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AP3 in 30 seconds
Mission
AP3 is one of five so-called
buffer funds in the Swedish
national pension system. We
are mandated by Parliament to
generate maximum possible
benefit for the pension system
by managing our fund capital so
as to deliver strong investment
returns at a low level of risk.
Targets
✚ Generate a real return
(adjusted for inflation) of at
least 4% per year over the
long term.
✚ Achieve high cost-effectiveness in our asset management.
State-owned pension fund
AP3 is a state-owned pension
fund with a governmentappointed Board of Directors.
We are more independent than
most government agencies
because the AP funds are regulated solely by statute and not
by government directives. The
Ministry of Finance reviews the
AP funds on an annual basis.
Investments
AP3 manages a diversified global portfolio of listed equities,
fixed income assets and alternative investments. Alternative
investments comprise private
equity, real estate, timberland,
infrastructure assets and new
strategies. The portfolio stood
at SEK 206.5 billion on 31 December 2009.
Breakdown of total assets
31 Dec 2009, %

Fund capital grew by SEK 72.5 billion
Fund capital grew by SEK 72.5 billion
High returns on listed equities enabled us to
recoup much of the decrease in fund capital
incurred during 2008 due to the financial crisis.
The Fund launched in 2001 with capital of SEK
134 billion, a figure that had risen to SEK 206.5
billion by 31 December 2009. AP3 has generated
a total investment return of SEK 55.2 billion
since inception 2001. Including net inflows,
fund capital has risen by SEK 72.5 billion in this
period. As of 2009, AP3 is a net contributor to
the pension system.

Alternative assets add value
AP3 was early to spot the potential of alternative
investments and we have compiled a diversified
portfolio that accounted for 16.3% of fund capital
at 31 December 2009. Alternative investments
generated a return of SEK 6.1 billion from 2001
to 2009.

Active return contributed SEK 2.1 billion
From 2001 to 2009 AP3 generated an active return
of SEK 2.1 billion. In 2008 the Fund decided to
separate investment decisions on market exposure
(beta) from active position-taking (alpha). After
an interim period in 2009, we have discontinued
our traditional active management model as of
2010. Active positions in terms of strategies to
deliver absolute returns have contributed significant value over time and will continue to form
part of the management strategy.

Return equal to pension indexing
AP3’s long-term target is a real return (adjusted
for the effects of inflation) of 4% per year over
time. Our average annual real return stands at
1.9% since inception and 3.2% in the last five
years. Returns for the entire period correspond to
the “income index” – the rate at which pension
entitlements are indexed.
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Strong results in 2009
Profit of SEK 29.4 billion
AP3 recorded a profit of SEK 29.4 billion in 2009,
the highest in our history. This strong result enabled
us to recover much of the decline in asset values
from the year before.
Total return of 16.3%
The total return was 16.4% before expenses and
16.3% after expenses. Listed investments posted a
gain of 21.1% and alternative investments recorded
a return of -2.1%. In alternative investments, private
equity and real estate made negative contributions
while new strategies made a positive contribution.
SEK 2.9 billion in active return
The active return was 2.2 percentage points, or SEK
2.9 billion, the highest in AP3’s history. Active
management in 2009 combined traditional active
management with absolute return strategies as part
of the alpha management.
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Dynamic management model for increased
flexibility
In 2009 we shifted the management model focus
from traditional asset classes to risk categories. The
new model offers greater management flexibility
with the aim of reducing major fluctuations in investment returns and giving added scope for raising
risk-adjusted return.

Total return after expenses 2005-2009, %

Development of fund capital 2005-2009, SEK bn
225 SEK bn

Fund capital up by SEK 25.5 billion
Fund capital stood at SEK 206.5 billion at year-end,
an increase of SEK 25.5 billion from the start of the
year. AP3 became a net contributor to the pension
system in 2009, making a payment of SEK 3.9 billion.
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Statement by the ceo

Perseverance pays off

Strong recovery in 2009

It is gratifying to note that a long-term approach pays off. AP3
delivered a record profit in 2009 and our highest active return since
launching in 2001. This excellent result has restored our return
on capital to parity with the income index, on which indexation
of pensions and pension entitlements is based. The assets of the
AP funds rose strongly in value during the year, which will help
to release the current brake on pension payments.
Our job is one of the most important in Swedish asset management,
affecting virtually all income earners. The Swedish public must feel
confident that we are managing their assets for the maximum longterm benefit of the pension system. This is a challenge that we take
most seriously. It is therefore essential that we constantly strive to
develop and improve our asset management. This is about learning
from events in the financial markets and ensuring that we raise the
quality of our asset management while maintaining maximum cost
efficiency.

Lessons from 2008
The dramatic fall in the value of our assets in 2008 taught us that
a good risk diversification strategy is insufficient to insulate the
portfolio. In a financial crisis, everyone abandons risk and takes
refuge in secure investments. Anyone with exposure to any form
of risk is adversely affected, no matter how diversified those risks
are. Yet perseverance pays off when investing in financial assets, as
our experiences in 2009 confirmed. During the year we recouped a
large portion of the value we lost in 2008, both in our total portfolio
and in our active management. However, we are not content to
rest on our laurels and have continued to enhance our investment
strategy. Our aim is to ensure that we are even better prepared to
reduce the risk of major portfolio losses and also to take advantage of
opportunities. We are allocating more resources to analysing total
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portfolio risk and during the year we have developed a method
for dynamic asset allocation. We have also compiled a portfolio
of alternative investments that have grown to more than 16% of
the AP3 portfolio. Our intention here is to increase risk-adjusted
return over the longer term. We have also strengthened our alpha
management through an improved risk budgeting process. These
changes are not dramatic but are steps in a never-ending process
of improvement. We must stay focused on our long-term mandate
even when panic grips the market.

Cost-effective management
Our aim is to be at the cutting edge in asset management and to
work hard to ensure cost effectiveness throughout the investment
process. Merely focusing on lower fees can be counter-productive
and deliver lower costs at the price of reduced income. Cost-effective
management demands more: that every krona of cost should generate
the maximum possible risk-adjusted return. Investment costs vary.
Internal management can be more cost-effective, but only if we
have the asset management skills. We should not or cannot manage
certain assets – for instance alternative investments – internally.
Increased exposure to alternative investments often leads to higher
management costs, but risk-adjusted returns are also likely to be
higher over the longer term, which benefits the pension system.
I can say with absolute confidence that we are cost-effective
in the context of our chosen management strategy as we keep a
close eye on expenses and commission an external consultant to
benchmark our costs against similar pension funds worldwide. This
analysis shows that our costs are lower than average and that our
portfolio management generates added value. In 2009 we renegotiated contracts, closed non-cost-effective management mandates
and extended our cooperation with the other AP funds in a quest
for further cost savings.

Debate is important
The AP funds are widely seen as having a large cost base and the
strategy of having four different funds with the same mandate has
been called into question, for instance in an ESO report1 published
during 2009. There are undeniable economies of scale to be had
in asset management, and these were well known when the new
pension system was designed. However, it is often forgotten that
risk diversification across multiple managers can generate income.
Most likely competition contributes to higher efficiency and drives
a process of portfolio adjustment leading to increased average
returns over time. Unfortunately, there is a tendency to focus on
costs in isolation as income is harder to estimate. A simplistic
debate undermines confidence in the pension system. Continuous
monitoring and analysis of the pension system is paramount, but
an informed debate is just as important.
In Norway, the government and the central bank (which
supervises the Government Pension Fund Global) have invested
considerable resources in establishing a platform for an informed
debate on pension management. Their analysis holds lessons for us
and we intend to benefit from them.
No variable remuneration to management
Debate on remuneration came into the spotlight in the wake of the
financial crisis. Our remuneration system was already conservative
and we paid no variable remuneration in 2008 when returns were
negative. We introduced further restrictions in 2009 and now pay
no variable remuneration to management. Other staff can qualify
for a maximum bonus of two months’ salary. Our excellent results
in 2009 were due to the hard work of many staff and we more
than reached our targets. For this reason, employees will receive
a variable remuneration as agreed. As of 2010, we will introduce
longer-term performance requirements for variable remuneration
1

payment and will be more restrictive with the timing of pay-outs.
This is in line with guidelines from regulatory authorities, though
AP3 is not actually covered by these regulations. Our aim is to have
a remuneration system that offers competitive terms and conditions
to attract and retain skilled staff while meeting the high level of
public trust required of us.

