rights,
Climate change,
Water management.

It bases its engagement on the United Nations Global Compact and the OECD’s
Principles of Corporate Governance and Guidelines for Multinational Enterprises.
Beyond this, the Fund also follows a negative screening strategy, wherein it excludes
companies such as those producing tobacco or landmines, which are deemed to
violate its ethical guidelines. Last, but not least, the Fund can also exclude companies
the operations of which violate the guidelines of the Fund. For example, the GPF
recently sold off its stake in 23 palm oil companies in Indonesia and Malaysia, as it
deemed their business model unsustainable21.
However the Fund has come in for growing criticism from a number of quarters,
including from the OECD. It is often accused of ‘talking the talk’ but not knowing
enough about what the companies it invests in get up to. The OECD, for example,
has said the Fund lacks a strategy for identifying and dealing with possible human
20
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rights violations by the firms it invests in as highlighted in a case with the Korean
steel maker Posco22. The Fund, for its part, has argued that the OECD guidelines
should not apply to it as a minority shareholder23.
Given that it is mandated to only be a minority shareholder, does this mean that
signing up to the OECD guidelines was meant to be an empty gesture? It has also
been criticised for it’s narrow interpretation of its ethical policy – for example
limiting human rights mostly as children’s rights. Stung by criticisms, the Fund has
just announced that it will seek to engage more actively with the firms it in and has
appointed a corporate governance advisory board to help build capacity24.
Overall, it is fair to conclude that the ethical footprint of the GPF’s investment
policy is severely limited because of three reasons. First that it takes a very narrow
view of being responsible and sustainable and has narrow focus issues that may
not address the vast majority of unethical practices. Second is has very limited
capacity, even when it has the right intention, to actually engage with the firms it
invests in and change practice. And third, because it mostly uses negative
screening to exclude sectors and companies it misses huge opportunities to use
positive screening to enhance the ethical and sustainability dimension of its
investments.
Climate change related risks
On the one hand, the GPF has listed tackling climate change as a priority area of
focus where it tries to influence its portfolio companies as well as affect policy. It
has, in fact, co‐financed an excellent study on the subject of long‐term investors and
climate risk but appears to have ignored the far‐reaching conclusions from this
report25. It has no meaningful strategy to address the impact of climate change or
policy actions to prevent climate change on its portfolio despite the fact that the
likely financial impact of both is substantial. The limit of its actions seems to be to try
and stop major companies it invests in from lobbying against legislation to tackle
climate change.
Based on the latest figures available, 3 of its 10 largest equity investments are in the
oil and gas sector. As much as 10%‐15% of the GPF’s overall portfolio is invested in
this sector, in utilities generating power from coal‐fired plans or in companies mining
coal. According to the World Wide Fund for Nature (WWF), the GPF is invested in
147 of the 200 companies holding the largest reserves of coal, oil and gas in the
world26.
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How compatible these investments are with the GPF’s self‐professed efforts to
tackle climate change, as well as its ‘responsibility’ and ‘sustainability’ mandates is
questionable. Partly to assuage criticism of its environmental credentials, the GPF
launched a five‐year pilot project in 2009 to invest more than $3bn into green
investments, a first sign of positive screening27. However, the size of this pilot effort
and its impact on the Fund’s large exposure to climate change‐related risks is
negligible, especially given that of the roughly $1.5 trillion the GPF is expected to be
worth in 2025, half will come from the sale of oil and gas28.
Conclusion
It is clear that as the largest single owner Fund in the world, with the additional
advantage of potentially being able to invest for the very long‐term, the GPF can be
one of the most powerful and effective sources of capital in the world.
However, the very restrictive asset allocation and investment strategy that limits
investments primarily to liquid asset classes and in the developed economies means
that the Fund is not actually behaving as a large Fund with a long‐term horizon
should.
In mid 2013, for example, fully 99.1% of all GPF investments were in liquid securities,
namely listed stocks and bonds, and more than 90% in developed economies ‐ despite
the fact that this is not representative of the current or future expected shape of the
global production of goods and services. It is these restrictions on investments that
are also primarily responsible for the GPF having failed to meet its 4% targeted rate
of return over the 15 years of its operation.
Given that the global economy is in the midst of a major structural shift, where
emerging economies and other developing countries will be the main drivers of
growth, this strategy appears to be very short‐sighted and will fail to deliver the
target rate of return.
As the analysis in this report will conclusively show, without a major reallocation of
its portfolio to include illiquid investments suitable for a true long‐term investor and
towards investments in the developing world, the GPF will continue to deliver
sclerotic returns. The opportunity cost of this strategy for Norwegian citizens, who
ultimately own the Fund, is very large. At the same time a continuation of the current
strategy has also a large opportunity cost for citizens of the developing world, who
could benefit tremendously from the kind of patient capital and counter‐cyclical
approach the GPF could bring.
Business as usual could mean that the GPF violates the spirit, if not the letter, of its
fiduciary duty to Norwegian citizens to deliver high returns consistent with a
moderate level of risk. The returns from the current strategy are too low and the
inherent risks are too high.
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The Fund also fails to account, in any sensible way, for the large financial risks it faces
both from the potential impact of climate change on its portfolio companies and
from policy action to counter the threat of climate change. This ‘see no evil, hear no
evil’ strategy is financially imprudent and ethically dubious, particularly given the
GPF’s self‐professed focus on tackling climate change.
Meanwhile, a narrow interpretation of its ethical mandate, a lack of deep capacity or
expertise to engage actively, as well as a limited negative screening approach, all
limit the ethical footprint of the Fund. It is probably failing to fulfil its mandate of
being responsible and incorporating sustainability into its investments. Perhaps most
alarmingly, its schizophrenic attitude towards climate change means that it is failing
to prudently measure or manage its substantial exposure to climate risks.
Our report highlights how this risk could be better identified and tackled, and what
this would imply for the investment strategy of the Fund.
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Chapter 3:
The GPF’s Strategy is Sub‐Optimal
An Indictment of the Current Approach by the Strategy Council
As highlighted earlier in this report, the GPF is locked into what looks increasingly
like a high‐risk/low‐return strategy that generates a long‐term return below the 4%
real rate that has been factored into the budgetary process in Norway. This leaves it
very vulnerable not just to a very high risk of under‐performance, but also to the
kinds of structural risks (such as an ageing population and high levels of
indebtedness) that most developed countries now face.
In a report that criticises the present investment strategy prescribed by the MoF, the
Strategy Council to the GPF says: ‘This target is more challenging in the current
investment climate, when real long‐term yields are low. For example, ‘riskless’ real
long‐term yields have fallen from 4% to almost 0% during the past decade29.’ The
latest annual report from NBIM confirms that the yield on the Fund’s fixed income
investments that constitute nearly 40% of the portfolio have fallen from 4.5% at the
beginning of 2010 to just 1.9% by end 201230.
The Strategy Council goes on to say that ‘no safe strategy currently exists to achieve
a 4% real return. To make the 4% target conceivable over a long horizon, investors
must accept a reasonable probability of lower returns or of actual losses over a
shorter horizon. The fact that the Fund is not obliged to achieve 4% real return every
year, or even every decade, enables greater risk‐taking in the GPF portfolio31.’
The Council suggests that the Fund is being too conservative in its investment
strategy and that it is capable of exploiting the fact that it has no liabilities much
better so as to become a true long‐term investor. The Council also implies that,
unless the Fund takes on more risk and starts to behave as a true long‐term investor,
for example, by investing in illiquid assets, it may never achieve a 4% real rate of
return. For example, since it began investing in 1998, the Fund has generated an
annual net real return of only 3.17%.
The questions that have been raised not just by the Council, but also increasingly by
other commentators and analysts, can be roughly summarized as follows:



29

Is the Fund’s current investment strategy capable of delivering the desired rate of
return?
Does it use its large size to good effect?
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Is the Fund too conservative and risk‐averse?
Does the Fund behave as a true long‐term investor?

Two implicit additional questions are:



Should the Fund rebalance its geographic asset allocation away from developed
markets towards developing countries?
Should it invest in illiquid asset classes?

The Council identifies what it sees as some of the salient features of the Fund32.
These are








The owners of the Fund, the Norwegian government on behalf of the citizens, have a
long‐term horizon with little need for liquidity, so the Fund has a natural advantage
in making illiquid investments;
The long‐term horizon makes the Fund much more tolerant of short‐term return
volatility and paper losses, so it can make bets that look riskier in the short‐term;
The large size of the Fund may impose some constraints on it, especially where its
entry can overwhelm the market. At the same time, it also brings advantages of
scale;
The Fund can benefit from becoming a provider of liquidity ‐ particularly in
dislocated markets ‐ through buying asset classes that are unpopular;
Finally, a value‐bias, wherein the Fund focuses on assets that not many other
investors are interested in (so that it can put its patient and liquidity supplying
nature to good use), would be a good fit for the Fund.

Broadly speaking, it thinks that the Fund could





Accept higher risk (from various sources),
Expand exposure to illiquid assets,
Extend rebalancing to become more pro‐actively contrarian,
Develop various forms of insurance selling.

We agree whole‐heartedly with the Strategy Council’s analysis and
recommendations for the GPF to change strategy. This ought to include
substantially expanding investments in illiquid assets, adopting an explicit long‐
term horizon that is much more tolerant of short‐term volatility and considering
selling insurance.
Are the GPF’s Peer Group Performing Better?
Given the Strategy Council’s indictment of the GPF’s present strategy, it makes sense
to look at whether other comparable investors have been able to deliver better
returns.
Let us first look at large pension Funds. ABP, the Dutch pension fund, now worth
more than $370 bn, has delivered a 7.2% cumulative nominal return over the past 20
32
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years. This is equivalent to a 5.1% real rate of return33. Calpers, another pension
fund behemoth now worth more than $250 billion, delivered an annual return of
7.9% during the past decade34. It has earned an annual return of more than 9% over
the past 30 years35.
Now let us look at endowment funds, which the GPF resembles even more closely in
terms of its mandate. Yale’s endowment fund has delivered an annualized rate of
13.7% over 20 years. For Stanford, the return over the last decade has been 9.7%,
and Harvard University’s endowment has almost matched the performance of Yale’s
fund by delivering a 12.3% return over the past 20 years36.
It is perhaps even more important to look at how other large sovereign wealth funds
have performed. Temasek, Singapore’s Sovereign Wealth Fund worth more than
$173 billion, has delivered a 16% rate of return37 since its inception in 197438, with
the ten and twenty year returns being 13% and 14%. New investments made since
2002 have delivered over 18% annualized (compounded) returns to Temasek. It uses
a very moderate level of leverage, which increases the rate of return, but, even
without this, its returns have often been in the double digits. The simple annual
return on assets since 2002 has been more than 6.5%.
The record of Abu Dhabi’s sovereign wealth fund, ADIA, which is comparable to the
GPF’s $760 billion in size, is also good. In U.S. dollar terms, the 20‐year and 30‐year
annualised rates of return for the ADIA portfolio were 7.6% and 8.2% respectively, as
of 31 December 2012.39
China’s sovereign wealth fund, the CIC, worth more than $450 billion, is a relative
newcomer. Established in 2007 it has seen a cumulative annualized return since
inception of 5.02%40.
Even the GIC, the Singaporean foreign exchange reserve management fund,
estimated to be worth more than $250 bn (managed more conservatively than
Temasek), has a better track record than the GPF. The annualised rolling 20‐year real
rate of return until March 2013 was 4.0%, with nominal rates of return in USD terms
of 8.8% over 10 years and 6.5 % over 20 years41.
As we will see in a later chapter, it is not just the GPF’s peer group, which is
performing well, but also a group of investors known collectively as Development
Finance Institutions (DFIs). The primary mandate of these institutions, such as the
33
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International Finance Corporation – the private sector arm of the World Bank ‐ is to
foster the development of the private sector in developing countries. However, they
are also self‐financing, which means they endeavour to make profitable investments.
Norfund is the Norwegian part of the family.
What is remarkable, is that many of these DFIs, including Norfund, have consistently
delivered a higher return than the GPF. This is the case despite their primary
mandate being development, and the fact that they operate mostly in countries with
imperfectly developed market and governance standards.
It can be seen that a number of Funds in the GPF’s peer group that includes
pension funds, university endowments and other sovereign wealth funds, have
delivered significantly higher returns ‐ some over periods much longer than the 15
years of the GPF’s existence. It would not be unreasonable to conclude that the
GPF has underperformed in comparison to its peers. What is remarkable is that
even a number of Development Finance Institutions, including Norfund, have also
delivered better returns than the GPF, despite operating in challenging
environments.
How Does the GPF’s Peer Group Invest?
Given that many in the GPFs peer group have outperformed it, it only makes sense
to examine their investment strategies and see if these offer any obvious lessons for
the GPF. These must be interpreted with some caution, as strategies that have
worked well in the past may not work so well in the future – particularly as the world
is in the midst of a large structural shift of growth and economic weight towards
developing countries.
ABP holds about 40% its portfolio in fixed income assets, but also holds a substantial
proportion in the form of illiquid assets that include private equity, infrastructure
and hedge funds42. Moreover, it has a higher proportion of its portfolio exposed to
emerging and developing markets than the GPF. Similarly, Calpers dedicates a
significant proportion of its portfolio to investments in illiquid asset classes43.
The university endowments of Yale, Harvard and Stanford are known for having large
allocations to alternative asset classes such as private equity, hedge funds and
infrastructure investments, sometimes as much as 50% of their portfolio. They also
allocate a significant proportion of their portfolios to emerging and developing
economies. The model, first pioneered at Yale, recognizes that for true long‐term
investors such as endowments too much liquidity is a bad thing to be avoided, rather
than a good thing to be sought out, since it comes at a heavy price in the shape of
lower returns44.
Now let us look at the sovereign wealth funds. Unlike the GPF, which has been a
passive, non‐strategic investor in mostly developed country bonds and equity
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indices, Temasek is an active and strategic investor, which uses more instruments
and focuses much more heavily on the developing/emerging world, particularly on
Asia. 58% of its investments are in mature economies and 42% in growth
economies45. Temasek holds targeted strategic stakes in firms, having just made an
investment of $3 bn in the Industrial and Commercial Bank of China, for example. Its
role as a strategic investor is clear, because 37% of its equity investments were in
firms where it has a more than 20% stake. Its willingness to exploit its long‐term
horizon can be gauged both from the size of large (and hence less liquid) stakes, as
well as the fact that 27% of its portfolio is in unlisted assets that are often illiquid46.
ADIA too has a broader geographic reach and invests in more asset classes than the
GPF. It manages a diversified global investment portfolio across more than two
dozen asset classes and sub‐categories, including quoted equities, fixed income, real
estate, private equity, alternatives and infrastructure.
CIC has recently made substantial changes to the way it is run. In 2011 the CIC
adopted an explicit investment horizon of 10 years to reflect its nature as a long‐
term investor and made relevant changes to its asset allocation strategy and risk
management process. For instance, it has built up positions in non‐public market
assets, particularly direct investments and private equity investments in such
industries as energy, resources, real estate and infrastructure. At the end of 2012 the
CIC had 32% of its investments in listed equities, 19.1% in fixed income, 12.7% in
absolute return strategies, 3.8% in cash holdings and 32.4% in long‐term investments
such as infrastructure47.
GIC invests in private equity both directly into firms and indirectly through funds. It
also invests directly into infrastructure ventures both in developed and developing
countries48.
What Lessons Can We Learn From Asset Allocation Strategies of the GPFs Peer
Group?
Looking through the asset allocations and investment strategies of the peer group of
the GPF, a number of things stand out. In almost all cases, in comparison to the GPF,
the peer group has





