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Norway’s pension fund embraces equity risk.
It will only hold bonds in $, € and £; ¥ is out.
Reflects a growing search for liquidity and returns.
Others seek rich returns via structured finance.
Norges Bank (Central Bank of Norway) and its management of the Norwegian Government Pension
Fund has undertaken a major realignment of their investments.
The sovereign wealth fund (world’s largest ~ USD 981.4 Billion) was originally established to focus on
global sovereign bonds, however, moving forward they are making a tactical allocation shift by
increasing their exposure to equities to an initial level of 60%. It is expected that will increase over time.
Risk/Reward profile
Of course, that means less capital is to be allocated to fixed income bonds and as such they will
explicitly focus on the markets where they perceive the greatest liquidity can be obtained. That means
the fund will be leaving no less than 23 bond markets and placing their attention on the debt markets
denominated in United States Dollars (USD, $), Euro (EUR, €) and Sterling (GBP, £). This includes an exit
from all direct emerging market and corporate bonds.
If one looks at Figure 1, it would appear at first
glance that the Norwegian reasoning is moving
away from the normal position of a sovereign
wealth fund that would normally tend to be risk
adverse.
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On the contrary, what could be riskier than to be locked into a large holding of an asset where the
liquidity has started to evaporate. With bond market volatility almost eliminated by the various
formulations of quantitative easing bond prices across can be seen to track along in interesting
channels, Figure 2.
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Figure 2: 10-Year Government Bonds, Based at September 2, 2016 =100 Source: Spotlight Indices
What is intriguing from Figure 2 is that there is a good match between Germany and Japan where
R2 is equal to 0.7469 and the UK and US, R2 = 0.7305. France is the complete outlier thanks to the weak
policies of François Hollande and his relatively new successor, Emmanuel Macron.
Consider the paring of the Japanese Government Bond 10-Year and the German 10-Year Bund. These
two markets have outperformed the others we illustrate in Figure 2 and yet the Norwegians have
decided to liquidate all JGB holdings.
The reason for this is because the two markets offer different risk profiles for the same return. Another
critical factor is that the JGB market is less liquid because of the Bank of Japan’s bond purchase
programme. The Norwegian Fund has concluded that owning JGB’s gives no diversification benefit
and in the event of a market downturn it could prove difficult to efficiently liquidate holdings, Figure 3.
It would follow then that as the returns from UK Gilts and US Treasuries are closely matched, the two
markets are judged to be of sufficient liquidity and depth as to warrant continued exposure.
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Gains from diversification
The key to understanding Norges Bank’s new rationale and approach is based upon the reality:
“...gains from International diversification are considerable for equities, but moderate for bonds...”
according to the fund in a paper submitted to the Norwegian Finance Ministry outlining the new
reasoning that underpins its strategy.
We can support this view as at Spotlight Indices our Developed World Equities have gained 16.74% this
year whilst the sector variation rages from -20.76% for Communications to +45.54% for Utilities.
One could maybe feel entitled to ask why stage an exit from all corporate bond exposure? The answer
is found in the fact that they now have a yield spread that minimal over the underlying government
markets. Why take the risk for such a low return when one can gain corporate exposure in equities?
For example, in Sterling the A3/A-/A- rated Electricitie de France 6.250% May 2028 yields just 35 bps
over the 10-Year Gilt. To acquire any valuable spread, one must consider non-investment grade paper
that requires one holds paper issued by over-indebted companies that could easily collapse when
central banks decide to increase interest rates.
If one looks at Figure 3, it would appear that the
Norwegian reasoning is moving to where a
risk/reward indifference curve is freed by a
lighter constrained optimum of large cap equity
exposure IC2 as against the old position at IC1.
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In Figure 3 we have drawn the investment indifference curves as not being bowed towards the origin;
thus we have not assumed diminishing marginal rate of substitution between return and risk.
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Other investors can look elsewhere
One asset class that was not featured on the risk/reward charts of Figures 1 and 3 was project or
structured finance. That is because such arrangements tend not to have the liquidity that a sovereign
wealth fund may require and quite often, national governments will have alternative funding offices
that engage in such investments, particularly if the project is domestic or at most, locally bi-lateral.
Shrewd managers have often adjusted for risk in capital budgeting. It is accepted that a riskier project
is less valuable than a safer one and so as compensation a greater level of return would be required
rising in proportion with the level of risk.
A typical starting point is to assess what is the cost of capital that would be required for the project to
be activated. This can be used as a benchmark risk-adjusted discount rate for new investments.
Therefore, it can be defined as the expected return on a portfolio of all the companies existing
securities, i.e. it is the opportunity cost of capital for investment in the firm’s assets.
The investment hypothesis is simple: Financial assets (bonds and stocks) have been massively distorted
by the asset purchase or quantitative easing (QE) programmes and this has resulted in financial asset
inflation seen in low yields and overly optimistic equity prices.