Future challenges
What does the future hold? We will continue to build a leading,
cost-effective management structure. We have come a long way
in our strategic development. At inception in 2001 our aim was to
outperform our benchmarks – a target we have since revised. Today
our target is a 4% average real return per year over time, which is
why we focus on total portfolio risk. By diversifying our assets and
management strategies we have put in place a structure to generate
strong risk-adjusted returns in line with this target. The method
behind this is dynamic management of the total portfolio and costeffective exposure to different assets.
The financial markets will pose a major challenge in the near term.
With risk-free interest rates close to zero due partly to the size of
central bank stimulus packages, we need a relatively high level of
portfolio risk to generate the returns required by the pension system.
And we need to achieve this while avoiding excessive volatility in
those returns.
Last but not least, I would like to thank the Board of Directors
for its support and work to develop the AP3 strategy during the
year. I would also like to thank all employees for their great work
in managing the Fund’s assets to secure maximum benefit for the
pension system.
kerstin hessius
CEO

ESO is short for “The Group of Experts in Studies of Public Economics”.
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AP3´s role in the pension system

Mission to guarantee pension values
– today and tomorrow
The First-Fourth AP funds (AP1-AP4) are part of the national
pension system. The funds’ mission is to generate maximum
possible benefit for the system by managing their fund capital so
as to deliver strong investment returns at a low level of risk. The
AP funds have two different roles within the pension system.
First, they act as a buffer by using their capital to fund future
pension payments. Second, they generate investment returns
that help to finance the system over the long term.

Private
pension

Occupational
pension
Premium pension

Income pension
General state pension

How does the pension system work?
The Swedish pension system has three main components: general
state pension, occupational pension and voluntary private pension.
The state pension system comprises an income pension and
premium pension. Every month, 18.5% of an employee’s pensionentitled salary is paid into the system, with 16 percentage points
going to the income pension and 2.5 percentage points to the
premium pension.
Payment flows in the national pension system
ced by a contribu�on amoun�ng to 18.5% of total salary, with
Pensions are ﬁnanced
ed to individual premium pension
nsion accounts.
a
2.5% being allocated
AP1, AP2, AP3 and AP4
uarter of
each receive one quarter
ons
pension contribu�ons
AP1
AP2
AP3
AP4
AP1, AP2, AP3 and AP4
uarter of
each ﬁnance one quarter
total pension disbursements

16
16% is used to ﬁnance
current pensions
C
Contribu�ons 2009
SEK 203 billion

D
Disbursements 2009
SEK 217 billion

4 ¦ third sw edish nati o na l p ensi o n fu nd 2 0 0 9

The state pension system
The income pension is a standalone system independent from
central government finances and is a pay-as-you-go scheme, meaning
that pension benefits are paid directly from current workers’
contributions.
What determines the size of the state pension?
The size of an income pension is related to the pensioner’s lifelong
income and depends on the number of pension entitlements that
he or she has amassed. Pension credits are indexed upwards annually in line with wage growth based on the so-called income index
to ensure that pensioners’ living standards remain in line with those
of Swedes in general.
The size of the premium pension depends on the securities
funds that the pension assets are invested in. Each individual can
decide how to invest his or her money. If no active choice is made
the assets are transferred by default to management by AP7.
People with no or low incomes receive a guarantee pension that
is financed via the central government budget and is thus independent from the income and premium pension system.
AP3’s role as a buffer fund for the pension system
AP3, together with AP1, AP2, AP4 and AP6, is one of the national
pension system’s five buffer funds. The funds are there to manage
the surpluses and deficits that arise between paid-in pension contributions and pension disbursements. The factors influencing the
future balance between contributions and disbursements are shown
in the diagram on page 5.
What happens if the pension system is not in balance?
The buffer funds also contribute to the long-term strength of the
pension system. The system is financed from two sources: the
assets held by the buffer funds (accounting for around 10% of total
pension system assets) and pension assets (the remaining 90%).
Pension assets are the value of future pension fees.
Pension liabilities are aggregate pension entitlements and rise in
line with increases in average incomes in Sweden.
The income pension system has a built-in “automatic balancing” mechanism to guarantee the overall financial stability of the
system. Automatic balancing ensures that paid-out pensions do not
exceed the system’s long-term financial resources. The mechanism
is activated if pension liabilities exceed pension assets.

AP3s mission and investment rules

Pension
contributions

AP funds’
buffer capital

• Population growth
•	Labour market participation
• Economic growth
• Wage growth

Primary investment rules of the AP funds

Paid-out
pensions
•	Number of pensioners
•	Average life expectancy
• Wage growth

In 2009, contributions to the pension system totalled SEK 203 billion and paidout pensions amounted to SEK 217 billion. Contributions and disbursements
vary over time in accordance with the factors shown above.

The pension system’s financial health is expressed as a balance
figure. When the balance figure falls below 1 it means liabilities
exceed assets, at which point the automatic balancing mechanism
is activated. Balancing involves the value of paid-out pension
entitlements being indexed at a lower rate of interest than would
otherwise be the case, thereby reducing the value of future pensions. The interest rate remains at this new, lower level until assets
and liabilities return to equilibrium. The mechanism means the
pension system regulates its own finances and avoids the government having to intervene to raise contributions or borrow money
to fund pensions.

What will happen to pensions in 2010?
A deficit in the pension system of SEK 243 billion, equivalent to a
balance figure of 0.98261, at the end of 2008 means that automatic
balancing will occur in 2010. The deficit in 2008 arose due to various factors, most notably a sharp decrease in the value of the AP
funds’ portfolios due to dramatic falls in world equity markets and
growth in pension liabilities outstripping growth in pension assets.
In 2009 the government moved to moderate the adverse impact
of balancing on pension values by changing the rules for measuring
the AP funds’ assets.1 In the past, the funds totalled their assets at
the end of each financial year. Under the new system, assets are
measured as an average over three years. The change will reduce
the impact of automatic balancing on pensions in 2010 but pensions will still be lower than in 2009 – for three reasons. Consumer
prices have fallen, income growth has been weak and the automatic
balancing mechanism was activated. The combined effect of these
factors will see pensions reduced by 3% in 2010.2
When will the pension system’s balance be restored?
The Swedish Pension Agency forecasts2 that the pension system
will return to balance again in 2012.

S ource: Parliament in 2009 changed the rules for measuring the balance figure. Under the new
rules, the balance figure will be 0.9672 instead of 0.9826 (Government Bill 2008/09:219).
2
Press release from Swedish Pension Agency, 11 and 19 January 2010
1

AP3 is required to invest at least
30% of its assets in low-risk
fixed income securities.
AP3 may expose a maximum of
40% of its assets to currency risk.
The Fund may hold shares corresponding to no more than 10%
of the voting rights in any single
listed company.

AP3 may invest a maximum 5%
of its assets in private equity.
Such investments must be made
indirectly via private equity firms
or mutual funds.
At least 10% of AP3’s assets
must be managed by external
managers.
AP3 may not invest in commodities.

Equity holdings may not exceed
2% of the capitalisation of the
Stockholm stock market.

Mandate and investment rules of the AP funds
The AP funds are subject to the National Pension Funds Act
(2000:192), which states that:
✚ The First, Second, Third and Fourth Swedish National
Pension Funds should manage their assets so as to generate
maximum benefit for the income-based retirement pension
system.
✚ The funds should invest their assets to obtain high longterm returns.
✚ The funds’ overall investment risk should be low.
✚ Parliament sets the funds’ investment rules.
✚ The funds can exercise considerable discretion when selecting their asset mix, provided that they invest in assets that
are liquid (meaning that they are tradable).
✚ Investments must be independent of economic or business
policy considerations.
Governance of AP3 as a state pension fund
✚ AP3 is a state-owned pension fund with a governmentappointed Board of Directors that has full responsibility
for the Fund’s operations.
✚ Board duties include asset allocation, corporate governance
and approving the risk management plan.
✚ AP3 is more independent than other government bodies
because its activities are regulated solely by legislation.
✚ The government cannot issue directives on AP3’s day-today operations or asset management activities.
✚ AP3 has external auditors, appointed by the government.
Government review
The Ministry of Finance carries out an annual review of the
AP funds on the government’s behalf and submits the results
to the Parliamentary Standing Committee on Finance for
evaluation.
Read more about Sweden’s pension system and download the
system’s annual report from the Swedish Pension Agency’s website
at www. pensionsmyndigheten.se.
The Ministry of Finance’s annual review of the AP funds can be found
at www.riksdagen.se.
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Targets and strategy