45

A more active approach to investment in contrast to the GPFs approach which is
passive;
A more strategic approach that does not preclude large stakes which the GPF shuns;
A substantial allocation of investments towards illiquid asset classes, particularly
private equity and infrastructure;
A higher exposure to investments in emerging economies and the rest of the
developing world;
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A risk management approach that pays more attention to performance over the
long term.

A discussion of its strategy by GIC is particularly instructive49. It recognizes that
emerging market assets are more volatile in the short term. It also highlights that
they may be riskier in other dimensions, such as presenting a higher risk of fraud,
loan defaults and low liquidity during periods of market stress. However, despite
recognizing these potential problems, the GIC took a strategic decision to increase its
exposure to developing countries in 2003. It took the view that these countries
would outperform the developed markets, and since 2003 it has built up an
exposure of 15% of its portfolio to developing country equities ‐ with a focus on
emerging Asia.
Its bet that the boom‐bust cycle that has plagued developing countries in the past
would be less severe as governance improved, and that structural improvements in
emerging markets would be sustained, has paid off and generated handsome
returns.
GIC’s view that emerging and developing markets would out‐perform developed
markets in the long‐term ‐ the only time horizon that matters to a long‐term investor
‐ has a very powerful logic for the GPF.
Another aspect of the GIC’s approach has a special resonance for the GPF. It has a
policy of attempting to determine the intrinsic value of its investments, and it buys
assets when their prices are below intrinsic value, and sells them when they are
expensive.
The GPF would be well served by moving from its present mostly mechanistic buying
and selling decisions towards a more fundamentals‐based approach.
‘Long‐term investing enables GIC to harvest risk premiums from different asset
classes. It also allows us to take a contrarian stance when short‐term deviations are
extreme and prices are significantly away from their long‐term fundamentals.’
Crucially, GIC recognizes that it can ‘only enjoy the rewards of long‐term investing if
they are prepared to tolerate short‐term losses or underperformance relative to
market indices from time to time50’, another important lesson for the GPF.
The GPF needs to change its risk management practices, so as to measure
performance over a longer time horizon and give less importance to short‐term
deviations from market indices as measures of risk.
Other SWFs have also turned to the developing world in a major way. Asia in
particular — and not just China, but also India, Singapore, Indonesia and Malaysia
have received a large influx of SWF investment. Latin America, previously a
geography in which one saw very little direct SWF investment, has become more
popular with funds chasing superior returns. For example, it has been reported that
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over half of new SWF investments in 2010 were in non‐OECD economies51, with the
figures for 2011 and 2012 being comparable.
It is not just that other SWFs channel a much greater proportion of their new
investments into emerging markets, but also that these investments are, unlike
those of the GPF, strategic in nature. Many other SWFs take larger stakes in a smaller
number of companies and ventures compared to the GPF. The GPF deliberately
spreads itself thin, taking small stakes in a much larger number of companies, almost
the whole market index itself.
The approach of the GPF stands in stark contrast to funds such as the Qatar
Investment Authority, which in 2010 ‘invested US $2.7 bn in Santander Brazil to
acquire a 5% stake in the bank. It also made a big investment in Iberdrola (over 6%),
which boosted its profits from its Latin American operations to over 30% of the total
in 201052.’ The IPIC, one of the Abu Dhabi SWFs, for example, has acquired 100% of
CEPSA, a company present in a number of developing markets such as Brazil,
Colombia, Peru, Panama, Egypt and Algeria. The list of such strategic investments,
particularly in developing countries, by other SWF’s continues to expand
dramatically.
The lessons for the GPF are very clear. It needs to 1) be more strategic 2) have a
risk measurement and risk management system more suited for a long‐term
investor 3) invest more in illiquid asset classes, particularly infrastructure and
growth private equity 4) significantly ramp up its exposure to developing and
emerging markets 5) have a more active approach to the management of its stake
in companies.
These lessons are entirely consistent with the analysis in the report so far and with
the recommendations from the Strategy Council that we discussed earlier and
which we fully endorse.
The need to move beyond the present benchmarks to include developing economies
In common with many other funds, the GPF uses benchmark indices, against which
performance is measured and judged. The benchmarks derive from the FTSE global
index for equities, and for fixed income it uses a series of bond indices issued by
Barclays. Most recently, since the GPF has been allowed to invest in property, it also
has a real estate index, based on the investment property databank. NBIM, which
manages the GPF, is supposed to ensure that the annual returns on the equity, fixed
income and property portfolios do not deviate much from these indices. The MoF
decides what the benchmarks are and how much the GPF is allowed to deviate from
these – at present the maximum allowable tracking error is only 1%.
While it is clear that there is a need to measure the performance of the GPF, it is far
from obvious how this should be done. By choosing the indices that NBIM does and
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by limiting the allowable tracking error (deviation) to a small number, the MoF is
effectively forcing NBIM to buy the indices with very little room for discretion.
The Ministry has basically decided that the GPF should only be allowed to make
small passive investments in the secondary markets for liquid stocks and bonds
across mostly developed economies, with a slowly expanding extension of that
mandate into emerging and some developing economies. It has also decided that
these investments should mirror the composition of the indices it has chosen as
performance benchmarks closely – hence the low allowed tracking error. As
discussed in the previous sections, this naturally leads to a passive, index‐tracking
strategy for the GPF that is sub‐optimal and at odds with what most of its peer group
are doing.
On the one hand the GPF is expected to deliver an absolute annual real rate of
return of 4%, which has been budgeted for, albeit over the long term. On the other,
in the short term the performance of the GPF is measured relative to the benchmark
indices we have discussed. This must mean that the Ministry of Finance expects that
these indices themselves will, over a sufficiently long horizon, deliver annualized
absolute returns that are 4% or higher. In fact, this assumption is critical for
connecting what the parliament, the ultimate owner of the Fund, expects from the
GPF, to the way that it is actually run and the investments it makes.
This very fundamental assumption is questionable. Now, over the long term, returns
on investments for a large investor, which purports to be a ‘universal investor’,
should not deviate too much from global growth rates. These, as can be seen from
the table below, have on average been a bit below 4% ‐ particularly since the
outbreak of the financial crisis, but the deviation is within margins of error in the
longer term.
Table 2: World real growth rates (%)
World

1999

2000

2001

2003

2004

2005

2006

2007

2008

3

4.8

2.7

3.8

4.9

4.7

5.3

5.2

3.1

2009

2010

2011

2012

‐0.7

5.1

3.8

3.0

Source: CIA World‐Factbook

However, what the aggregate figures hide, is the fact that the largest contribution to
global growth now comes from developing economies. For example, in 2011 95
countries out of the 185 that figures are available for had real growth rates of 4% or
above53. Of these, only two – Sweden and Chile – are members of the OECD. The
vast majority of the others that grew at 4% or faster are developing and emerging
economies in Asia, Africa and Latin America. It may be worthwhile pointing out here
that of the GPF’s total portfolio, less than 10% is invested in countries that grew at
4% or faster, and that more than 90% is invested in countries that grew at less than
4%.
Nor is this divergence in growth a one‐off. Broadly similar patterns have now been
observed for many years and, as the most recent work from both the OECD and the
53
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US National Intelligence Council54 points out, these are likely to continue. For
example, the OECD now expects the share of global GDP attributable to OECD
economies to shrink from 64.7% in 2011 to 49% in 2030, and 42.3% in 2060 ‐ with
the share of the non‐OECD economies accounting for the balance 55 . Both
organizations expect that future growth will be driven by developing countries.
Under a different definition that divides the world into advanced economies on the
one hand, and emerging and developing on the other, the share of advanced
economy GDP is even smaller – less than 60% in 2012 in market value and less than
50% when defined in purchasing power parity terms (PPP)56. (The OECD includes
countries such as Mexico and Chile that are still emerging and not fully developed.)
The robustness of faster growth in emerging and developing economies can be
gauged from the fact that even prior to the crisis 90% of these economies were
growing faster than developed economies and that 94 of them had consistent
growth rates over 5% per annum57.
Box 1: The (re) emergence of the developing world
The dominance of Europe, the US and Japan in the global economy is a historical anomaly. For much
of the past 2,000 years or so economies such as India and China and also other nations that fit into
the broader category of developing countries have dominated the world economy. Evidence is
mounting that OECD countries are now locked in relative decline, and that the future once again
belongs to developing countries, where China and India are likely to dominate, while other developing
countries will also do much better.
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Not all developing countries are doing as well as China and India, of course. Particularly some low‐
income economies in Africa seem to have been left behind. However, there is good cause for
optimism that the same kind of catch‐up growth powered by a rural to urban migration and a move
up the value chain that has done so well for China is also possible in these other economies.
A number of them have already been doing well and have registered growth rates that are
impressive. According to the IMF, growth during 2011‐2015 in sub‐Saharan Africa will be higher than
in any other region of the world. During the full time‐span from 1992 to 2015, for example, average
output growth is expected to be 5.2 %, an impressive achievement. According to the World Bank,
while risks continue to lurk in Africa, the region offers the highest rate of return to investment in the
world.58

These figures also highlight another obvious anomaly with the GPF’s investments.
Not only is the less than 10% invested in developing and emerging economies
(inappropriate from the perspective of the nearly 60% of the share that these
countries are expected to have of the global economy in 2060), but it is also highly
skewed with respect to the 35%‐40% share of the global economies that these
countries already account for. According to calculations by Norwegian Church Aid,
the contrast is even starker for the sub‐category of lower middle‐income countries
and low‐income countries. Their share of GDP is 13%, but they account for less than
1% of the GPF’s portfolio allocation.
Another stark example is how few of the GPF’s investments are in Africa. These
amount to about $5bn59, about 0.65% of the GPF’s investments in contrast to its
2.4% share of world GDP at present (at market value‐the share at purchasing power
parity is higher). Africa is expected to account for 5% of world GDP within two
decades. Already, of the twenty‐five fastest growing economies in the world eleven
are in Africa60.
Table 3: Twenty‐five fastest growing economies

1
2
3
4
5
6
7
8
9
10
11
12
13
14

Country

GDP – Real Growth Rate

Libya
Sierra Leone
Mongolia
Niger
Turks and Caicos Islands
Turkmenistan
Panama
Afghanistan
Macau
Timor‐Leste
Cote d’Ivoire
Bhutan
Papua New Guinea
Iraq

104.5 %
19.80 %
12.30 %
11.20 %
11.20 %
11.00 %
10.70 %
10.20 %
10.00 %
10.00 %
9.80 %
9.70 %
9.10 %
8.40 %
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15
16
17
18
19
20
21
22
23
24
25

Angola
Liberia
Laos
Uzbekistan
Burkina Faso
China
Rwanda
Tajikistan
Mozambique
Zambia
Armenia

8.40 %
8.30 %
8.30 %
8.20 %
8.00 %
7.80 %
7.70 %
7.50 %
7.50 %
7.30 %
7.20 %

Now, in a global economy that is growing at less than 4% on an annualized basis, the
GPF may still realistically expect to be able to harness a long‐term return of 4%, but
only if it selectively favours investing in those parts of the global economy where the
average growth rates are higher – namely the developing economies. However, what
we observe is the exact opposite. More than 90% of the GPF’s investments are
concentrated in developed countries, which have not seen growth rates approaching
4% in many years and which are expected to grow only at rates of 1%‐3% over the
longer term (as the following graph illustrates).
Box 2: Problems in developed economies

Growth rates in the developed world have become sclerotic and are expected to stay depressed. The
EU, for example, which is the world’s largest economy at present, would be lucky to eke out a growth
rate of 1.5% over the next decade or so, even if it emerges intact from the Euro crisis. The graph
below shows the steady decline in the growth of OECD economies since the days of heady growth in
the 60s.