Therefore, there are yield hungry investors that shun traditional low risk instruments as they seek to
enhance their yield return by actively engaging in asset rotation...not just active asset management
within the same risk domain. In short, they are seeking ways to improve returns and diversification
multipliers and “alternatives” such as project or structured finance has gained a greater following.
These are complex markets and to engage with confidence any investor ought to have personnel with
specific skills and industry knowledge. Only then can an investor be confident about embracing the
risks of a structure that take the form of secured senior and subordinated debt, quasi equity,
start-up/private finance and equity.
Aircraft to take-off
One current popular activity now is seeking to access the returns derived from real assets such as
aircraft leasing.
Aircraft leasing has experienced strong and continued growth for over 40 years, Figure 4, and it is
continuing to grow in popularity, accounting for 40% of today’s commercial aircraft fleet. It is expected
over half of all commercial aircraft will be owned by lessors before the end of the decade.
It is quite feasible to arrange a deal worth USD 500 Million and above where the returns can be 8.0% or
more based on a pool of aircraft leased to a leading airline that will offer full aircraft maintenance so
providing a predictable residual value at lease end. These can be arrangements between the aircraft
manufacturer and airline directly, Figure 5.
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Figure 4: The Growth of Aircraft Leasing Source: Boeing and www.capitalaviation.net
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Figure 5: Cash Diagram of Aircraft Leasing Programme
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The lessor would normally find a sponsor, e.g. a state-owned airline would look to the government for
approximately 85% of the net-net invoice purchase price and the lessor will acquire via a
“Special Purpose Company” (SPC). In the US, many aircraft deals are financed by the US Export-Import
Bank.
The opening for the private investor is in that the SPC typically obtains the balance of the aircraft
purchase price from either a commercial financial institution or the airline via a non-refundable
advance payment of rent under the lease.
Of course, one should be aware that such deals are complex and created to meet needs that cannot
be met from traditional financial instruments available in the markets. As such there is a transfer of risk
applied to the securitisation of various financial assets, these include:
Aircraft leases ... Auto-Loans ...Credit Card Receivables ... Movie Finance and once again Mortgages
Such deals have helped provide increased liquidity or funding sources to large cost item markets and
can be structured to create enhanced yield returns to buyers of structured products. However, they
also come with an elevated level of risk. So, as always, buyers must be awake, alert and aware.
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This Investment Research is independent and does not constitute a personal recommendation as defined in the Glossary of the Financial Conduct
Authority(“FCA”) Handbook.
This material constitutes "investment research" for the purposes of the Markets in Financial Instruments Directive and as such contains an objective or
independent explanation of the matters contained in the material. Any recommendations contained in this document must not be relied upon as
investment advice based on the recipient's personal circumstances. In the event that further clarification is required on the words or phrases used in this
material, the recipient is strongly recommended to seek independent legal or financial advice.
This research report has been prepared by Spotlight Ideas and is for information purposes only. This research report does not constitute an offer,
invitation or inducement to invest in securities or other investments. Neither the information contained in this research report nor any further
information made available with the subject matter contained herein will form the basis of any contract.
This research report does not purport to be comprehensive or to contain all the information on which a prospective investor may need in order to make
an investment decision. The information contained herein is based on publicly available information and sources, which we believe to be reliable, but
we do not represent it is accurate or complete. The recipient of this research report must make its own investigation and assessment of the information
presented herein. No representation, warranty or undertaking, express or implied, is or will be made or given and no responsibility or liability is or will
be accepted by Spotlight Ideas or by any of its directors, officers, employees, agents or advisers, in relation to the accuracy or completeness of this
presentation or any other written or oral information made available in connection with the information presented herein. Any responsibility or
liability for any such information is expressly disclaimed.
In furnishing this research report, Spotlight Ideas undertakes no obligation to provide the recipient with access to any additional information, or to
update, or to correct any inaccuracies, which may become apparent in this presentation or any other information made available in connection with the
information presented herein.
All prices provided within this research report are taken from the close of business on the day prior to the issue date unless explicitly otherwise stated.
Spotlight Ideas does not produce maintenance research and as a result there is no planned frequency of research reports for companies under coverage.
Research reports are produced on an ad hoc basis.
Any opinion reflects the analyst’s judgment at the date of publication and neither Spotlight Ideas nor any of the directors, officers or employees accepts
any responsibility in respect of the information or recommendations contained herein which, moreover, are subject to change without prior notice.
This research report is private and confidential and is being made available to the recipient on the understanding that it will be kept confidential and
that the recipient shall not copy, reproduce, distribute or pass to third parties this research report in whole or in part at any time. It is intended for the
information of clients only and is not for publication in the press nor is it being issued or distributed to persons who are retail clients.
The material in this research report is general information intended for recipients who understand the risks associated with investment. It does not take
account of whether an investment, course of action, or associated risks are suitable for the recipient. This document is intended to be used by market
professionals (eligible counterparties and professional clients but not retail clients). Retail clients must not rely on this document.
The author is registered with the FCA in the United Kingdom.
Copyright and other intellectual property rights in the contents of this report are the sole property of Spotlight Ideas.
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