Value creation based on diversification
and long-term approach
Our aim is to generate a minimum annual real return of 4%. This
section describes the AP3 investment philosophy, which forms
the basis for the investment portfolio and asset management
organisation.
AP3’s return targets
AP3’s pension system mandate requires that we reach certain targets in terms of investment returns on the pension capital. A minimum average real return1 of 4% is needed to cover future pension
liabilities and ensure the long-term financial health of the system.
The real return target is calculated based on forecasts for pension
system assets and liabilities and is described in more detail on
pages 4 and 5. A real return of more than 4% is seen as a guarantee
for the system’s long-term financial health and sufficient to avoid
the automatic balancing mechanism being activated.
Trends on the financial markets over the last ten years have
demonstrated how important it is for the AP funds’ performance
not to fluctuate too strongly from year to year and made it apparent
that we need to set a target limit for variation in returns. AP3 express
this target by saying that the fund choose the portfolio with the
highest risk adjusted1 return yields of 4% expected real return per
annum.
Investment philosophy
Investors seeking to put together an investment portfolio based on
achieving a set return must first affirm their belief in the way the
financial market works and their own organisation’s strategy for
operating in it. This approach is typically outlined in investors’ investment philosophy. AP3’s investment philosophy is shown in the
table below.
AP3’s investment philosophy
Risk-taking

Risk-taking in financial markets generates positive
returns over time.

Risk diversification

Diversified risk-taking can raise risk-adjusted
returns.

Forecastability

It is possible to forecast returns on financial assets
with the help of structured analysis.

Time diversification

1

Combining investment decisions with long-term,
medium-term and short-term investment horizons
facilitates higher risk-adjusted returns and increases
the probability of achieving the investment target
return.

See glossary
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Investment strategy
The AP3 investment philosophy is at the core of our asset management decisions. The time diversification strategy is indicative of
our strategy for structuring investment operations. We generate
combined returns from three investment processes with different
investment horizons. These three processes are not entirely independent but interact, and the correlation between long-term and
medium-term investment horizons is especially close.
In all three cases, our strategy is based on the first three points
in the investment philosophy: risk-taking, risk diversification and
forecastability. The table below summarises how the three processes
tie in with the investment philosophy.
Strategies for AP3’s investment processes
Time diversification, investment horizon
Long term

Medium term
(strategic)

Short term
(alpha)

Risk-taking

Risk-taking
primarily via
exposure to
equity, credit,
currency and
liquidity risk

Risk-taking changes
in line with projected
investment returns
over the coming
one to three years

Risk-taking that
creates investment returns
with low correlation with the
Fund’s other return streams

Risk
diversification

Between different
asset classes,
regions and
sectors

Changes in exposure
to different types of
risk and diversification via positions in
submarkets

Positions taken
in multiple
segments of the
financial market

Forecastability

Structural macro- Macroeconomic
economic analysis analysis, valuations
and return fore- and risk appetite
casting based on
long-term data

Different types
of investment
and forecasting
models for shortterm positiontaking

Investment decisions based on a long-term investment horizon
The belief that exposure to financial risk has a positive impact on
investment returns over time is based on theoretical and empirical
research in financial economics. Risk assets like equities have deliv
ered much higher returns in the last 100 years than fixed income
securities with low credit risk. The table on the next page shows
that the real annual return on US and Swedish equities averaged
more than 6% from 1900 to 2009. The return on government bonds
in these two countries was around 2% in the same period.

Targets and strategy

Average returns 1900-2009
Equities

Government bonds

Treasury bills

11.4 %

6.1 %

5.6 %

US nominal

9.3 %

5.0 %

4.0 %

Sweden real

7.6 %

2.4 %

1.9 %

US real

6.2 %

2.0 %

1.0 %

Sweden nominal

Source: London Business School, RBS and AP3

Based on results such as those shown in the table above and analysis
of future scenarios, AP3 has calculated expected returns on a wide
variety of assets. We also analyse the risk, measured as volatility,1
inherent in our investments and how returns may correlate over time.
Projected returns, risk and correlation are then used to create an
optimal portfolio that meets our target of a 4% return over time at
a minimum level of risk – a portfolio that offers the highest riskadjusted return. As we construct the optimal portfolio we consider
the statutory restrictions on our investment strategy (see page 5)
and our prerequisites as an institutional investor as described in the
table below. These prerequisites give us competitive advantages that
we can use to raise returns and reduce portfolio risk.
AP3’s investment prerequisites
Long-term investment approach

Our ability to be a long-term investor means we
can invest in assets available only to investors that
can sign long-term undertakings and that carry a
liquidity premium compared to more freely tradable
assets.

Flexibility

Due to their investment rules and mandate, the
AP funds have more freedom to take risk than
many other large institutions. This creates scope
for opportunities that can be beneficial in certain
conditions.

State ownership

Our status as a state pension fund gives us a high
credit rating, which makes it easier for us to enter
some agreements on preferential terms.

The portfolio is designed in line with the long-term investment
strategy and has relatively high exposure to risk assets. This is
because projected real returns on fixed income assets with a high
credit rating are below our 4% target. Historic and current real
yields on treasury bills and government bonds are significantly
lower than 4%.

1

Since inception in 2001, AP3 has sought to compensate for the
higher risk associated with risk assets by diversifying risk in line
with our investment philosophy. Risk diversification raises risk-
adjusted returns and reduces our vulnerability to sudden fluctuations
on financial markets, particularly the equity market. Many of the
major changes we have introduced since 2001, for example increased
exposure to property and other assets offering real returns, can be
seen in a diversification context.

Strategic allocation – medium-term investment horizon
The static portfolio that results from the long-term investment
process is not a model portfolio that we seek to maintain in all
market situations. We constantly analyse the current portfolio to
see if we can change it to increase the likelihood of reaching our
target return of 4%. This analysis is via an investment process that
uses a medium-term horizon based on projected returns over one
to three years.
We believe it is possible to forecast returns over the medium
term – a view supported by research. We operate a strategic allocation policy because we have seen how returns on different assets
vary considerably over a 1-3 year period and that longer periods of
time may be required to achieve the long-term target return. There
have been periods in the past during which equities have underperformed bonds over the course of several decades. Risk premiums
are not constant but vary considerably over time. Our method for
medium-term asset allocation, known as dynamic asset allocation,
is described in more detail on pages 9–11.
Alpha – short-term investment horizon
Short-term positions are our third investment process and are
known as alpha management. Here, the aim is to generate returns
that in the short-term exhibit little correlation with the return on
the total portfolio. This low correlation means alpha management
can increase asset diversification and hence increase our risk-adjusted returns. AP3 has positive experience of alpha management:
aggregate returns stand at more than SEK 2 billion since 2001.
A structured approach is vital for successful alpha management.
Risk-taking needs to be balanced between various different strategies and we continually need to develop our methods for achieving
alpha returns. Since 2008 our asset management model has been
based on separation of alpha management from beta management
(financial market exposures). This approach means our alpha managers can focus exclusively on position-taking and makes it easy for
us to evaluate their performance.

See glossary
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Asset management organisation
A flexible asset management organisation and effective skills utilisation are crucial to success in an ever-changing business environment.
Here, we prioritise clear lines of responsibility whereby we delegate
management decisions to those units best able to deliver profitable
and cost-effective asset management within the scope of relevant
risk mandates. The Board of Directors decides the general risk level
and portfolio asset mix and also sets the risk framework within
which the CEO can change allocations.
AP3’s asset management is organised in three departments:
Portfolio Strategy, Alpha and Beta Management and Alternative
Investments. Portfolio Strategy handles general issues relating to
portfolio structure. Within the Portfolio Strategy department, the
Strategic Allocation team analyses the environment for mediumterm asset allocation and produces research to form a solid basis for
investment decisions. The Strategic Allocation team uses a dynamic
asset allocation model. This is described in more detail in the next
section.
Alpha and Beta Management is in charge of AP3’s investments
in listed equities, fixed income instruments and foreign exchange.
The department consists of two teams: Alpha and Beta. The Beta
team manages our exposure to global financial markets and aims to
secure returns mirroring the performance of the indices in its various
investment markets. It is strongly focused on cost efficiency and
had SEK 171 billion of assets under management at the end of 2009.
The Alpha team has no investment assets of its own but focuses
instead on generating an absolute return, as described earlier. The
Alpha team’s current absolute return target is SEK 600 million
per annum. The Alpha and Beta Management department uses
8 ¦ third sw edish nati o na l p ensi o n fu nd 2 0 0 9

optimal risk budgeting,1 which involves balancing risks according
to expected returns and the correlation in returns generated by
different managers.
Alternative Investments is responsible for managing AP3’s
holdings of private equity, illiquid assets and real estate. The department is also in charge of New strategies, a group of diversified
investments including insurance risk and opportunistic investments
such as convertible bonds. Return targets are set in absolute nominal
terms. The targets (average annual return over three years) for the
large sub-portfolios are: real estate 10%, private equity 15% and life
science equities 12%. The Alternative Investments department had
SEK 33 billion of assets under management at the end of 2009.
AP3’s asset management organisation
AP3’s total
portfolio