Norway’s own growth rates in recent years (though better than many other OECD
economies’) are illustrative of the problem, particularly when compared with the
growth rates of faster growing economies such as India and China in Asia and Zambia
in Africa.
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Table 4: China, India, Norway and Zambia growth rates (%)
Country

1999

2000

2002

2003

2004

2005

2006

2007

2008

2009

2010

2011

2012

Norway

0.8

2.7

1.6

0.6

3.3

4

4.6

3.7

2.6

‐1.4

0.4

1.7

3.1

China

7

8

8

8

9.1

9.1

10.2

11.9

9

9.1

10.3

9.2

7.8

India

5.5

6

4.3

8.3

6.2

8.4

9.2

9

7.4

7.4

10.4

7.2

5.4

Zambia

1.5

4

4.2

4

4.6

5

5.8

6

6

6.3

7.6

6.6

6.5

Thus the present asset allocation strategy and benchmarks used for performance
management by the GPF are fundamentally incompatible with the 4% real rate of
return that the Norwegian parliament expects from the GPF over the longer term.
Either the parliament must abandon this target in favour of a lower more realistic
2%‐3% target, or the GPF must change its strategic allocation significantly. The
present strategy imposes a large cost on Norwegian citizens in terms of lost
opportunities to generate better returns at similar or even lower levels of risk from a
portfolio that is better diversified and more representative of the shape of the
present and emerging global economy.
As things stand today, the Ministry of Finance has a list of allowable countries (all
OECD and a few emerging and developing countries), allowable investments (listed
and traded corporate, sovereign, sub‐sovereign, covered and mortgage bonds and
listed and traded equities) with a limited percentage of the portfolio (5%) now
investible in property. As we have discussed, this suffers from being concentrated
largely in exactly those mature economies where growth is likely to remain low for
the foreseeable future.
In order to better reflect the current and the future shape of the world economy,
as well as to try and harness the fruit of faster expected growth in the non‐OECD
economies, the GPF must significantly expand its geographic reach of allowable
countries, use alternative benchmarks for performance measurement and loosen
the very restrictive tracking error regime.
NBIM appears to agree with this conclusion, having acknowledged ‘that emerging
economies are experiencing stronger growth than developed economies.’ It goes on
to say that ‘it seems inappropriate to exclude emerging countries from the equity
benchmark portfolio on the grounds that they would currently contribute only
marginally to the benchmark portfolio’s risk and return characteristics.’ NBIM also
believes that small markets should not be excluded on the basis of limited
diversification characteristics61. The context of these remarks is that the MoF had
rejected the inclusion of more developing countries in the benchmark on the
grounds that many of these are small markets, where the GPF has no or limited
exposure, so that they are only contributing marginally to the characteristics of the
investment portfolio.
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In another report62 NBIM highlights the need to review the present approach of
using regional weights, saying instead that the ‘Fund’s international purchasing
power is best safeguarded through ownership of the means of production, as it is
this capacity that generates the supply of goods and services that the fund can
purchase.’ It concludes by saying that according to both its own analysis and from
the standpoint of the Ministry’s external advisers ‘today’s benchmark portfolios do
not fully represent the best investment strategy for the Fund.’
Partly recognizing this, the MoF did make some changes to the benchmark portfolio
and to regional weights in 2012. First, it reduced the allocated weight of Europe from
50% to 40%. Second, it announced an intention to move away from regional weight
allocations in its equity portfolio towards market weight allocations. Third, it
announced that the weights in its bond portfolio would be adjusted according to the
fiscal health of a country. Fourth, it announced the inclusion of a number of
additional emerging markets in its equity and bond portfolios. However, these
changes, while broadly in the right direction, simply do not go far enough.
The NBIM report concludes saying that ‘it may be possible to construct simple,
transparent, investable and verifiable indices for the Fund’s exposure to and
structurally stronger growth in emerging economies63.’
A study for NBIM conducted by Harvey and discussed in the Box below lends further
weight to the case for changing benchmarks to increase the weight accorded to
emerging and developing economies.
Box 3: The GPF should allocate more money to emerging markets64
As of December 31, 2011, Norway’s GPFG benchmark had 10.47% of its equity portfolio invested in
emerging markets – as defined by Morgan Stanley Capital International (MSCI). This benchmark
strategically underweights emerging markets compared to both market capitalization weights
(12.58% free float and 20.2% total market capitalization) and GDP weights (32%). The figure below
shows the time series of the MSCI weights in emerging markets and the current GPFG allocation.
The report recommends that the Ministry of Finance increase its weight in emerging markets to 16%.
This would take the benchmark half way to the total market capitalization weights.
It also suggests that there are strong reasons to believe that there are higher expected returns to be
obtained from investment in emerging markets relative to developed markets. These expected
returns reflect the higher growth opportunities that are available in these markets.
These returns come at the cost of higher market volatility and less liquidity. While this could be a very
significant risk for an investor with a shorter investment horizon, the GPFG is in a unique position as a
long‐term investor to mitigate this type of risk. While short‐term volatility of emerging market returns
is higher than developed returns, longer‐term investors should not care much about such volatility.
First, there is considerable evidence that political risk is rewarded with higher expected returns.
Second, political risk is mean reverting (falls after rising), which implies an opportunity for the long‐
62
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term investor. Again, the GPFG has the advantage of having both full global diversification (which
minimizes a negative outcome in any given country) and a very long holding period, which means that
some transitory political risks are unlikely to diminish the long‐term expected returns. Third, given
today’s environment (European and developed country debt crisis), it is not obvious that there is any
substantive difference between developed and emerging markets when it comes to political risk and
corporate governance.

Conclusion
From the above analysis it is clear that the GPF urgently needs to take a fresh look at
its investment strategy that appears to be fundamentally incompatible with
generating what the Norwegian parliament expects to be a 4% real rate of return
over the long term. Importantly, the present index tracking strategy that excludes
large swathes of the developing world has also been sharply criticized by the Strategy
Council to the Fund, which has found that the GPF does not put its large size and
long‐term nature to good use.
The GPF also underperforms many of its peers, most of which take a more strategic
approach to investment, invest much more heavily in developing and emerging
markets and often seek out illiquid investments such as private equity, infrastructure
and large strategic stakes in listed companies ‐ all of which the MoF has forbidden
NBIM to invest in. The MoF has also excluded many of the world’s fastest growing
economies from the list of allowable investments by NBIM and forces the GPF to
track the index closely by specifying a very small – 1% tracking error.
The deep problem lies exactly with the fact that the MoF specified indices and
universe of allowable investments are skewed very heavily towards low growth
developed economies and shun countries with faster growth prospects.
This strategy is untenable and it is time for comprehensive reform. The critical
elements of these reforms would need to be to








Move to a negative list countries – The GPF should be allowed to invest in all
countries apart from those that are explicitly forbidden. Substantial reasons would
need to be given by the MoF for excluding a particular country;
Allow the GPF to take large strategic stakes in companies by abolishing the 10%
maximum threshold;
Move towards an explicitly long‐term oriented risk management and risk
measurement system that does not penalize short‐term volatility and illiquidity ;
Move further beyond the market capitalization based equity weights that have been
recently adopted by the GPF towards a GDP based approach akin to what has been
adopted on the fixed income front;
Allow the GPF to invest in private equity and infrastructure, particularly in developing
economies where public equity markets are not fully operational and infrastructure
needs are the greatest (note: By private equity in this report we mean growth equity,
not leveraged buyouts).
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Chapter 4: Investing in Growth
As the discussion in the previous Chapter showed, economic weight in the world is
now shifting inexorably towards developing economies, where the majority of global
growth is expected to be concentrated.
Schroeders, for example, makes an elegant case for investing in developing
countries, as shown in the Box below.
Box 4: The case for developing country investments 65
Demographics: In most western societies the proportion of the population at working age is falling, as
people live longer and birth rates fall. In most developing countries an expanding working population
means a more economically productive population and greater potential for economic growth.
Fiscal strength and policy improvements: Strong government balance sheets mean that many
emerging economies are at least as robust (if not more) than developed economies. Whereas many
developed economies are in a period of forced deleveraging, less indebted emerging market
governments are able to spend and invest more and this will boost growth.
International trade: Emerging market economies need natural resources to grow, which are often
supplied by other emerging market countries. For example, as China and India expand their
infrastructure, they often turn to Brazil and Russia for commodities and energy. This means that it is
other developing countries that are well placed to benefit from growth in emerging markets. Also,
many developing countries are moving up the value chain of trade and are getting better at capturing
more benefits from the value added to international supply chain networks.
Consumption: Rising household incomes increase spending, particularly on discretionary items such
as cars and electronics, many of which are produced domestically. This also promotes economic
growth.
The case for longer‐term economic growth in emerging markets is fairly well established, and, as
these markets expand, so does the range of investment opportunities.

NBIM agrees with this promising rise of developing economies and its implications
for investments, saying that the ‘projected rise of China and India to make up around
half of the world economy over the next 40 or so years is in stark contrast to the
combined current market capitalisation share of these countries in global equity
indices of 3%. Even in relation to their current share of world GDP, which is 12%
based on market exchange rates, they are arguably under‐represented in world
equity markets. A similar argument applies to emerging markets in the aggregate66.’
The same NBIM study also states that more favourable demographics, scope for
productivity catch‐up and healthier public finances mean that growth prospects are
better in the developing world for several decades to come67. It showcases the
striking decline in the average GDP growth rates in developed economies from 5% in
the 1960s and 70s to 1.5% now in the graph we have used in the previous chapter.
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Growth and returns on investment
NBIM acknowledges that there is a sound theoretical case for expecting higher
returns from investments in higher growth economies.
But it eventually rejects the intuitive conclusion that more promising growth
prospects in emerging and developing economies should lead it to significantly
increase its allocation of investments in these countries away from the EU and US,
where growth is likely to remain sclerotic in the foreseeable future. Its rejection is
based on an observation of only ‘a weak correlation between equity returns and
growth in emerging markets68’.
Another important consideration in NBIM’s decision is that it believes that
companies based in mature economies that it invests in already capture at least
some of the fruits of faster emerging and developing world growth through the
expanding trade, investment and corporate structure links between the two groups
of countries. Investing in a US‐based MNC with operations in China and India, for
instance, will capture some of the fruits of faster growth. This is an entirely
reasonable assumption and is backed by the fact that for open, developed
economies such as Switzerland and Sweden the growth in earnings per share has
outstripped GDP growth consistently.
However, the analysis below challenges these conclusions and builds a strong case
for substantially increasing GPF exposure to emerging and frontier markets.
First, NBIM admits that the ‘weak correlation between equity returns and growth in
emerging markets’ hypothesis, which it bases its decision to reject an increase in
strategic allocation of assets away from developed to developing markets, has been
subject to some fundamental challenges. Some studies, for example, show that ‘the
return on capital is positively correlated with growth in GDP per capita and
negatively correlated with the level of GDP per capita69.’ Another important study
used by NBIM demonstrates that investing into markets according to a perfect‐
foresight forecast of one‐year‐ahead GDP growth yields very high absolute and risk‐
adjusted returns.
NBIM rejects this as being irrelevant, because it does not have perfect foresight,
completely ignoring the fact that unlike many other investors it has time on its side.
What really matters is that the longer term prediction of faster growth in emerging
and developing market is correct, rather than the year‐by‐year forecast, as the GPF
would invest in these economies for the long haul.
This perspective is supported by work done at Morgan Stanley70 and reflected in the
graph below that shows that a GDP‐weighted allocation of assets (which weighs
developing and emerging markets much more heavily) would have significantly
68
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outperformed the market capital‐based allocation that the GPF uses, which puts
excessive weight on mature economies.
As it points out, ‘Emerging markets today constitute a non‐negligible part of the
opportunity set for global investors. In recent decades, they have allowed investors
to take advantage of the relatively greater set of economic growth opportunities in
the developing world. Proponents of emerging markets argue for taking advantage
of higher growth rates in these markets and a potential risk premium captured by
emerging markets. In fact, because forecasts of economic growth do not take into
account increases in free float through the effect of market liberalization on
ownership structure, they may underestimate the actual growth potential.
Proponents also point out the potential diversification benefits emerging markets
may bring71.”
Morgan Stanley discusses the history of emerging market investment. Much of the
same rationale applies today, particularly to what are now considered to be frontier
markets. ‘Early investors in emerging markets had a very simple, yet powerful
rationale for investing in these markets. They postulated that they would benefit
from rapid economic growth if they invested in markets at early stage of
development and with big potential for development. They anticipated that
developing countries would progressively adopt market‐oriented policies in a
globalizing world and that they could invest in companies at low valuation, as these
markets were under researched and undiscovered. Indeed, the last twenty years
have seen a continuously expanding universe due to the opening of previously
closed markets or markets reaching sufficient size and liquidity to become
investable72.’
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The GPF, which has been set up so that the Norwegian oil wealth can be shared
across generations, has a theoretically infinite investment horizon. As per the
legislation that governs it, the principal should not be touched and only 4% of the
Fund’s target annual return on investment should be spent.
It would be silly for a fund with such a long investment horizon to base all its
investments, as it currently does, on the shape of the world economy as it used to
be, when developed countries dominated the landscape, whilst ignoring not just
the fast pace at which a new future shape of the world economy is emerging, but
even the economic realities of today.
In fact, the balance of evidence very clearly points to the significant financial
advantage that early investors in developing countries, where growth is taking off,
enjoy.
While the risks of ups and downs in any year for such investments are higher than
corresponding investments in more mature economies, most of these ups and
downs are pure noise for investors with a long‐term investment horizon, who are
not forced to sell every time the outlook darkens a little.
There are substantial additional financial benefits to be harvested by investors such
as the GPF, who can afford to ignore short‐term fluctuations. Also, since the GPF is
likely to support future imports into Norway, and the trade share of these
economies is set to rise sharply, it makes sense to start moving GPF exposure
towards these economies away from the concentrated bet the GPF has made on
developed economies.
NBIM attributes the failure of many studies to find a robust link between growth and
returns on equity to the fact that they focus on the listed equity sector, whereas
most new value added may come from new or unlisted firms. It acknowledges that
some of the biggest profits in these economies will arise when unlisted private firms
the GPF ought to invest in are finally listed on the stock market.
Here it appears to agree with the proposition that ‘the part of GDP growth that is
driven by new and unlisted firms or by net debt and share issuance of existing firms
does not benefit the holders of existing equity capital. Instead, the returns on
existing shares depend, among other things, on whether companies can reinvest
earnings in projects with positive net present value.73’ We agree with this.
But to us, the natural logic of this is not for the GPF to reject making additional
investments in developing countries, but to consider investing in new and unlisted
firms. We develop this case further in subsequent sections.
On its third point, that benefits of emerging market growth are already captured by
its investments in MNCs in the developed world that have substantial operations in
developing countries, we disagree.
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The fact that some of the fruits of growth in developing markets may be captured by
developed country MNCs does not mean that all or even a majority of them would
be so captured. In fact, while a majority of MNC sales and assets may be to foreign
countries, emerging and developing countries account for no more than a tenth in
most cases through contribution to profits may be higher.
Some believe that foreign exposure allows US‐based companies and other MNCs to
capitalize on rapid growth in emerging markets like China, India, and Latin America,
and earn much stronger profits than if they were totally dependent on the struggling
US economy 74 . However, according to McKinsey & Company, the biggest 100
companies in the S&P 500 derive only 17% of their revenue from emerging markets.
This is so despite 36% of global GDP being produced by developing economies.
Clearly, investors in US‐oriented companies and funds are missing a substantial piece
of the action.75 Across the S&P 500 as a whole, only 12% of revenues come from
emerging markets. Investing in the S&P as a whole, as the GPF does, is certainly not
an efficient way to get exposure to growth in the emerging world76.
Going beyond the fact that investing primarily in developed country stock indexes
means one may not be fully capturing the growth in the developing world, one may
simply miss out completely on whole swathes of opportunities, as a report from the
Boston Consulting Group shows. It lists ‘100 global challenger’ companies from the
emerging markets that are growing so quickly overseas that they are reshaping
industries and surpassing many traditional multinational companies. The report finds
that these companies are outpacing household names in the US and Europe and are
having a profound impact on the global economy77.
It is also useful to check that investing in developing and emerging market
companies does indeed bring a high degree of exposure to these economies. This is
easily done by looking at the following table that shows that foreign sales account
for no more than 30% of emerging market multinationals, so that 70% of the sales
are local, offering a high degree of exposure to the fast‐growing domestic economy.
Table 5: Percentage of foreign sales for MNCs
Year

North
America

Europe

Pacific

Emerging
Markets

2002

29

68

35

30

2010

41

77

42

31
Source: Worldscope, MSCI
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Supporting our perspective that growth in emerging markets is best captured by
investing in emerging market firms is a McKinsey report78 that demonstrates that
multinational players do not seem to be capturing growth as well as their
counterparts from emerging markets are.
In fact, this is true even for growth prospects in developed economies. According to
McKinsey, ‘one striking finding was that companies headquartered in emerging
markets grew roughly twice as fast as those domiciled in developed economies—and
two and a half times as fast when both were competing in emerging markets that
represented ‘neutral’ turf, where neither company was headquartered. We found
this to be the case across industries79.’
Therefore, none of the three reasons that NBIM gave for not moving more
aggressively into investing in developing countries hold true. First, its hypothesis that
faster growth does not translate into higher stock market return is questionable.
Second, the natural outcome of the fact that a majority of growth opportunities may
be captured by unlisted firms is that the GPF must try and capture these
opportunities by expanding into making unlisted and illiquid investments and not
bury its head in the sand. And last, its hypothesis that investing in US and European
MNCs is an efficient way of getting exposure to emerging market growth is plain
wrong.
Hence, the case for the GPF directing much larger chunks of GPF investments
towards the developing world is robust and there is a large opportunity cost of not
doing so.
The case for investing in illiquid and unlisted assets
A clear conclusion from the previous section is that in order to best exploit the
investment opportunities that the shift of economic growth to emerging and frontier
economies brings, one must be ready to invest in illiquid and unlisted assets.
The MoF appears to broadly agree, saying that a better use of the Fund’s distinctive
features will mean that the investment strategy will continue to be developed in the
direction of unlisted and other less tradable assets.
The NBIM analysis also further strengthens the case for moving in early into growth
economies. By its own admission, if the GPF only starts investing in developing
countries after they reach the rather high threshold currently used by the Fund, they
would have already become fashionable and better growth prospects priced into the
public equity markets that the GPF invests in. So NBIM’s own analysis80 actually
strengthens the central recommendations of our report – that the GPF should move
in early into frontier economies and that it should invest through a whole range of
instruments, including private equity and infrastructure ‐ not just through public
equity markets.
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This logic also flows from our earlier analysis of the investment strategies followed
by the peer group of the GPF, all of which allocate a significant proportion of their
portfolio to assets that may be illiquid or unlisted or both. They also allocate a much
larger proportion of their portfolios to investments in the developing world.
The prime examples of such assets are




Large strategic stakes in listed firms which are illiquid because they are hard to sell,
Stakes in new or unlisted firms, where investments may be made in the form of
venture capital/or private equity – which are by their very nature illiquid,
Investments in infrastructure projects, which are also illiquid because of their long‐
term horizon and large size.

NBIM appears to agree with our logic and analysis of the need for the GPF to make
unlisted and illiquid investments in developing economies, saying that it ‘has
previously recommended that the investment universe for the Government Pension
Fund Global be expanded to include unlisted investments. Investments in private
equity funds active in emerging markets, including the least developed countries, are
a natural part of a broad management mandate for this asset class81.’
It also agrees with us that the biggest opportunities for the GPF in emerging markets
is to use alternative asset classes, saying that unlisted investments will often be the
only realistic option for investing in least developed countries in particular and that
the ‘the public market covers only a small percentage of overall investment
opportunities82.’
Another NBIM study highlights that the additional return, traditionally associated
with small cap companies, may now be best earned in less developed markets, as
opportunities in developed markets dry up. A more active approach to investing, not
passive index investments, may be best suited to capture this additional return83.
The NBIM study also makes a case for the GPF to make illiquid investments, saying
that ‘investors with a long investment horizon and little need for liquidity of their
own will be well positioned to benefit as providers of liquidity. A long investment
horizon generally ensures that the liquidity risk, or the risk that a short‐term need for
liquidity will arise, will be low. Accordingly, investors of this type will be in a position
to earn a premium by offering liquidity and thus bearing the liquidity risk. Because of
their long horizon, the liquidity risk will be minimal for these investors and the
liquidity premium can accordingly be viewed as compensation for bearing a risk that
for them is relatively low84.’
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NBIM appears to wholeheartedly agree with the recommendations of the Strategy
Council, the lessons from its peer group and the central suggestions of this report
that 1) the GPF needs to expand its geographic focus to include a larger proportion
of emerging markets and least developed countries, and 2) that it must move
beyond investing merely in liquid securities to include private equity and
infrastructure investments (see boxes). It also sees the value in co‐investing with
managers who have a presence on the ground and more experience in these asset
classes and countries ‐ a point we develop on further in the next section.
Box 5: The case for GPF investments in private equity85

NBIM rightly says that ‘investments in private equity mean exploiting the fund’s distinguishing
characteristics as a large, long‐term investor with no short‐term liquidity needs.’ It further states that
this is in line with the position taken by the MoF in its report to the Storting (Number 10) on the
development of the investment strategy for the Fund. It goes on to say that such investments can in
‘some cases help to increase the overall return on the fund’s equity investments. Besides, the equity
market premium, the return from this asset class will include a liquidity premium and possible added
value from concrete actions by the manager.’
Furthermore, NBIM feels confident in its ability to ‘build up gradually an organisation with the
expertise to identify the best managers and also gain access to them. The latter factor needs to be
seen in the light of the fund’s characteristics, such as its ability to tie up capital for long periods, its
reputation as a responsible investor, and its size. NBIM will also have opportunities to co‐invest with
selected managers, so increasing the potential returns.’

It is very important to clarify what we mean by private equity. For the purpose of this
report, most references to private equity are primarily in the context of developing
and emerging markets, where this generally takes the form of growth equity –
investments in firms that are often unlisted in the absence of developed public equity
markets. Leveraged buyout type deals, the stock of private equity in most developed
countries are not a part of this report or its recommendations.
Box 6: The case for GPF investments in infrastructure86, 87

Investors such as Sovereign Wealth Funds have 1) unparalleled scale and 2) longer time horizons than
typical investors. So they hold clear competitive advantages in markets for long‐term, illiquid assets.
However, in practice many investors focus their resources and capital on generating returns over
periods that rarely exceed two years. So a SWF with much longer investment horizons will ‘naturally
have a leg up in asset classes for which shorter‐term rivals are prevented from entering due to time
horizon. One asset class that fits this description is infrastructure.’
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The decades‐long profiles for such investments, while problematic for short‐term investors, are well
suited for funds with inter‐generational objectives. Also, while ‘liquidity is generally a cause for
concern among short‐term infrastructure investors, it is not a concern for a fund that can hold an
investment for the life of the asset. In short, infrastructure’s ‘problems’ do not appear to be problems
at all for the community of long‐term investors.’
On infrastructure, NBIM points out that an ‘investor can also expect to receive a liquidity premium
over time. This is a premium to which a long‐term investor with no liquidity needs such as the
Government Pension Fund Global should be exposed.’
It goes on to say that ‘the combination of considerable future investment needs, pressure on public
budgets and attractive portfolio characteristics make it reasonable to assume that private venture
capital will play a growing role in the funding of infrastructure investments in the future. Investment
opportunities in this asset class are therefore considered sufficient for the Fund to be able to build up
a portfolio of infrastructure investments over time through a combination of fund investments, co‐
investments and direct investments.’
Some institutions are now starting to invest directly and build in‐house capability. For example, ‘a
handful of pioneering pensions and sovereign wealth funds have already developed internal
capabilities to source, structure, and asset‐manage large multi‐billion dollar infrastructure assets.’

To sum up, infrastructure investments are perfectly suited for the GPF, and this is an
asset class the GPF should prioritize. The demand for infrastructure investments in
developing economies is particularly high, given their early stage in the development
process and because funding is in short supply. So the most promising opportunities
for the GPF for investing in infrastructure are in the developing world. The size and
scale of these is highlighted in the next box.
Box 7: The infrastructure funding gap88

As discussed earlier in this report, developing countries have a high growth potential of between 5%
and 7%, while OECD economies are expected to grow at a much slower pace of 2%‐2.5% in the
foreseeable future. This growth, even with productivity increases, will be capital intensive and require
substantial investments in infrastructure, the lack of which can be a significant constraint on growth.
The existing infrastructure gap is huge. More than 1.4 billion people in the world have no access to
electricity, 0.9 billion live without safe drinking water and 2.6 billion without access to even basic
sanitation.
While needs vary across regions, the gaps are particularly high for sub‐Saharan Africa and for South
Asia. SSA needs to invest $75bn‐$100bn every year, more than 12% of the regions GDP. Low‐income
countries such as Ethiopia need to invest as much as 15% of GDP every year.
The need for infrastructure investments in the developing world is estimated to be $2 trillion every
year, but only $1 trillion is currently being spent. Of this, about 35%‐50% is for East Asia Pacific, 5%‐
15% for Latin America and the Caribbean, 20%‐25% in South Asia, 5%‐15% in Sub Saharan Africa and
5%‐10% in the Middle East and North Africa. In terms of the sector mix, electricity accounts for
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between 45% and 60% of the total investment needs, followed by water at 15%‐30%, transport at
15%‐25% and telecoms at 10%‐15%.
Of current spending, government budgets account for $500bn‐$550bn, aid and multilateral
development banks for $40bn‐$60bn, national development banks for $70bn‐$100bn and the private
sector for between $150bn and 250bn, leaving a financing gap of about $1 trillion every year that
needs to be urgently plugged.
Stresses on public budgets, overseas development aid cutbacks and rising concerns about debt
sustainability means that the private sector will need to play a major role in plugging this gap. The fact
that banks from developed economies are deleveraging (reducing their lending) in response to the
crisis as well as regulatory changes is also putting pressure on current sources of private financing.
Pension funds and sovereign wealth funds, ultimate sources of long‐term risk capital, thus have an
even more important role to play.
The biggest funding gaps, as a proportion of GDP, are in South Asia and Sub‐Saharan Africa, where the
potential for positive development impact is also the highest.