Portfolio Strategy

1

See glossary

Alpha and Beta
management

Alternative
Investments

Dynamic asset allocation

Dynamic asset allocation – a new model
for portfolio construction
In the light of events on the financial markets in 2008 and AP3’s
positive experiences of strategic allocations and alpha management, we have implemented a major change in our investment
model and adopted a structure whereby we divide the total
portfolio into different risk categories as a basis for asset allocations. This chapter describes this new dynamic allocation model.
Need for medium-term capital allocation decisions
AP3 has a minimum average target for real return of 4% per annum to guarantee our long-term undertakings to the national
pension system. By forecasting long-term real returns on different
assets we can compile a portfolio capable of generating a real
return of 4% over time with minimum risk. This portfolio will
have relatively high exposure to risk assets and an equity weight of
around 50%.
Maintaining a static portfolio structured on these lines would,
however, over time expose AP3 and the pension system to poor
returns in individual years – just as returns on different types of
asset and financial risk fluctuate widely from year to year and over
time. The first decade of this century has been characterised by low
returns on equities, while the late 1970s were marked by weak real
returns on fixed income securities due to very high inflation. Similar patterns can be seen for other asset classes. Returns on bonds
that carry credit risk are often weaker when corporate insolvencies
rise during economic downturns.
For an illustration of how returns between asset classes can differ sharply we can look at 2008 and 2009. The graph below shows
returns on equities, government bonds and treasury bills during
Returns in Sweden and USA 2008 and 2009, %
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these years and highlights the need to alter allocations between
different asset classes and financial risks over time.
Like many pension funds, AP3 has for many years adjusted
its allocations when market conditions change. But the financial
crisis underlined the inadequacy of portfolio changes in many cases
and in response AP3 decided to change and improve the way we
allocate our total risk. We now take a fund-wide approach to risk
management and have divided portfolio assets into risk categories
to facilitate our investment research and decision-making. In the
next section we outline the way we do this and the changes we
implemented in 2009 to raise our expected risk-adjusted return
over the long term.

Experiences from strategic allocation and alpha management
AP3 has for several years been devoting increased resources to
adjust risk-taking to market conditions via a process of strategic
allocation. We have done so by increasing or decreasing our exposure to risky assets when expected returns from these instruments
have been particularly high or low. Between 2001 and 2008, when
we reported these decisions separately, strategic asset allocation
generated a return of around SEK 5 billion. Ever since inception
we have focused on diversifying portfolio risk, notably by spreading
equity risk to other forms of risk such as credit risk. Our aim has
been to reduce the Fund’s sensitivity to sudden falls in world equity
markets.
As a source of positive returns, alpha management has also
reduced our need for exposure to equity risk. Returns from alpha
management should have a low correlation with returns on the
asset classes under management, allowing alpha management to
raise the Fund’s returns without any significant increase in risk.
Alpha management has contributed more than SEK 2 billion in
returns since the Fund’s inception in 2001.
But although strategic asset allocation and alpha management
have contributed strongly to overall returns, they were unable to
offset the sharp decline in fund capital caused by the 2008 financial
crisis. Correlation between our various classes of risk assets rose to
extremely high levels during the crisis, to a point where no asset
class could compensate for the weakness of another. Government
bonds issued by states with high credit ratings were the only asset
class that generated a positive return during a period when the
global financial system came close to collapse.

-30
-40
Equities (MSCI)
Sweden

Government bonds

Treasury bills

USA
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Dynamic asset allocation

Dynamic asset allocation
In the light of the events on global financial markets in 2008 and
our positive experiences of strategic allocations and alpha management, we have implemented a major change in the way we allocate
our pension capital by introducing a new model for the way we
allocate our assets – dynamic asset allocation.
The objective of dynamic asset allocation is to increase the
probability that we will achieve our target of a 4% real return and
thereby reduce the risk of the pension system’s automatic balancing
mechanism being activated. Averting pension system balancing
is in the interests of current and future pensioners because the
mechanism reduces the value of paid-out pensions. In order to
increase the probability of reaching our 4% target, we endeavour to
reduce the band within which returns can fluctuate in an individual
year. Our primary aim is naturally to avoid a large deficit, which is
usually referred to as raising the risk-adjusted return.
The term dynamic asset allocation implies more frequent
changes to the portfolio than in the past. Our aim is to adjust risk
levels and return targets to market conditions over the medium
term, meaning a period of one to three years.
Substantial portfolio changes are necessary for dynamic asset
allocation to produce results.
Allocation decisions based on risk classes
Asset allocation decisions under the new management model will
be based on a division of the AP3 portfolio into different risk classes.
The risk classes can be seen in the chart below. They correspond to
traditional risk classes in financial economics and the areas where
we focus our research.

We have seven risk classes in the following areas:
✚ Equities comprise investments in listed Swedish and foreign
equities and also the Fund’s private equity portfolio.
✚ F ixed income comprises traditional fixed income instruments
issued by national governments with high credit ratings, for
example Swedish government bonds.
✚ Credits comprises fixed income instruments not included in
Fixed income or Inflation. This risk class includes investments in
corporate and mortgage bonds. These include both investment
grade1 and higher risk high yield1 corporate bonds.
✚ Inflation comprises investments on which returns are generally
index-linked to provide protection against unexpected rises in
inflation. In this risk class, AP3 invests in index-linked bonds
and real estate.
✚ Foreign exchange relates to risk exposure through investments in
foreign securities that are not hedged against the Swedish krona.
Our investments in foreign fixed income securities are always
hedged against the krona, so currency risk arises primarily in relation to our equity holdings. The major part of our currency risk
is against the US dollar, the euro and the yen, though emergingmarket currencies have become more prominent in recent years.
✚ Other exposure comprises investments that are difficult to place
in the above categories due to their risk profile. They include
convertible bonds and insurance risks.
✚ Absolute return strategies comprise asset management mandates
designed to generate returns regardless of events on global equity
and bond markets. They normally have a target return stated in
SEK million terms and primarily consist of alpha management
mandates.
1

See glossary.

AP3’s portfolio is divided into different risk classes
AP3’s total
portfolio

Foreign
exchange

Equities

Fixed income

Credits

Inﬂation

Listed equities

Government
bonds

Non-government
ﬁxed income

Index-linked
bonds

Private equities

Absolute return
strategies

Real estate

AP3’s investment portfolio contains assets with different risk profiles. Our risk
classification structure takes into account risks such as market, liquidity and
credit risk and is based on four areas of diversification: diversification between
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Other
exposures

risk classes; diversification within an individual risk class; different investment
horizons; and different investment strategies.

Dynamic asset allocation

The development of equity risk premium over a business cycle
Time

Equity risk premium

Historic data show a link between equity
returns and current economic conditions
and trends. The equity risk premium
tends to be higher than usual during a
slowdown when the economy is improving.

Level of business cycle

One of the main reasons we have divided the portfolio into different
risk classes is to highlight and clarify the risks to which our portfolio
is exposed. It is a structure that collates the risks we want to monitor,
especially during periods of market stress. The structure is proactive
in that it tells us in advance what risks will be liquid and illiquid when
the market is under stress. Because the financial markets establish
an immediate price for unforeseen events, we need to have a good
grasp of the risk classes in which we can quickly reduce and increase
our risk. This is something we must also bear in mind when making
an initial investment in a risk class.