Clearly, there is a very robust economic and financial case for the GPF to start
making significant investments in private (growth) equity and in infrastructure,
particularly in developing countries ‐ including least developed frontier economies.
Two questions arise: First, does it have the capacity to undertake such investments?
Second, are such investments compatible with the GPF’s declared ambition to be a
responsible investor and with the ethical guidelines that govern its investments?
We answer both in turn.
The short answer to the first question is no, the GPF does not have the capacity to
undertake such investments at present. However, given the urgent need for the GPF
to change course, its present lack of capacity and experience in the asset classes and
geographies needs to be addressed. It would be best for the GPF to start working
with partners who have the appropriate experience in these areas. There may be, as
NBIM suggests, even a potential for higher profit through co‐investments with
others, as well as the advantage of lower risk owing to the longer experience of
partners. Who should the GPF partner with then?
Interestingly, in 2008 Norfund, Norway’s Development Finance Institution had made
a concrete proposal for the GPF to invest in developing economies using Norfund’s
expertise. It suggested that the GPF establish a fund for investment in private equity
in developing countries that it could ask Norfund to manage on its behalf. It is
notable that Norfund has generated a higher rate of return with its dual
development and profit mandate than the GPF with its purely profit‐oriented
mandate. It has recorded a return on investments of about 10% since its inception in
1997.
Norfund rightly points out that ‘Norway's current investment portfolio does not
sufficiently exploit the investment opportunities available in the world's emerging
economies. During the last decade private equity funds had a good return on
investment in these regions. The risk associated with this type of investment has
been significantly reduced as the regulatory, legal and financial framework is
developed and matured in many of the affected countries.’
Investing for the Future
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Norfund’s performance underscores the point that the GPF is missing promising
opportunities in the developing world. That such opportunities exist was also echoed
by Lars Thunell, the former of the International Finance Corporation, the biggest DFI
in the world, ‘If we look at the IFC investments in equity, we have had very, very
good returns. We find that if you go in early and if you know what you are doing, you
can actually earn more money. And we actually have had better returns in Africa
than we have had in Brazil or India—mainly, I think, because there has been less
competition there, and we’re breaking new ground89.’
So, while the GPF does not have the in‐house capacity to make such investments yet,
it does have a number of promising partners in Norfund, the IFC, as well as other
DFIs ‐ as we will discuss more in detail in a subsequent chapter. NBIM works with
external managers as a matter of course, particularly in areas such as emerging
markets, where it lacks expertise. For example, almost 4% of its equity portfolio is
managed by external managers and it hands out close to a 100 external mandates
across its portfolio. Thus working with DFIs would not be unusual.
Such an approach is also completely with the GPF’s self‐professed ambitions on
ethics, responsible investment and sustainability. It will also help satisfy the demand
from a number of quarters in Norway for the GPF to contribute to international
development. DFIs have a dual mandate: 1) Being profitable and 2) Promoting
development. By virtue of being development focussed (mostly) public institutions,
they are also rightly seen to be more ethical and socially and environmentally
conscious than most purely private sector entities would be. Their mandate to
promote development also means they do good and useful work.
It is our firm belief that such an approach of the GPF significantly expanding its
investments in developing countries by starting to co‐invest with DFIs will be good
for Norway and good for development.
Conclusion
For the most part, NBIM, through its discussion notes and reports, acknowledges the
case we have made – that there is a strong case for it to invest substantially in fast
growing developing countries. However, at the same time, it offers arguments such
as the link between growth and returns on investments not being completely robust
and that some of the fruits of this growth are already captured by its investments in
developed country MNCs to justify not having invested in fast growth economies yet.
Using NBIM’s own evidence, as well as that from external research, we have shown
that neither of these arguments holds and that the case for larger developing country
investments is robust. NBIM itself acknowledges this when it admits that much of the
upside from growth in these economies is probably not captured by existing public
equity investors, but by those who invest in nascent firms that are not yet listed. It
also agrees with both the Strategy Council as well as our analysis that it is uniquely
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suited to make such illiquid investments in private equity, as well as in infrastructure
in developing countries because of its unique long‐term nature.
We have also shown that, while developed country MNCs capture some of the faster
growth of developing countries in their profitability, the vast bulk of this is captured
by developing country firms themselves. What is more, many of these firms are
actually also starting to outperform developed country MNCs in their home markets,
particularly owing to a lower cost base, as well as more innovative approaches that
have been honed in their more difficult home markets.
The case for NBIM to substantially ramp up its investments in developing economies
in the form of public equity, private equity and infrastructure is indisputable.
Infrastructure investments in particular have characteristics that are perfectly suited
for a large long‐term investor such as the GPF. We highlight how big the funding gap
for infrastructure in developing countries is – particularly in South Asia and in Sub‐
Saharan Africa. Clearly, there are ample opportunities for a large investor such as the
GPF in this sector.
The question then is if the GPF has the capacity to be making such investments. It
does not, but development finance institutions such as Norfund, as well as the IFC
can come to the rescue here. These institutions have had country level presence in
many of these fast growing developing economies for a long time and have
developed special expertise in identifying opportunities for investments in growth
equity, as well as in infrastructure ‐ that are both profitable and make a contribution
to development.
Co‐investing with these DFIs, as Norfund has already proposed to the MoF, would be
a win‐win proposition for both. It would, on the one hand, allow the GPF to avoid
wasting any time and start investing profitably in fast growing developing economies
at once at some scale, as the funding gap in infrastructure indicated. At the same
time it would generate a substantial positive development impact by allowing DFIs to
scale up their operations and will also mean that the GPF has a much larger
development footprint that is in line with its mandate for ‘responsibility’ and
‘sustainability’.
Given that the largest infrastructure investments are in the energy sector, it would
also mean that the GPF can partly address the glaring deficiency we have briefly
discussed in a previous chapter – that the GPF has no real strategy to manage its
substantial exposure to climate change and that it does little more than pay lip
service to the matter. Strategically targeting green energy infrastructure in
developing countries would kill two birds with one stone.
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Chapter 5:
How the new GPF strategy would work
Addressing the current political debate on the nature of the GPF
In the on‐going debate on the GPF in Norway, it has been suggested that the GPF
ought to be split up. The justification used for this in the election debate has been
that it may be too big or cumbersome to manage, or that splitting it into competing
funds would introduce competition and may lead to improved performance.
The good thing about this debate is that it at least acknowledges the fact that the
GPF needs to improve its performance. But we do not agree with either of the two
justifications for splitting up the Fund.
The size argument is spurious and in some ways managing multiple funds adding up
to the same total will demand even more management time and expertise than
managing a single fund. The second motivation should also be rejected for two
reasons, both of which are substantial.
First, as we have comprehensively shown in the analysis so far, the main driver of
the return on the GPF are the restrictions that the MoF imposes on it in terms of
severely limiting the list of allowable countries and financial instruments. As we have
shown, most of the fastest growing economies in the world are on the forbidden list
and instruments such as private equity and infrastructure that are perfectly suited
for an investor such as the GPF are also not allowed. Moreover, the MoF imposes a
very tight tracking error restriction on the GPF limiting its room for manoeuvre even
more.
It is such restrictions that are the main driver of the poor returns the GPF has
delivered so far and no matter how many competing funds it is split into, they will
also underperform in the same way unless these restrictions are removed. The
correct approach then is not to split the Fund, but to remove the restrictions as this
report has recommended. A higher sustainable rate of return will inevitably follow.
The second reason we are sceptical about splitting up the Funds to induce
competition for producing greater returns is that the experience of Sweden has not
been particularly good in this regard. In fact, there is an on‐going debate in Sweden
now about whether it makes sense to merge the various pension funds that were
created by splitting up the monolithic single pension fund, partly with the intention
of improving returns. Much to the chagrin of policymakers, the split up funds, with
few exceptions, bunched together with similar strategies and performance.
The thing that increased most was the cost of management that arose from
duplication. Nobody had the incentive to make investments that may not do well
when others did well, as this would create negative publicity. These herding effects
are well known in financial markets. In financial markets it pays to screw‐up when
everybody else also screws up.
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In this chapter we will recommend that the GPF be split up into two windows, much
as the GPF global and the domestically‐oriented pension fund already operate ‐ but
the split should be along functional lines. One core part of the GPF should continue to
invest mostly in liquid equity and fixed income securities, the majority of which will
still be in developed economies, even as it significantly expands its investments in
developing economies.
The other part, GPF‐Growth, should specifically focus on developing economies and
target infrastructure and private equity investments in these economies. Similar
illiquid investments in developed economies should also fall under this window, but
we expect that the majority of GPF‐Growth would be invested in fast‐growing
developing economies, where the biggest opportunities lie. GPF‐Growth should also
strategically target the provision of insurance services, as recommended by the
Strategy Council and as elaborated in some detail in a later section.
This split would be convenient from the perspective of risk management, board
oversight, expertise development, reporting and focus, as these aspects are very
different between funds focusing on liquid index investing and those that take a more
strategic active approach and make illiquid investments. In some ways, keeping both
under the same window would be mixing apples with oranges, though most
endowments and other SWFs such as Temasek do exactly that. The split is not
necessary, as much of the same impact can be achieved through an expansion of the
GPF’s mandate, but it is still recommended for clarity and to better convey the
differences to ordinary citizens, the ultimate owners of the Fund.
Another suggestion that has been prominent in this election cycle has been that the
GPF should sell its oil and gas‐related investments and invest in green technologies.
This suggestion has more merit than simply splitting up the Fund to induce
competition. As highlighted in an earlier section, the GPF faces a very high downside
risk if policy action to mitigate climate change results in a rise in the price of carbon
emissions or a restriction in their quantity. Rather than manage this risk, it has,
through investing as much as 10%‐15% of its portfolio in carbon intensive assets,
doubled up this risk.
In this context this proposal, which the author of this report had first articulated in a
seminar at the Norwegian Ministry of Finance in 2008 and then again in a white
paper for the Norwegian Ministry of Foreign Affairs in 200890, makes sense. A
positive case for profitably targeting green investments is laid out in another Re‐
Define report91.
The correct way to approach this discussion is not from the ethical perspective, but
through the lens of managing risks prudently. If the GPF were to introduce rigorous
carbon stress tests as Re‐Define has championed in the European Union and
integrate climate change‐related risks into its main risk management systems
alongside credit risk, market risk and operational risk, selling off carbon heavy assets
and a positive screening of green investments would be the only sensible step. The
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case for positive screening is further bolstered by a recent meta‐study by Deutsche
Bank, which concludes that positive discrimination criteria used for responsible
investments that include environmental sustainability generate superior returns92.
The Re‐Define blueprint for green finance also highlighted how green investments are
perfectly suited for oil and gas‐driven long‐term investors such as the GPF.
The case for setting up GPF‐Growth
The analysis in the report so far has shown that the economic imperative for the GPF
to significantly expand its investments in developing countries is irrefutable. Some of
these investments can be captured by expanding the benchmark equity and fixed
income indices that the MoF prescribes. In particular, the recent move to market
capitalisation‐based weights is encouraging, though this report suggests that a
further move to GDP weights for equity investments, particularly for developing
economies is needed to best capture growth potential. Moving to a negative
screening approach to countries (investments in all countries are allowed unless they
are explicitly forbidden), is in many ways even more important, as the current GPF
universe excludes most of the fastest growing economies in the world.
The report has also shown that the most promising opportunities in these countries
can only be captured if the GPF is able to move into making investments in unlisted
and illiquid assets, such as private (growth) equity and infrastructure. It concluded
the last chapter on the note that DFIs may be good partners for such investments
and that this approach is likely to be good for both Norway and for developing
countries.
Non‐investment in developing countries is both against professed economic self‐
interest and against the spirit of the principles underpinning ethical guidelines, which
are based on concern for sustainability and human rights. By neglecting win‐win
developing country investments, the GPF has failed not only to maximise the returns
for a given moderate level of risk, but also goes against the spirit of the ‘responsibility’
and ‘sustainability’ parts of its mandate, as well as ethical guidelines as highlighted by
the author in a white paper for the Ministry of Foreign Affairs in 200893.
However, effectively making such investments will require many changes to the
present approach of the GPF. So much so, that in our opinion it makes sense to set
up a new window within the GPF. We call it the GPF‐Growth, as it is the desire to
capture faster growth in the developing world which is the main motivation behind
setting up this window.
As the box below explains, given the additional challenges and the significant
difference in approaches required between what has been the approach of the GPF
thus far and what will be necessary for investments in illiquid assets in developing
countries, an approach that conducts these operations through a separate window
makes most sense.
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Box 8: The logic of setting up a new investment window
Geographic limitations of the current investment portfolio: Given the GPF’s present focus on
investments in listed securities, many developing countries are underweighted. Also, the MoF at
present forbids investments in almost half of the developing world.
GPF‐Growth will invest primarily in developing regions that are underrepresented in the Fund's
portfolio. Note: Even with the revision of weights to include developing markets under the current
model of the GPF, they are likely to remain underrepresented given the relatively small size of their
listed security markets.
Asset Class Restrictions: The GPF at present is forbidden from investing in private equity or
infrastructure, or from offering insurance. GPF‐Growth will focus exclusively on these asset classes.
The skills required to manage a portfolio of listed assets are very different from those that will be
needed to manage illiquid investments.
Time horizon and Risk Management: The GPF’s current investments are almost entirely liquid, so they
can be monitored and benchmarked easily and managed on a mark to market basis. This effectively
gives the GPF a short‐term measure of risk in the form of market volatility, even though it may retain
its holdings of liquid securities for a long period of time. Investments under GPF‐Growth, in contrast,
will necessitate a different approach, wherein investments are effectively locked in for a period of
many years, monitoring is harder and daily market prices would not mean much.
This will require a new perspective on time horizons and risk management that would be different
from the expertise that exists within the main GPF. As the MoF says, ‘there are no investable
benchmark indices for this type of investments. It is therefore not possible to distinguish between
overarching strategy choices and decisions on operational execution in the same manner as for listed
shares and bonds. Such investments require a different division of work between client and manager,
with a larger degree of delegation94.’ It also rightly points out that for such investments absolute risk
limits would need to be emphasised more than the relative risk that is the focus of current strategy.
Ethical guidelines and responsibility: In contrast to the main GPF that implements its responsibility
mandate primarily through a process of negative screening and some active engagement, the GPF‐
Growth will be more ethical and contribute to the GPF’s ‘responsibility’ and ‘sustainability’ mandates
by its very design ‐ choosing to invest in countries where it can contribute to sustainable
development.
On other issues, such as corruption and respect for human rights etc, the GPF‐Growth may need to
take a different approach that focuses more on engagement and a drive to improve standards rather
than having a high bar to entry, given the more difficult and less well‐governed circumstances that
exist in poor developing countries.
The GPF lacks the capacity, for example, to look through the corporate structures of the MNCs it
invests in to evaluate the impact of their operations – through subsidiaries or suppliers/partners on
critical matters such as human rights. NBIM has stated that OECD guidelines do not apply to it as a
minority shareholder that it always is.
GPF‐Growth will hold larger more strategic stakes in firms, is likely to appoint representatives to the
board of many of the firms/projects it invests in and will need to take a much more activist approach
to engaging with the management of firms it invests in. It should evaluate its ethical impact on the
basis of improvement in outcomes such as human rights and environmental impact as a result of its
engagement.
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The GPF‐Growth should be a window of the GPF‐Global that specifically targets
mostly making unlisted and illiquid investments and offering insurance in developing
countries. As the Strategy Council to the Fund has said, ‘large long‐horizon investors,
such as the GPFG, are naturally suited to writing various forms of insurance.’ It goes
on to say that this includes ‘traditional insurance, such as cover against earthquake
and natural catastrophes, and opportunistic provision of more standard forms of
insurance95.’ Insurance against natural risks, as well as macroeconomic shocks,
would be most valuable for developing countries and is currently underprovided, if
provided at all. The DFIs, particularly the IFC, could prove to be useful partners in
this96. The author of this report, for example, had worked in partnership with the IFC
to offer weather linked insurance in developed countries, while trading derivatives
for Aquila, a large US energy‐trading firm.
The Fund should legally be set up as a subsidiary of the GPF‐Global, which should be
split into two subsidiaries and be managed by NBIM using external mandates given to
Norfund and various other DFIs. The other subsidiary would look like a version of the
current GPF and invest mainly in liquid asset classes. The GPF‐Growth needs to have a
separate board of its own, with both Norwegian and international experts with
expertise in the kinds of investment it will make and in the countries it will operate in.
In addition to other experts, the GPF‐Growth board should also have representatives
from the Ministry of Finance, the Ministry of Foreign Affairs and the Ministry of
Trade and Industry ‐ the three main ministries within Norway, which will have a
stake in and expertise on the kind of work the GPF‐Growth would do.
The risk‐management framework of the GPF will have to be adopted for the GPF‐
Growth and absolute risk and performance benchmarks such as GDP growth will play
a more important role than the measurement of performance against an index and
limits on tracking error. Similarly, daily reporting of values would perhaps be
meaningless, so should be replaced by less frequent quarterly reporting with the
caveat that it is very hard, if not impossible, to make judgements on the
performance of a true long‐term illiquid asset over the short‐term. The insurance
portfolio would need to be run on actuarial basis.
GPF‐Growth will also have to adopt a separate set of operational guidelines, which
interpret the ethical investment and responsible investor framework of the GPF in a
manner more suitable for the work of GPF‐Growth, as briefly discussed in the
previous Box.
While this report recommends that the GPF‐Growth issue external investment
mandates to a number of DFIs (we discuss this in detail in a subsequent section),
including Norfund, it makes sense to look in some detail at the proposal that
Norfund made to the MoF, as it offers several useful insights into how the GPF‐
Growth may operate.
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Box 9: A brief discussion of Norfund’s proposal for channelling GPF investments
and our suggestions

The contents of this Box are derived from Norfund’s letter to the Ministry of Finance that contained a
proposal to channel more GPF investments to developing countries through Norfund as laid out in the
recommendations of NOU 2008:14.
In coming up with a number for the optimal size of such a fund Norfund looked at two factors. First,
that the proportion of investments the Fund should have in developing countries should relate to the
size of their financial markets. Second, it estimated the size of investments the fund should have in
these regions by looking at the average share of major international pension funds currently invested
in private equity in developing countries.
Norfund believes that the fund's objective should be to maximize risk‐adjusted financial returns on
invested capital, and it believes that targeting an annual net return of 15‐20% on invested capital is
feasible. However, it warns that the fund will not reach these performance levels in the early years,
because of start‐up and ramp‐up costs or the "J‐curve" that characterizes the return profile of private
equity funds.
While these returns are certainly achievable, we believe that GPF‐Growth should target a more
modest real rate of return of 7%‐10%, not 15%‐20%, though that is certainly achievable on small
investments.
Norfund also rightly goes on to say that performance measurement must be flexible enough that you
take into consideration the time period before the investment values realized. While the new fund's
mandate should include all developing countries, Norfund suggests that its initial priority should be
sub‐Saharan Africa and South and Southeast Asia.

We agree, as these are the developing regions that hold the biggest promise in terms of expected
growth rates. Using DFIs as external managers would allow the GPF‐Growth to target a broader array
of countries, as some will have a special focus on Latin America. However, the more the GPF‐Growth
prioritizes countries where the shortage of capital is most acute, the larger its development footprint is
likely to be. Sub‐Saharan Africa and South Asia are where the shortfall of capital is most severe and
the development needs most acute. It is also the part of the world that would best contribute to a
structural diversification of the GPF’s investments away from the predominance of developed
economies.
Norfund believes that the new fund should invest primarily in regional private equity funds.
While it may need to start with such investments at the outset, we strongly believe that it should also
have a bigger focus on making direct equity investments and investing directly in infrastructure
projects, depending on the opportunities available.
Norfund usefully highlights the complementarity between its own portfolio and that of the GPF. ‘Most
of Norfund’s investments to be found in some of the poorest and least developed countries,
exemplified by Swaziland, Tanzania, Nepal, Nicaragua and Nigeria. It invests today in different types of
assets, from renewable energy by Statkraft through SN Power, to direct investments in companies
and financial institutions, in addition to investments in regional private equity funds. It invests only in
very exceptional cases in listed shares and bonds. The vast majority of the GPF’s investments are in
developed countries in liquid instruments such as shares and bonds.’
In the proposal we have put forward in this report, the GPF‐Global will be split into two windows that
will also have a complementarity of mandates in terms of a different focus on geographic areas, as
well as the kinds of investments made.
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Norfund also proposes some useful metrics for prudent risk management, such as limits on the
maximum percentage stake in a single fund, maximum absolute investment in a single fund, the
maximum percentage of fund of funds managed by the same management, limits on exposure to a
single industry, limits on concentration in a country and in a region and a deliberate strategy of
diversifying across regions and sectors. It also rightly points out that, given that PE investments are
characterized by long investment horizon of seven to ten years, and relatively illiquid secondary
markets, the focus of risk management needs to be on due diligence prior to major capital
investments, as well as regular dialogue with the portfolio funds and companies. Where the
percentage of GPF‐Growth’s stake is high, it should seek representation on the boards of firms.
We agree with many of these risk management measures.
Finally, it suggests that it could set up a special purpose company, Norfund Management A / S, which
will be owned directly by either Foreign Affairs Ministry or the Ministry of Industry and Trade, and
sign agreements with Norfund’s existing fund, as well as the new GPF window to manage assets.
We think that for the sake of continuity GPF‐Growth should be a subsidiary of GPF‐Global that we
have suggested should be split into two windows. This is different from Norfund’s proposal, party
because we envisage GPF‐Growth to be much bigger than the fund Norfund has suggested, and also
anticipate that it would seek external mandates beyond Norfund that include the IFC, other DFIs and
potentially managers in the private sector.

It is also very useful to look at the next box, in which NBIM describes how such
investments would differ from its normal investments and what additional resources
they may require. This is completely consistent with what Norfund suggests will be
required and also in line with the experience of the author of this report.
Box 10: Managing an unlisted portfolio97

Investments in the private market differ structurally from investments in the public market. The
investor must be prepared to hold an investment for a longer period. It will not be possible to sell the
investment if developments are not as expected. Investments will not be transparent. A degree of
reputational risk has to be expected with investments in the private market, both in terms of the
manager and in terms of the underlying portfolio companies. An example of this might be negative
news stories in connection with major organisational changes or strategy changes at portfolio
companies.
With listed assets, periodic valuations and risk management will normally be based on transaction‐
based market prices. In the private market transactions are less frequent, so periodic valuations will
be more uncertain and based on estimates.
The input of resources per krone invested will be higher than in the public market. This applies
particularly to investments in private equity.
Unlisted investments demand administrative resources as explained below.
Legal evaluation and contract reviews: Although the partnership agreements that are entered into
tend to have many similarities, each individual agreement needs to be reviewed and quality‐assured.
The need to negotiate special terms and conditions in the form of addenda must also be considered in
each individual case.
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Quality assurance of valuations: The valuation of unlisted fund investments will normally be based on
periodic reporting from the manager. Different approaches to determining the fair value of the
underlying investments also mean that there may be a need for quality assurance of the data
reported. The reporting time lag (normally at least three months) means that there may be a need to
adjust the figures received from managers in periods with large swings in financial markets.
Assessment of tax issues: Many institutional investors, such as pension funds and insurance
companies, are exempt from taxation in their home country. Investment in private assets will often
require separate assessment of the tax implications that the chosen structure can be expected to
have.
Cash flow management: The investor needs to establish systems and procedures for effective
management of irregular inward and outward payment flows. The structure with periodic payments
in and out of the fund requires certain liquidity in other parts of the portfolio.

Allocating the investments of the GPF‐Growth
As we have mentioned in the previous section, the GPF‐Growth should begin
operations by using the family of DFIs as external managers. It can also look beyond
them, particularly for the larger and more mature markets amongst developing
economies. The longer term goal should be to develop in‐house capacity and this
process can be catalysed by deploying staff on the ground alongside DFI fund
managers, so they can learn by doing. Even so, the process of building a critical mass
of in‐house capacity will take years and even then the GPF‐Growth is likely to
continue to use DFIs for external mandates in the same way that the GPF today
mixes in‐house investments with external mandates, particularly for niche and
specialist areas.
GPF‐Growth should give out mandates to various DFIs based on a number of criteria
such as:









Historical performance,
Management and governance structures,
Country presence,
Geographic focus,
Expertise in various asset classes,
Sector focus,
Ethical track record,
Track record of development impact.