Framework for dynamic asset allocation decisions
The decision-making framework for the dynamic asset allocation
model is based on macroeconomic analysis and our valuation of
risk classes and risk appetite.
Macroeconomic analysis considers structural factors, including
demographics, productivity, debt levels and saving ratios and overall economic conditions, such as the business cycle and economic
trends. Business cycle-related analysis is based on observations of
how the equity risk premium fluctuates over time (as seen in the
diagram above).
AP3 has analysed returns between different asset classes and
stages in the economic cycle. The cycle can be divided into four
phases, depending on whether economic activity is high or low and
whether it is strengthening or weakening. Our analysis shows that
equity returns tend to be highest just before the economy shifts
from a downturn to an upturn and vice versa. The difference in
annualised returns between equities and bonds at these points in
the cycle can be more than 10% higher or lower than usual.

Divergence from normal levels in returns on US equities and bonds in
1959-2009 during a business cycle

Stronger economic conditions
Weaker economic conditions

Boom

Recession

Normal

Significant
positive

Significant
negative

Normal

Source: AP3

A valuation analysis supplements the macroeconomic analysis
across all risk categories. The analysis process places an emphasis
on risk appetite and market sentiment.
After analysing the economic cycle, structural factors, valuations
and risk appetite we forecast returns and risk for each risk class.
Based on these forecasts, and taking into account uncertainty and
correlation in returns, we construct the portfolio that we believe
will be most likely to generate a 4% real return over a timeframe
of one to three years. As mentioned earlier, a large part of the
dynamic allocation process will focus on managing negative investment outcomes – and in this context we will constantly review the
need for asset protection strategies.
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Risk management

Risk is part of what we do
Risk management is AP3’s core business. Taking risk is how we
generate investment returns – but the risks we take should be
calculated and within the scope of our operating structure. Risks
and risk levels are authorised in accordance with the Swedish
National Pension Funds Act and under the restrictions imposed
by the Board of Directors and internal limits set by the CEO. AP3
has a Risk Control department to ensure compliance with the
approved risk framework.
Definitions of risk
Risk can be defined as the possibility of a projected scenario giving
rise to a negative outcome. Our mandate is to generate maximum
possible benefit for the pension system by managing our fund
capital so as to deliver strong investment returns at a low level of
risk. Risk management entails assessing, analysing, calculating
and managing operating risk to achieve maximum returns at the
chosen level of risk. The Risk Control department has the task of
identifying, measuring, analysing and monitoring operating risks
to ensure that the Fund’s risk taking is controlled and within the
established framework.
AP3 has four risk categories: market risk, credit risk, operating risk and regulatory risk. Each has various sub-categories (see
chart).
Market risk

Credit risk

Share price risk
Interest rate risk
Currency risk
Inﬂa�on risk
Liquidity risk
Poli�cal risk
Country risk
Reﬁnancing risk

Issuer risk
Counterparty risk
Se�lement risk

Opera�ng risk
Process risk
System risk
Personnel risk
Fraud risk
Stoppage risk

Regulatory risk
Legal risk
Breach of rules
Reputa�on risk

Market risk
Market risk is the risk that the value of an asset may fall due to
changes in asset prices on the financial markets. We manage
market risk actively in order to optimise our exposure in relation to
projected returns. The Board of Directors delegates risk mandates
to the CEO and specific asset managers.
Credit risk
Credit risk is the risk of incurring a loss due to the failure of a borrower or counterparty to meet repayment obligations. In a securities context, issuer risk is the risk that the borrower cannot fulfil his
repayment obligations on the due date. As with market risk, AP3

manages credit risk as part of its day-to-day asset management.
Counterparty and settlement risk relate primarily to the risk of a
counterparty failing to meet obligations relating to derivative and
foreign exchange contracts. These can be seen as residual risks,
meaning that they are part of the business but do not contribute
actively to returns. Our aim is to restrict them to a reasonable level.

Operating and regulatory risk
Operating and regulatory risk are also classed as residual risks and
here our aim is also to keep them to a reasonable level. Operating
risk is the risk of incurring losses due to internal factors, such as
errors in systems and models, mistakes and fraud, and external
factors, such as crime and extreme events. Regulatory risk is
similar to operating risk and arises in relation to non-compliance
with statutory requirements and regulations, the failure of legal
contracts to provide intended protection and the potential damage
of rumour and hearsay to the Fund’s reputation. We manage these
risks by continuously monitoring procedures and processes and
maintaining a high level of awareness throughout the organisation.
Risk measurement
AP3’s middle office is in charge of independent risk control and
monitors market and credit risk on a daily basis. It quantifies
aggregate risk across the Fund’s operations and also measures risk
for individual asset management mandates. In the market-listed
portfolio, the focus is on relative risk – deviations from benchmark
indices – whereas we use absolute risk for our other portfolios and
for the Fund as a whole. Risk limits are set using position limits
and past and future statistical measures such as tracking error1 and
value at risk.1 Value at risk is also used to measure our total risk
across different risk classes.
For research purposes we also use other models, including sensitivity analysis and stress tests.
Risk analysis for 2009
Risk levels remained high at the start of 2009 due to the turmoil
on financial markets during the preceding autumn. Volatility1 in
AP3’s listed portfolio was 27.3% on 1 January. Risk levels started
to normalise in mid-March and by year-end volatility in the AP3
portfolio had shrunk to 6.8%, approximately the same level as prior
to the start of the credit crisis in summer 2007.
From July, AP3 began increasing its risk level via higher
exposure to the equity market. Currency exposure was reduced to
below 10%. At the start of the year AP3 had substantial exposure to
credit risk in its fixed income portfolio but gradually unwound this
exposure as the debt market stabilised and the cost of credit risk
decreased.
1
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See glossary

Risk management

receivables and liabilities are to be settled if one party is unable to
fulfil its commitments.
AP3 takes a systematic approach to minimise counterparty risk
by entering CSA1 agreements. These require a party with an outstanding liability to provide collateral by way of cash or securities.
Settlement risk in foreign exchange transactions can be reduced
by settling through CLS1 – a system that enables simultaneous
settlement of currency transactions via an independent third party.
Where possible, AP3 uses CLS for all contract types, currencies
and counterparties.

Volatility in AP3’s portfolio in 2009
25 %
20
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5
0
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March

May

July
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Dec

The table below shows risk (measured as Value at Risk) for the
total portfolio per risk class at 31 December 2009, along with
maximum, minimum and average levels recorded during the year.
Value at Risk (VaR) refers to the maximum potential loss that can
occur with a given probability and over a given horizon. AP3 uses
a probability of 95% and a horizon of one day, meaning that on 95
days out of 100 the change in the value of the portfolio from one
day to the next will not exceed the projected amount, assuming the
markets perform in line with historic patterns. The VaR figure does
not tell us what the change in value will be on the other five days –
only that it ought to be bigger. We therefore supplement VaR with
various stress tests.
Risk measured as Value at Risk for the AP3 portfolio 2009

SEK million

31 December
2009

Equity risk

Average Minimum level Maximum level
2009
2009
2009

1,357

1,826

1,299

2,930

Currency risk

245

315

110

568

Interest rate risk

136

160

100

236

18

13

0

59

568

728

421

1,322

1,188

1,586

1,088

2,471

Inflation

Diversification
Total AP3

Valuations
AP3 recognises all holdings at fair value and values listed assets on
a daily basis primarily at officially quoted prices or using a theoretical model valuation if reliable price information is unavailable.
Derivatives traded OTC1, such as currency forwards and interest
rate swaps, are also valued using modelling.
Assets that cannot be valued on a listed market are mainly real
estate and private equity, and we measure these with lower periodicity
than listed assets. Valuations are based on generally accepted
principles for measuring fair value. Investments in private equity,
which are via private equity funds, are based on the latest quarterly
reports. In normal cases we receive these reports within 90 days of
the end of the quarter. Hence, we base our year-end valuations of
private equity holdings on reports at 30 September 2009 adjusted
for inflows and outflows during the fourth quarter. We evaluate the
reliability of valuations. The valuations stated in the year-end report
are regarded as reliable. We apply our valuation principles consistently
over time.

Total risk is lower than the aggregate risk for the different risk classes
as these have various degrees of correlation. The difference between
risk in the total portfolio and aggregate risk for the different risk
categories is known as the diversification effect.