Based on our research of the capacity of DFIs to make useful investments, and of the
opportunities that exist in the developing world, we recommend that the GPF‐
Growth should target $30 billion of investments every year between 2014 and 2020
and seek to become a $200 billion dollar Fund that constitutes about 20% of the
GPF‐Global by 2020. Just to put things in perspective, the World Bank has estimated
that Africa alone needs $31 bn a year for the next 10 years to get its infrastructure up
to the level of the island nation of Mauritius. As we have discussed in the Box on the
funding gap on infrastructure, developing economies face an annual funding shortfall
in infrastructure development of as much as $1 trillion every year. The largest gaps, in
terms of percentage of GDP, are in Sub‐Saharan‐Africa and South Asia, the two regions
that we have suggested the GPF‐Growth should prioritize.
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The question is whether there is enough diversity amongst the DFIs for this to work
well, and whether they can offer enough capacity to successfully invest the large
scale of funds the GPF‐Growth will want to channel through them. The short answer
to both questions is yes. The longer answer follows below.
DFIs made more than $30 bn of new investments in the private sector in developing
countries in the form of loans, guarantees and equity positions in most of the recent
years. Having spoken to a number of DFIs, including the IFC, CDC, the Soros
Development Fund and Norfund, we have concluded that most could handle a
doubling of the size of their investments without compromising on quality. In short,
it is the shortage of funds, not investment opportunities, that limits the size of their
operations.
What is interesting about the DFI landscape is that while there are some inevitable
overlaps, most DFIs have found some niche or the other and focus on particular
geographic areas or prioritize the use of certain instruments, or concentrate on
certain sectors. This often makes their work complementary to that of the other
DFIs.
For example, DFIs concentrate on different investment instruments. Some, such as
CDC, COFIDES & Norfund, have a strong focus on using equity instruments, while
others, such as DEG and FMO, mostly use loans, but none of them are heavy users of
guarantee instruments98. Some, such as CDCs, also invest primarily through fund
managers, whereas others invest more directly.
In terms of geographic focus, some, such as the UK’s CDC and the Dutch FMO, follow
country targets ‐ 75% and 40% of their investments are in low‐income countries
respectively. Most others do not use such explicit targets for countries, but do
concentrate their work in areas such as sub‐Saharan Africa.
Most DFIs also follow some sector focus. For example, FMO concentrates on
housing, energy and finance sectors. Three‐quarters of its investments are in these
sectors, which it argues are the sectors with the biggest development impact99. The
EIB, in line with its operations in Europe, has infrastructure as its key development
priority, because it delivers essential services such as clean water and access to
power and plays an essential role in supporting trade, productivity and growth. This
is also the PIDG’s focus. Norfund is known for its specialization in hydropower, and
the German DEG ‐ in the agricultural sector.
When all DFIs are taken together, finance, infrastructure, industry and
manufacturing are often the largest sectors. Agriculture and green investments
perhaps get a lower share than might be optimal. While bilateral DFIs tend to
support SMEs with finance, through both direct and indirect investments, the IFC
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often funds bigger projects. Overall, it is fair to conclude that the DFIs all have
different areas of specialisation and expertise100that are often complementary.
DFIs often have multiple objectives, but the most common ones are investing in
sustainable private sector projects, maximising development footprints, remaining
financially viable and mobilizing additional private capital. Many, such as Norfund,
also have additionality as a key objective, wherein they are committed to help
support viable private sector businesses that would otherwise not have been
started, because of high perceived risk or shortage of capital. While most are owned
just by the public sector, some have a mixed private and public ownership structure
and some are entirely in the private sector101.
A big attraction for using DFIs to invest is their experience, good track record, dual
mandate and country offices. A local presence is particularly important in developing
country markets. ‘Foreign investors perform better if they speak the dominant
language of the market in which they are investing. A study of 32 countries shows
that local analysts are more accurate in their estimates than those working from a
base outside the country102. This is particularly true in the case of emerging markets
and companies whose primary targets are local customers and consumers103.” “All
else being equal, this means that in venture capital better returns are obtained when
the venture capitalist is physically close to their portfolio companies and runs smaller
funds.104.” Most DFIs have staff on the ground in multiple countries with the IFC, the
largest DFI having an impressive network of 104 offices in 95 different countries.
Seeing the synergy that SWFs channelling investments through DFIs can bring, the
IFC launched an initiative targeting exactly such partnerships, which is described in
the box below.
Box 11: The IFC Asset Management Company105
IFC Asset Management Company (AMC) mobilizes and manages third‐party funds for investment in
emerging markets. It manages funds on behalf of a wide variety of institutional investors, including
sovereign funds, pension funds, and development finance institutions.
AMC helps IFC achieve one of its core development mandates—mobilizing additional capital
resources for investment in productive private enterprise in developing countries. It invests in IFC
projects. All AMC investments adopt IFC’s Performance Standards regarding investee companies’
environmental, social, and governance and other sustainability practices. Although wholly owned by
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IFC, AMC makes independent investment decisions and owes its fiduciary duty to the funds it
manages.
AMC enhances IFC’s development impact by increasing the size and number of investments IFC can
transact. AMC also allows IFC to make investments that it would not have been able to execute on its
own.
Leveraging IFC’s network of more than 104 offices in 95 different countries, AMC introduces some of
the world’s largest investors to emerging markets in general and emerging‐markets private equity in
particular.
As of 15 September 2012, AMC had approximately $4.5 billion in assets under management.
Separately, the Korea Investment Corporation (KIC) and State Oil Fund of the Republic of Azerbaijan
(SOFAZ) each invested approximately $150 million in the International Finance Corporation’s new
African, Latin American, and Caribbean Fund, which has a mandate to find commercially viable
opportunities to finance growth and jobs in the developing world.

Now that we have established that the DFIs offer a critical mass for the GPF‐Growth
to start channelling investments into developing economies, it is only prudent to also
look at whether the DFIs are able to offer attractive returns for the Fund. Here the
track record of DFIs is mostly good, with the majority delivering significant positive
returns over their lifetime and in most years.
For example, the CDC, perhaps the DFI with the highest profitability, has organically
grown its assets from GBP 638 million in 1999 to more than GBP 2.6 billion as of
2013. In the five year investment cycle from 2004 to 2008, CDC invested £1.5bn in
private sector companies in Africa, Asia and Latin America and delivered average
annual returns of 18% per annum. It doubled its net assets from £1.1bn to over
£2.3bn.106
CDC also mobilized substantial additional capital, helping two of its fund managers,
Aureos and Actis, attract over US $2.3bn in third party capital for investment in poor
countries. In its operations, it generated £2.5bn of portfolio cash for reinvestment in
developing economies and has committed over £2.7bn to investment funds,
predominantly in Africa and Asia107.
While none of the other DFIs have such a spectacular track record, many such as
Norfund and the IFC have consistently delivered profits in excess of what the GPF
has managed so far. Moreover, the GPF‐Growth investments, which are channelled
through the DFIs, will have a pure financial basis and will generate a higher rate of
return that is more in line with what the private sector funds DFIs investing along
achieve. Again, conversations with private equity funds, as well as the DFI’s
themselves, reveal that double‐digit rates of return on GPF‐Growth investments are
easily achievable. These look more realistic if one considers that the rates of return
on fixed capital both in China 108 and Africa109 exceeded 20% for a number of
decades.
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Tackling climate risks
The GPF is, as we have discussed, heavily exposed to multiple dimensions of climate
risk. The Box below, which is taken from another Re‐Define publication, helps
understand these risks.
Box 12: Sovereign Wealth Funds, Climate Risks and Opportunities110
Climate risks are particularly important to institutional investors. Many of the assets on their
portfolios would be negatively impacted by the effect of climate change, for example, through the
increased incidence of floods and droughts. Changes to policies pertaining to tackling climate change ‐
such as a decision to increase carbon taxes or limit emissions trading quotas ‐ would also affect many
of their investments in utilities and energy intensive industries.
Yet another risk is reputational, where companies that are part of the portfolio of such investors
could find their products boycotted or their reputation damaged if they are known to be laggards in
taking action against climate change. Another risk is that of changes in consumer behaviour. As US
carmakers that were selling fuel‐guzzling cars found out to their detriment in the mid‐2000s,
customers can be fickle with their choices and companies that do not focus on producing energy
efficient products or cutting their own energy consumption are putting themselves on the wrong side
of trends in customer behaviour and regulatory action.
Such investors usually hold universal portfolios i.e. are exposed to most of the major asset classes and
a significant proportion of them have long investment horizons. This means that they have a strong
motivation to be concerned about externalities across both time and space. Actions such as excessive
carbon emissions by some of the companies they are invested in that can have negative implications
for some of their other investments either in the present or in the future will impact their bottom
line. Hence, such externalities, which are one of the main drivers of under‐investment in green
sectors are at least partially internalized by longer term investors. This implies that they can
potentially be champions of such green investing.
Because excessive emissions will have a significant impact on the returns they can expect from their
investments and from their portfolios as a whole, they have a strong incentive encourage polluting
companies to act in a way that is better aligned with successfully tackling climate change.
In fact, talking about climate risks alone is inappropriate. It is equally pertinent to talk about climate
opportunity, wherein the expected growth in green investments, the on‐going development of new
promising green technologies and the large scale development of energy efficient products are all
very promising investment opportunities ‐ where medium to long term investors have a competitive
advantage.
They could, for example, persuade the companies they invest in to make energy efficient investments
and choose to invest in firms developing promising new low carbon technologies (LCTs). Long‐term
investors in particular are perfectly placed to take advantage of illiquid investments, investments
under‐priced by markets and investments driven by secular trends such as the need to tackle climate
change. Green investments tick all three of these criteria.
Grantham LSE/Vivid Economics has estimated that the cost of carbon could be $110/tC02e to
$220/tC02e by 2030 across a number of mitigation scenarios that they have modelled and at this level
the economics of many industries, not just particular companies, can completely change, thus having
a substantial positive or negative impact on the portfolios of investors.
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In a comprehensive study, the consultancy Mercer has estimated that a typical portfolio seeking a 7%
return could manage the risk of climate change by ensuring around 40% of assets are held in climate‐
sensitive assets. They also suggest that investors.

Need to introduce a climate risk assessment into on‐going strategic reviews
Increase asset allocation to climate‐sensitive assets as a climate “hedge”
Use sustainability themed indices in passive portfolios
Encourage fund managers to proactively consider and manage climate risks
And engage with companies to request improved disclosure on climate risks
Fossil fuel funded sovereign wealth funds such as the Norwegian GPF are perhaps the best source of
funding for green investments. They are heavily exposed to dirty industries, as the new money flows
come from the sale of oil and gas, so they have a massive downside risk in actions being taken to
mitigate climate change. That is why it makes financial sense for them to diversify their risks by
actively investing in industries that will benefit from the policy measures taken to tackle climate
change and new Low Carbon Technologies that are being developed with zeal.

As the discussion in this box and in the opening section of this chapter shows, the
Norwegian GPF ought to take a more serious and strategic approach to tackling the
climate risks (and opportunities it faces). In addition to the measures laid out in the
box above, the GPF needs to incorporate managing climate risks not in its ethical
guidelines, where it belongs along‐side market risk, credit risk and operational risk.
Such a change would inevitably lead the GPF to divest most of its carbon intensive
assets and would also, from a risk diversification perspective, lead to a more positive
focus on investing in green assets.

Conclusion
At present there are a number of proposals being discussed in the Norwegian
political debate on how the GPF should be reformed. The good thing is that they all
recognize that something needs to be changed. There is a perception, which we
believe is justified, that the GPF is under‐performing. There is another perception,
once again justified, that the GPF has no strategy to tackle risks arising from climate
change. In this chapter we have rejected the proposals to split the Fund either
because it is too cumbersome or in order to induce competition between the new
entities.
Instead, we have, on the basis of sound analysis in previous chapters that we have
developed in detail in this chapter, recommended that the Fund indeed be split up,
but along functional lines. A new GPF‐Growth window that invests around $30bn
every year to target reaching $200bn by 2020 should be set up. This should invest
primarily in developing countries through private (growth) equity and in
infrastructure projects, not in public equity markets. Within this, Sub‐Saharan Africa
and South Asia should be priority areas. Meanwhile, the main Fund should continue
to focus on more liquid investments, but move to a negative screening approach to
countries and try to allocate equity investments on the basis of both market
capitalization and GDP and bond investments in accordance with GDP.
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We have clearly laid out the logic for this split – that the risk management expertise,
the management talent, reporting and due diligence etc. required for the two funds is
sufficiently different from each other to justify such a split.
We have also laid out a strong case for the GPF‐Growth starting to invest
immediately through DFIs such as Norfund, CDC and IFC, using them much as the GPF
currently uses external mandates. Such a move would be good for development and
good for Norway.
We have also suggested that the GPF put climate risk alongside other forms of risk it
manages at the portfolio level. This, when used with methodologies such as carbon
stress tests, will lead to a greening of the whole portfolio of the GPF without even
having to take ethical considerations into account as being green for the GPF is
essential purely from a risk management perspective.
Taking the steps recommended in this chapter will mean that changes to the GPF will
be good for Norway, good for development and good for the environment. The
analysis in this report is targeted towards informing the political and technical
debate.
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Chapter 6: The development potential of
the GPF
The previous sections in this report have shown how investing in developing
economies will be good for Norway and deliver a lower risk and higher return for the
GPF‐Growth. In this last chapter we focus showing that this fund would also be good
for development.
As Bank Ki Moon, the UN Secretary General has said, ‘We cannot afford not to invest
in the developing world. We all know that it is where the greatest need is; but that is
also where some of the greatest dynamism is’ (UN Global Compact Leaders Summit,
June 2010). This is consistent with the research presented in this report and the
organizational stance of Re‐Define based on our work in financial markets and in
developing and developed economies.
Former UN Secretary General Kofi Annan has rightly pointed out that ‘It is the
absence of broad‐based business activity, not its presence, which condemns much of
humanity to suffering. Indeed, what is Utopian is the notion that poverty can be
overcome without the active engagement of business.’ This indeed is the reason that
DFIs exist at all or that donors, in their aid programs, often pay attention to the
development of the private sector.
Even non‐governmental organisations that are less naturally supportive of the role of
the private sector in development are increasingly involved in promoting
entrepreneurship, access to finance and the development of private equity and
infrastructure investments in poor economies.
Oxfam, in launching its ‘Better Returns Better World’ project that seeks to attract
investors to poor countries with the prospect of higher profits, as well as a positive
development impact, now accepts that the goals of good profitability and a positive
development impact are, in fact, compatible. It states ‘there are both compelling
commercial and ethical arguments for investors to make a much greater
contribution to the delivery of poverty alleviation and development goals111’ ‐ a
sentiment Re‐Define agrees with entirely.
As part of this program, the development NGO Oxfam has itself become an investor
in the developing world focussed on the dual goals of profitability and development
that we believe the GPF‐Growth will deliver. The foundation of the project is Oxfam’s
belief that ‘there are both compelling commercial and ethical arguments for
investors to make a much greater contribution to the delivery of poverty alleviation
and development goals’, a belief shared by us at Re‐Define.
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Box 13: Oxfam as an Investor
Oxfam has launched a Small Enterprise Impact Investing Fund – as a joint initiative between itself, the
City of London Corporation and Symbiotics, a Swiss microfinance firm. The fund will support social
projects and provide financial returns for its investors.
SEIIF aims to raise $100m and make debt and equity investments targeted at financial intermediaries
supporting small businesses with a strong focus on food production and sustainability112. According to
its promoters, this new fund will assist embryonic and small businesses and in doing so generate
wealth, employment and economic growth in areas where business potential has historically been
constrained due to a lack of affordable capital113.
‘The fund is intended as a low‐risk product, targeting returns of 5% with capital preservation.
Investors will be locked in for an initial five‐year period, with quarterly redemptions thereafter114.’