Counterparty and settlement risk
AP3 monitors counterparty risk on an active basis. The basic
principle is that we do not accept counterparties unless they have
a minimum credit rating of A- as issued by Standard & Poor’s or
an equivalent rating agency. We also require all counterparties to
sign an ISDA1 agreement with us. ISDA agreements specify how
1

See glossary
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Economic review 2009

Global economic rebound in 2009
The global economic slump in the latter part of 2008 was the
deepest since World War II and conditions deteriorated further
in many countries early in 2009. However, signs of stabilisation
and recovery emerged during the spring, especially in Asia,
where an economic rebound took hold during the second half of
the year.
The recession began with a crisis on the financial markets that at one
point looked capable of bringing down the entire financial system.
However, governments succeeded in turning the tide through a raft
of economic measures and support packages, enabling the financial
markets to stabilise gradually during the course of 2009. In addition
to rescuing the financial system from collapse, economic policies were
targeted at mitigating the effects of the recession. The measures
taken were unable to insulate the economy from the financial crisis,
but the downturn would doubtless have been deeper without the
stimulus packages.
Fears of depression, with negative growth and deflation, were
evident at the start of the year but governments have so far succeeded
in holding this threat at bay. The risk of deflation still exists but is
lower now than in early 2009. Massive fiscal interventions reduced
interest rates in many countries, swelled the balance sheets of many
central banks and precipitated a dramatic increase in government
borrowing requirements. These economic parameters will influence
asset markets going forward.

Growing optimism boosted stock markets
The world economy was in free fall at the start of 2009, but the
decline began to slow as the year unfolded. China and other Asian
export economies started to recover early in the year and Brazil
followed suit during the summer. The slump also eased in the US
and Europe, but growth in the eurozone was fragile in the second
quarter and the US economy did not start expanding again until
the second half. It is not yet apparent how sustainable the recovery
is.
Stock markets continued to fall during the first quarter, but
investors’ appetite for risk gradually returned as economic conditions stabilised. Corporate earnings estimates, downgraded during
the second half of 2008, were upgraded and increasing numbers of
companies outperformed analysts’ expectations during the second
half of the year, especially in the financial services sector.
Equity market volatility also eased as economic conditions
improved and by the end of the year had returned to its pre-crisis
level of September 2008.
Shares in emerging markets rebounded sharply, with the Shanghai Stock Exchange practically doubling its market capitalisation
during the year. The recovery was also strong in Sweden, where the
14 ¦ third sw edish nat i o na l p ensi o n fu nd 2 0 0 9

stock market climbed almost 50%. The return of risk appetite and
higher corporate earnings estimates drove the upturn on international equity markets, helping AP3’s listed equity portfolio to a
gain of 29.9% for the year.

Improved conditions on debt markets
The actions of central banks to stabilise the financial system proved
successful and the premiums that had driven up interbank lending
rates were already falling at the end of 2008 – a trend that continued during summer 2009. Spreads between interbank and central
bank benchmark lending rates narrowed and returned to their
pre-September 2008 level.
Economic policy and a stronger business cycle also reduced
premiums on non-government bonds, notably for governmentbacked loans. Reduced premiums on credit default swaps for banks
in North American and Europe from the first quarter of 2009
signalled an easing of conditions in the financial system.
The performance of the debt market during the crisis hit many
investors hard as highly leveraged traders with short-term horizons
were forced to offload their holdings at a loss. Long-term investors,
however, were able to recoup more than the value of their initial
investments – and in this respect the financial crisis rewarded a
long-term approach. The AP3 debt portfolio posted a strong return
for the year.
New investment opportunities
As a long-term investor, AP3 can invest in relatively illiquid assets
with long investment horizons, such as wind farms. The financial
crisis has created opportunities for long-term investors with strong
liquidity. For example, investments in secured bank loans and
convertible bonds – two asset classes in which AP3 invested in
2009 – generated favourable returns during the year.
Limited rise in bond yields
The start of 2009 saw widespread concern about long-term deflation, and the decline in risk appetite and falls in equity prices
during the first quarter saw investors take refuge in safe investments such as government bonds, causing yields to fall further. The
actions of some central banks also lowered long-term bond yields.
By the start of 2009 bond yields were at an historically low level.
Implicit inflation – the spread between nominal and index-linked
bond yields – was extremely narrow and in many cases negative.
The shoots of economic recovery that began to emerge during the
spring combined with a greater appetite for risk and an upswing on
equity markets to push up bond yields, though central bank policies limited the extent of the increase.
The normalisation of central bank lending rates is likely to be

Economic review 2009

a drawn-out process. In most cases, actions to reduce long-term
yields remain ongoing. The issue of how to unwind economic
stimulus initiatives is becoming increasingly pressing and is a cloud
hanging over bond yields in the longer term. In addition, commodity prices rose during autumn 2009 amid indications of increased
uncertainty surrounding long-term inflation. The limited rise in
bond yields resulted in relatively small capital losses and AP3 has
adjusted its fixed income portfolio in preparation for increased
yields.

Stronger krona
It is not unusual for small currencies to experience weakness during
periods of market instability and the start of 2009 saw the Swedish
krona languishing at a historically low level. The krona weakened
further until March but strengthened thereafter, especially against
the yen and US dollar, as investors’ risk appetite returned and equity
markets rebounded. The krona’s appreciation intensified in the second
and third quarters. AP3 reduced its currency exposure during the
year as economic conditions improved and stock markets recovered
lost ground.
Future remains uncertain
The turnaround in 2009 proceeded faster than many observers had
predicted at the start of the year. However, problems still persist
that could potentially jeopardise the recovery. Financial markets
will continue to depend heavily on central banks and government
policies. Monetary and fiscal policy are closely intertwined at
present and measures to tackle growing government deficits are being discussed in markets worldwide. The unwinding of government
stimulus packages may hold the key to future developments.

Modest increase in bond yields during 2009, %¹
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Interventions by central banks ensured a modest increase in bond yields during
2009.

Recovery in stock markets 2009 (index 100)¹
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On equity markets the first quarter saw the start of a recovery that was to last
through the year. Stock markets were strongest in Asia and emerging markets,
but Sweden was not far behind and the OMX index outperformed Europe as a
whole.

Moderate recovery of the Swedish krona 2009, SEK per foreign currency¹
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The Swedish krona fell heavily in the wake of the 2008 financial crisis but
strengthened against the US dollar and the yen during 2009 and staged a
moderate recovery against the euro.

1

Source: Reuters EcoWin
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Analysis of performance 2009

Returns in 2009 were the highest so far
Return before expenses of 16.4%
The listed portfolio achieved a return of 21.1% in 2009, its best
performance since 2001. Equities were the main driver behind this
strong showing. The three regions with the highest returns were
emerging markets (60.5%), Asia excluding Japan (51.1%) and Sweden
(49.5%). Fixed income investments also generated strong returns,
thanks mainly to active positions in credit obligations in the US,
Sweden and Europe. AP3 has operated a long-term strategy for
these positions and we decided at an early stage to maintain our
investments through the credit crisis. This proved to be the right
call. As valuations rebounded in 2009 we considerably scaled back
our active positions.
The total active return, including pure alpha strategies, of 2.2
percentage points of listed assets is the highest in the Fund’s history.

Alternative investments recorded a return of –2.1% in 2009. The
main reason was a heavy fall in the value of our private equity
holdings during the first half of the year, after which we saw a
stabilisation. Both private equity and real estate felt the impact of
the financial crisis later than listed assets. Year-end valuations of
private equity are based on the reported results of the underlying
companies as of 30 September 2009 – in other words, with a threemonth lag. The Fund’s real estate portfolio recorded a return of
–0.5%, due mainly to a write-down in the value of the Vasakronan
holding. New strategies include investments aimed at exploiting
temporary opportunities that arise in the market. They delivered a
return of 34.7%, with investments in secured bank loans generating
a return of 29.5% and life science equities producing a return of
51.6%.

Contribu�ons to total return 2009,%

Return by asset class 2009

20

17.1

Of which
Contribution
Total active return, to total return,
returns percentage
percentage
%
points
points

16.4
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Total AP3 portfolio
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16.4

Total AP3

Market value by asset class 2009, %
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The returns on foreign equities and fixed income include currency hedging.

Analysis of performance 2009

Shift to a new dynamic management model

Asset management shift from asset to risk classes
During the year AP3 further developed the medium-term asset
allocation model. Our approach is known as dynamic asset allocation
and is presented in more detail on pages 9–11. Dynamic asset alloc
ation involves dividing the portfolio into risk classes, on which we
base our investment decisions. The main difference from before is
that dynamic allocations are based on the underlying risk class of
the assets. Risk classes are described in further detail on page 10.
The Fund’s total return, risk and exposure in respect of each risk
class are shown in the diagram below. We focus on forecasted returns
and risk when making asset allocations. Risk is shown as Value at Risk.
Total risk exposure stood at SEK 1.2 billion on 31 December 2009,
with equities being by far the largest risk class. When calculating
total risk per asset class we include the correlation effects between
1

the different risks. Total risk is lower than the aggregate risk in
each risk class due to the effect of diversification in the portfolio.
Exposure is the underlying value that can change due to specific
events. These events are defined in a scenario that also reflects the
probability of the events in question actually taking place. Risk is
an estimate of the change in value that might occur under a specific
scenario at a certain level of exposure.
As a risk class, equities account for 58% of AP3’s total exposure
and 76% of total risk. This shows that the volatility of equities is
higher than that of for example inflation (in which the correlation
between exposure and risk is reversed).
AP3’s total exposures exceeded 100% at 31 December 2009
because the Fund held positions in derivatives to manage risk and
achieve higher asset management efficiency.

See page 12 Risk Management

AP3’s risk classes 2009

AP3
Return
16.4%
Risk
SEK 1.2 billion
of which diversiﬁcation eﬀect
33.3%
Exposure
103.8%

Equities

Fixed income
/credits ¹

Inﬂation

Foreign exchange

Other

Absolute
return strategies

Share of return
2009

65.9%

18.3%

1.2%

10.4%

0.0%

4.3%

Share of risk as
per 31 Dec 2009

76.2%

7.6%

1.0%

13.8%

0.2%

1.2%

Exposure as
per 31 Dec 2009

58.2%

28.0%

13.4%

8.3% ²

0.3%

3.9%

¹ As of 2010 Fixed income and Credits will be shown as two separate risk classes.
² Foreign exchange exposure shows the share of foreign assets of fund capital. Cannot be added to other exposure.
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Analysis of long-term performance 2001-2009

Fund capital has grown by SEK 72.5 billion since 2001
Fund capital rose by SEK 25.5 billion to SEK 206.5
billion in 2009

Fund capital 2001-2009
250 SEK bn
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The strong return on our portfolio investments in 2009
saw us recoup more than half the falls incurred in 2008.
At the same time, we paid in SEK 3.9 billion to the
pension system to help cover the deficit in pension flows.
AP3 received SEK 134 billion of assets to manage when
the new pension system was introduced in 2001. By 31
December 2009 fund capital stood at SEK 206.5 billion,
an increase of SEK 72.5 billion.

Real return of 3.2% in last five years

Cumulative nominal and real return 2001-2009, %

Real returns have averaged 3.2% per annum in the
last five years. AP3’s target is a minimum real return
(adjusted for inflation) of 4% per year over the long term.
Between 2001 and 2009 we have seen two stock market
crashes and the real return has averaged 1.9%. We have
not reached our long-term target over this period but
returns have nevertheless matched the rate at which
pensions are indexed – the income index.
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Kapital�llväxt �ll 2009 om man 2001 hade placerat 1 000 kr

Turbulent first decade of 2000s

The value at the end of 2009 of 1 000 SEK invested in 2001

Since inception in 2001 we have witnessed two stock
market crashes. Risk taking has not generated the returns
we expected during this period, though a diversified
portfolio like AP3’s has performed better than most other
asset classes. An investment of SEK 1,000 in AP3 in 2001
was worth SEK 1,365 in 2009, which is a superior return
compared to both equities and short-term interest rates.
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Long-term
Swedish
interest rates

Analysis of long-term performance 2001-2009

Return of SEK 55.2 billion
AP3’s investment returns have accounted for SEK 55.2
billion of the SEK 72.5 billion increase in fund capital in
2001 to 2009. SEK 29.4 billion of this figure was generated
in 2009. The remaining SEK 17.3 billion relates to net
inflows from the pension system. In 2009 the net balance
between pension system inflows and outflows was negative
for the first time since the pension reform in 2001. This
resulted in AP3 having to pay SEK 3.9 billion during the
year to help cover the deficit.

Active return contributed SEK 2.1 billion
Active return can be divided into two types of management: traditional active management and absolute return
strategies. In 2008 we decided after an internal review
to discontinue our traditional active equity management. In active fixed income management, the Fund has
consciously deferred closing its positions while potential
for positive returns has been good. By the end of 2009
our active positions in fixed income had decreased
significantly. During the year, active positions generated
a strongly positive return. Our absolute return strategies
will continue to develop and is a diversifying risk class in
AP3’s portfolio as of 2010.
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Cumula�ve ac�ve return by type of management¹ 2001-2009
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¹ For the ﬁrst ﬁve years the distribu�on is approximate.

Diversification promotes more stable risk and return

AP3 diversiﬁca�on in alterna�ve investments 2001-2009

AP3’s long-term mandate enables us to invest in
relatively illiquid assets. These assets help to diversify
risks and opportunities for higher returns via liquidity
premiums. Investments consist of real estate, holdings
in private equity funds and so-called new strategies of a
more opportunistic nature. Our alternative investments
have risen from SEK 3.8 billion in 2001 to SEK 33.6
billion in 2009. At year-end 2009, they totalled 16.3%
of fund capital. Since inception, alternative investments
have contributed SEK 6.1 billion to fund capital.
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Cost-effective management

Cost-effective management for higher returns
AP3 strives for high cost-effectiveness in its asset management
operations, meaning that our cost should generate value in
terms of higher income or lower risk. We analyse return after expenses as the basis for building a portfolio with an optimal asset
mix and diversified across different asset classes, management
styles and investment horizons. Some types of investment are
more expensive to manage than others. Costs always need to be
considered in the context of how the investment contributes to
the return and risk profile of the total portfolio.
Our expenses fall into four categories.
✚ Transaction costs arise directly in conjunction with buying or
selling investment assets. They impact directly on the returns
generated by these assets and hence net income from financial
transactions in the income statement.
✚ Performance-based remuneration for external management
mandates is a form of profit-sharing between AP3 and the fund
manager. It becomes payable only if specified pre-arranged
targets are met. It has a direct impact on the returns generated
by the assets under management and hence net income from
financial transactions in the income statement.
✚ Fixed commission expenses are administrative fees for external
management mandates and custodian bank services. They are independent of asset management performance and relate mainly
to asset purchases. AP3 recognises them as an expense under
operating income.
✚ Operating expenses are internal costs for personnel, infrastructure, such as IT, information services etc and other office-related
expenditures. They are recognised as operating expenses in the
income statement.

Transaction expenses
Performance based fees

Operating income

Fixed commission
expenses
Operating expenses

Fund costs

AP3 divides costs into four categories: transaction expenses, performancebased fees and fixed commission expenses (recognised in income) and operating expenses (recognised separately in the income statement).
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AP3 handles high transaction volumes and therefore relies on
effective processes that are relatively immune to large flows. We
work continuously to make these processes more efficient and
have succeeded in keeping our administrative staffing at the same
level in recent years in spite of increased transaction volumes and
diversification into new asset classes.
If we divide our costs into management expenses and infrastructure expenses (including custodian bank and business support),
the former account for more than 75% of our cost base. Fixed
commission expenses and operating expenses are generally classified
as total expenses as they are unrelated to asset management.
AP3’s cost structure, %

Management, 75
Infrastructure, 15
Back-oﬃce, 10

Asset management expenses account for just over 75 % of AP3’s
total cost base.

Total expenses were 0.17% of average fund capital in 2009. This
figure reflects the size of the AP3 cost base and the value of fund
capital. At year-end, it was 0.15%, a reasonable level over the longer
term. We strive constantly to achieve high cost effectiveness in
asset management.
Operating and commission expenses increased in 2009. Our
strategy has been to expand internal management of traditional
asset classes as we regard this as the most cost-effective approach
over time. As part of our diversification strategy we are increasing exposure to alternative assets. It is more expensive to manage
alternative assets than traditional asset classes, but these costs need
to be seen in the context of the reduced risk and/or higher returns
associated with alternative assets. At the end of 2009, alternative
investments accounted for just over 16% of total AP3 assets.