With the exception of some developing/emerging economies such as China and
some other countries in East Asia, most developing countries have rather low savings
rates and can be accurately characterized as labour rich, capital poor. For example,
the savings rate in the Least Developed Countries group in recent decades has only
been 6.7%, a fraction of the 38% seen in China, which admittedly is an outlier.
Without external funding and capital support, GDP per capita in LDCs would have
been 3% lower than observed. The need for private capital for the development of
industry and economy is still considerable115. There is an almost $1 trillion per year
funding gap for financing much needed infrastructure in developing countries.
However, foreign sources of funds, especially in the form of aid flows, portfolio
investments and lending, are highly volatile and, hence, potentially problematic for
the purpose of sustainable development. Reliance on external financing leaves
countries vulnerable to the vagaries of the international economy, over which they
have little or no control. Interest rates move up or down in response to monetary
policy in developed countries, while commodity prices can fluctuate up to 70% one
year to the next. In general, the availability of external funds for developing
countries is too little, too volatile and too pro‐cyclical116.
For the purpose of sustainable development then it is essential to tap stable sources
of funds. What better source for these than the GPF which by its nature has a very
long‐term horizon, a responsibility mandate and a higher than average tolerance for
short‐term losses in pursuit of longer‐term profitability? The GPF can be a perfect
partner for the development finance institutions that seek to plug this funding gap
and meet the challenge of promoting private sector development and growth in
developing economies. The GPF’s current approach, where it buys assets when
others are selling (as enshrined in its recent rebalancing rule) is perfect for providing
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much needed stable, long‐term and counter‐cyclical financing particularly for Sub‐
Saharan Africa and South Asia, where the funding shortfall is the greatest.
Explaining the kinds of funds that many of the least developed countries face, Lars
Thunell, the former head of the IFC, has said,
‘Take South Sudan. There is no electrical utility there. One percent of the population
has access to electricity. But it is based on their own generators. You need to have
electricity if you are going to have manufacturing, if you are going to have your
children be able to do their homework, if you are going to be able to cook food.
Transport is also very important, because many countries in Africa are landlocked.
Within a plant itself, you can reach very similar productivity numbers that you could
reach in China. But getting things in and out is very, very expensive. So you become
totally uncompetitive on a worldwide basis. If you look at jobs and creating the
environment for small‐ and medium‐sized enterprises— because that is where you
have the most people employed—what matters is the investment climate, then
access to finance.’
The following box from the IFC illustrates the scale of challenges faced by poor
developing countries.
Box 14: Challenges faced by developing countries117
Today 1.6 billion people, a quarter of the world’s population, live without electricity. For those who
do have access, supply is often irregular and expensive. Electricity is cited more frequently than any
other obstacle to doing business by firms in emerging‐market countries. At current rates of
investment, the number of people without access to electricity will decline only slightly, from 1.4
billion in 2009 to 1.2 billion by 2030.
Achieving universal access to electricity would require an additional annual average investment of
$36 billion globally. The heart of the debate about energy is how to use all energy sources more
efficiently, expand supplies, and increase access for the world’s poor in ways that will ensure a
sustainable future for all.
An estimated 880 million people lack access to safe water and 2.5 billion people are without
sanitation. More than a billion people lack access to either an all‐weather road or telephone
services. Helping to deliver this infrastructure is a development priority. The lack of infrastructure is
particularly acute in Sub‐Saharan Africa, where 73 % of households are without basic sanitation.
The need for more capital in poor developing countries is acute. Economic theory and real world
experience point to a minimum threshold of capital being needed before modern production
processes can start. For example, factory production requires basic infrastructure – roads, functioning
ports, electricity, a literate and numerate workforce. Once this basic infrastructure and human capital
achieved, then marginal productivity has potential to become very high in low‐income countries.
The need for external capital support and the very useful role that DFIs and the GPF‐Growth can play
is clear from the fact that impoverished households have very low savings rates. The lack of capital,
savings and high endemic population growth rates in many poor developing countries result in the
poor becoming poorer. Only when the economy has a capital‐labour ratio above a certain minimum
threshold, can it achieve economic growth.
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Challenges in promoting the development impact
No matter how suitable the GPF may be to invest in developing economies, in order
to truly have a positive development impact the GPF‐Growth and other investors
need to not only invest in certain sector in poor developing countries, but also
engage actively on multiple fronts, as this report also recommends. As Oxfam
suggests, there are four main ways in which institutional investors can contribute to
poverty reduction and development. These are:





The allocation of capital to different asset classes, regions or countries,
The allocation of capital to specific companies,
Engagement with companies to influence their policies and practices,
Engagement with public policy makers on poverty and development issues.

Despite the optimistic message in the report so far, it would be silly not to recognize
that there would be some people sceptical about a core premise of this report, that
it is possible to pursue profitability and have a positive development impact at the
same time. One is right to be concerned, because these goals may often be difficult
to reconcile, but this is not impossible. These difficulties have often been highlighted
in the functioning of the DFIs. Looking at how DFIs fare on their pursuit of dual goals
may have lessons for the way in which the GPF‐Growth ought to allocate and
manage its investments, particularly along the lines of what Oxfam has said are the
main ways institutional investors can increase their positive impact on tackling
poverty.
For example, the Independent Evaluation Group (IEG), the World Bank’s
independent watch‐dog, has implied that the IFC may not be paying as much
attention to its development impact as it ought to. In its latest report, it has
suggested that the IFC ‘should pledge to ensure that its operations focus as much on
poverty reduction in developing countries, as securing economic returns for
investors118.’
The report suggests that, while the IFC has generated good financial returns, it has
failed to prioritize poverty reduction enough at both the design phase of its projects
and in the evaluation of their impacts. It also suggests that a greater focus should be
put on lending to sectors such as telecommunications, agribusiness and
infrastructure, which had been seen to provide jobs directly and facilitate private
business for the poor.
This evaluation has important lessons for GPF‐Growth. It means that the sector
allocation of the GPF‐Growth’s investments will be very relevant for its overall
development impact, so sectors such as infrastructure, agribusiness and telecoms
should be prioritized. It also means that it is important to consider both profitability,
as well as likely development impact at both the design phase of the project, and its
final evaluation. This means that the GPF‐Growth should, to the extent possible,
ensure that both ex‐ante and ex‐post practices to assess the development impact of
DFI investments should be improved as a pre‐condition for qualifying for GPF‐
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Growth investments. Given the near doubling of resources the GPF‐Growth can
deliver to DFIs, it can have a lot of leverage on this point and it should exploit this.
This will not only mean that its investments would be more sustainable, but also that
it will minimise the reputational risks that the MoF worries about and maximise its
development footprint.
Moreover, as we have suggested in previous chapters, the GPF‐Growth should focus
on metrics that show an improvement in the ethical, development and
environmental criterion important for Norwegian citizens, the ultimate owners of
the Fund. It should set a lower entry bar on these issues than it does for its
investments in developed economies (where in reality it does not even have
sufficient information to assess the impact of its investments as highlighted by the
OECD119), but focus on delivering improvements through an active engagement.
Development impact through job creation
The high current level of unemployment and low quality of many of the jobs is one of
the most serious developmental challenges facing the developing world. This is not
only a challenge in the least developed countries, but also in more dynamic
emerging economies such as South Africa and India.
A lack of decent jobs not only depresses the GDP and growth prospects by reducing
aggregate demand and the productive potential of an economy, but also creates
security problems. It reduces the tax take of the government, which in turn reduces
its potential to deliver welfare and basic services, such as healthcare and education.
In fact, as the IFC states in its jobs report120 ‘Jobs boost living standards, raise
productivity, and foster social cohesion, and they are the main path out of poverty.’
The IFC goes on to highlight the scale of the development challenge by saying that
‘by 2020, 600 million jobs must be created in developing countries—mainly in Africa
and Asia—just to accommodate young people entering the workforce.
In developing countries, the quality of jobs is just as important. Almost a third of
workers are poor, and about half—particularly women—are vulnerable, often
working in informal jobs, which frequently provide fewer rights and protections for
workers.’
The urgent need for an expansion of the role of DFIs, whose mandate it is to foster
the creation of sustainable private enterprises in developing countries, is highlighted
by the fact that the private sector provides 9 out of 10 jobs in developing economies.
Within this, Small and Medium Enterprises (SMEs) represent two‐thirds of all
permanent full‐time employment.
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To the extent that DFIs and the GPF‐Growth, by extension, can help remove
bottlenecks, such as a lack of access to funding by providing funding to such entities
directly or indirectly, they can have a large development impact through growth and
additional job creation.
Many DFIs such as the IFC have the creation of private sector jobs as a top priority
and often measure their development impact by measuring the number of
additional jobs created as a direct and indirect result of their investments. We
recommend that the GPF‐Growth use the same metrics as the IFC and other DFIs do
in order to measure and report on its positive development impact. This would also
indicate a shift away from the passive approach it has taken so far to its ethical
guidelines and responsibility mandate to a more proactive approach.
What is crucial is that the GPG‐growth will have both a unique opportunity and a
unique responsibility, given its scale, to improve the measurement techniques used
to measure development impact, as well as the techniques used to maximise
development outcomes.
Investments by DFIs have a number of direct and indirect effects on job creation.
These are generally classified as






Direct jobs (jobs in a company);
Indirect jobs (jobs created in the company’s suppliers and distributors);
Induced jobs (jobs resulting from direct and indirect employees of the company
spending more money);
Second order growth‐effect jobs (jobs resulting from the removal of an obstacle to
growth);
Net job creation (accounting for job losses in the company’s competitors).

Box 15: How many jobs does the IFC create? 121
Among IFC client companies, the number of direct jobs created, net of job losses, tends to be small,
but the number of indirect jobs generated can be significant, though more difficult to measure. In a
variety of sectors— agribusiness, cement, tourism, steel, and infrastructure—the total job effects can
be a large multiple of direct jobs, and vary by country, industry, and company.
Job creation resulting from improved access to services, such as finance and electricity, also can be
very large. For example, IFC client companies provided some 2.5 million direct jobs in 2011. But the
number of indirect jobs ranged from 7 times to 25 times as many direct jobs in the case studies that
IFC conducted. Moreover, these indirect jobs benefited the unskilled and the poor.
The GPF‐Growth’s contribution to infrastructure investments in developing countries can have a huge
positive development impact as a lack of infrastructure, such as lack of access to power, is often cited
as the most important factor that holds back private enterprises in the developing world.
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Based on its direct and indirect effects, additional investments of $200 billion by
the GPF‐Growth can help create as many as 100 million jobs in the private sector in
poor developing economies, thereby having a substantial positive outcome on
growth potential, poverty reduction and quality of life in these countries.
Conclusion
The GPF‐Growth can maximise its development impact by prioritising sectors such as
infrastructure investments, SME funding and agriculture. Geographically, it should
concentrate most on Sub‐Saharan Africa and South Asia, the two regions with the
biggest funding shortfalls, highest growth potential and biggest development needs.
While DFIs have generally delivered positive development outcomes, they have come
in for criticism for having put profit motives over their development mandates. Some
such as the IFC, have come under criticism for not having the tools to measure their
development impact properly. Hence, we recommend that the GPF‐Growth use its
large size that can double the resources the DFIs are able to channel every year, as a
strong leverage point to ensure that the DFIs spruce up their practices for maximising
and evaluating their true development footprint.
Overall, we recommend that the IFC’s approach of focusing on job creation is the
right one.
We also believe that the GPF‐Growth should engage actively, as suggested by
Oxfam’s guidelines, and the focus of its ethical guidelines should be on registering
improvement through active engagement ‐ not through the kind of crude negative
screening the GPF has been using thus far.
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DISCUSSION PAPER
This Re-Define report analyses in detail the investment strategy of the Norwegian
Sovereign Wealth Fund (GPF) and concludes that the current approach is flawed.
The report makes the financial case for big changes that include the GPF investing
in growth equity and infrastructure in developing countries, as well as making large
green investments.