Focus on cost effectiveness
AP3’s quest for cost effectiveness has seen us participate for the
last five years in an international benchmarking study that has
compared our asset management operations with other similar
institutions. The study, carried out by Canadian consultants, Cost
Effectiveness Measurement Inc. (CEM), looks at the total cost of
asset management operations, the value of assets under management, the portfolio mix and the exposure to active management.
CEM’s 2008 survey revealed AP3’s costs to be low compared to the

AP3's cost-eﬀectiveness 2004–2008
Adds lower excess value Adds higher excess value
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0
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Average pension fund
Higher cost than average pension fund Lower cost than average pension fund

Since joining CEM’s performance benchmarking survey in 2005, AP3 has
worked to improve its cost structure and enhance the value generated by its
investments. These efforts have brought steady progress compared to the
other institutions in the survey. Our total asset management costs are seen
as low in comparison to the benchmark group and our portfolio management
strategy creates added value, confirming that our operations are costeffective.

benchmark group. The survey estimated our total asset management costs at around 20% lower than the benchmark average and
said our management strategy also created more value than average, confirming that our operations are cost-effective.
AP3 also carries out its own research to benchmark its costs
against those of the other AP funds and equivalent pension funds.

renegotiated contracts will save SEK 10-15 million a year, mostly
through lower transaction costs. We are now in a position where
we have a low cost base and competitive rates for external suppliers.
AP3 uses the Swedish government’s framework contracts where
possible because these offer favourable terms and conditions.
When it comes to commission expenses, we continuously evaluate external managers in terms of risk, value creation and cost. In
2009 we transferred assets between external managers and between
external and internal managers for enhanced cost effectiveness.

Cooperation between the four AP funds
Since inception, we have worked closely with AP1, AP2 and AP4
in areas where collaboration has been possible without calling our
independent and competitive status into question. Areas of collaboration include environmental and ethical compliance, through the
joint Ethical Council, tax issues, accounting and valuation issues,
shared legal issues and a joint platform for voting. The funds also
exchange skills and know-how, especially at administrative level.
In its annual performance review, the government called on the
AP funds to collaborate more and during the year we responded by
jointly evaluating prospective areas for cooperation and to identify
potential cost savings. External consultants assisted in this process
50 bp
and several initiatives have been launched to cut costs. AP1, AP2,
AP3 and AP4 have a shared objective of maximising cost efficiency
in the interests of the national pension system and intend to continue their efforts to find new areas of cooperation.

Cost reduction measures in 2009
In 2009 we reviewed our entire cost base and renegotiated various
contracts and fee structures to secure more favourable terms. The
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Corporate governance

Active governance an important part of our mandate

The AP funds’ approach to corporate governance is based on
promoting the objective of securing high investment returns. Under the Swedish National Pension Funds Act, the AP funds must
ignore business or economic policy considerations when making
investment decisions. However, the funds must take due account
of compliance with good environmental and ethical practice –
without compromising investment returns. This chapter explains
how AP3 exercises governance and incorporates environmental
and social responsibility in its asset management.
Governance tools
AP3 believes that active governance makes a positive contribution
over time to our primary goal of obtaining high investment returns.
Our main governance tools are:
✚ Active participation in nomination committees
✚ Dialogue with company boards and managements
✚ Exercising voting rights at AGMs
✚ Speaking at AGMs
✚ Active involvement in developing the system of self-regulation
through participation in organisations such as the Institutional
Owners Association for Regulatory Issues in the Stock Market
and the Swedish Corporate Governance Board
✚ Building relations and working closely with Swedish and international investors
✚ Focus on environmental and ethical issues

Board diversity
AP3 encourages diversity on company boards of directors and
believes boards should possess a cross-section of experience and
expertise. We push for companies to offer directorships to candidates from beyond the established networks and for directors to
be selected from a wide range of potential candidates. Securing
greater representation of female directors is a primary objective in
this context.
Governance in the global equity portfolio
The AP3 foreign equity portfolio is managed primarily by external
managers. Prior to 2008 we generally delegated our voting rights to
these managers but we are now expanding our direct voting in the
global equity portfolio as part of an extended commitment to corporate governance. Direct voting builds trust in AP3’s governance
and will help us in the long run to achieve higher returns in the
equity portfolio. As of 2009, AP1, AP2, AP3 and AP4 coordinate
their voting in foreign companies via a joint structure and analysis
framework.
Environmental and ethical compliance
We evaluate companies to ensure they are not contravening
international conventions in terms of environmental and ethical
compliance and engage in proactive dialogue with businesses on
these issues.

Governance focus in 2009

AGMs in 2009

In 2009 we prioritised four key areas:

During the 2008/2009 season we exercised our voting rights at the
AGMs of around 300 companies in Sweden and abroad. We were
represented on five nomination committees. Our annual governance report gives a detailed presentation of how we voted at Swedish AGMs and can be downloaded from the AP3 website.

Corporate remuneration
Remuneration-related issues take up a major part of our corporate
governance work. Over the years we have adhered to several basic
criteria for share-based incentive schemes. Our view is that such
schemes should be reasonable, transparent and linked to performance. They should also be reviewed to establish whether they are in
the best interests of shareholders.
We reviewed the AP3 corporate governance policy prior to
the 2010 AGM season, clarifying and tightening our position on
corporate remuneration.
The AP3 corporate governance policy and corporate
governance report for 2008/2009 are available at
www.ap3.se.
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Environmental and ethical compliance
AP3 believes there is a connection between high ethical standards
and the capacity of enterprises to deliver long-term shareholder
value.

AP3’s core values
AP3’s core values are founded on international conventions signed
by the Swedish government and our support for initiatives like
the UN Global Compact and the OECD Guidelines for Multinational Enterprises. Sweden is a signatory to many international
conventions, covering areas such as human and labour rights,
corruption and inhumane weapons. Our ethical and environmental

For further information about the Ethical Council’s work,
current corporate dialogues, annual report and supported
initiatives, please see www.ethicalcouncil.com.

policy is based on the core values of the Swedish state, for which
democracy and equality are key pillars.
In our investing activities we formulate our ethical and environmental standards based on the assumption that all the conventions
signed by Sweden are equally important and should be complied with.
This approach also draws on decisions and comments from United
Nations agencies affirming human rights as universal, indivisible,
interdependent, interrelated and inalienable.
By linking our requirements to international conventions and
by working with others who share our aims we can be part of an
international lobby on the financial markets to ensure that convention breaches are brought to light – an approach that gives the
conventions added weight.
Compliance with good environmental and social practices is
essential if companies are to be run in shareholders’ best interests
over the long term. Hence, these issues are a focus area for AP3.
AP3 works to ensure that the managements of companies in which
we invest identify and manage social and environmental risks in
such a way as to create shareholder value.

AP3’s policy on corporate social responsibility

✚ Risk analysis and systems. Companies in our portfolio must have
processes and procedures in place to identify the social and environmental risks to which their businesses are exposed.
✚ Codes of conduct. Companies in our portfolio must have groupwide codes of conduct for human rights and environmental
issues. These codes should be publicly available.
✚ Reporting. Companies in our portfolio must publish a sustainability report, preferably using the Global Reporting Initiative as
a model, a UN-supported programme to create a global standard
for corporate sustainability reporting.

Cooperation between AP-funds in joint Ethical Council
AP1, AP2, AP3 and AP4 have a joint Ethical Council to coordinate
their work on this front. The council specifically addresses issues
of environmental and ethical compliance in companies where the
AP funds have holdings. The funds commission regular analysis of
their Swedish and foreign equity portfolios by an external consultant
to establish if any companies in the portfolio are in non-compliance
with international conventions. If we suspect any breach we investigate
the facts. The next step is to contact the company and initiate dialogue
to encourage action to prevent any repetition. As a last resort, the
AP funds may exclude the company from their portfolios.
The Ethical Council also seeks to influence companies by voting
at AGMs, file shareholder resolutions and working with other
investors that share a similar approach. The council also supports
industry and investor initiatives aimed at improving transparency
and protecting shareholders’ interests.
Proactive dialogue with Swedish companies
AP3 has chosen to focus its proactive initiatives relating to
sustainability on Swedish companies with extensive production
or procurement in countries with undemocratic regimes or weak
labour or environmental legislation. Our basic approach is to engage
in dialogue when we consider it the best way to influence the company
in question.
Issues addressed in 2009 included risk systems and analysis;
general sector and country risks; work environment protection and
working conditions; environmental risks and how they are managed; codes of conduct for staff and suppliers; and implementation
and monitoring of codes of conduct.
UN Principles for Responsible Investment
AP3 is a signatory of the Principles for Responsible Investment
(PRI), a United Nations initiative to encourage investors to incorp
orate environmental, social and governance considerations in their
financial analysis and management processes.
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New investment areas

New investment areas
Green buildings
Together with AP1, AP2 and AP4, AP3
owns Vasakronan, Sweden’s largest real estate
company. Vasakronan has taken active steps
in recent years to reduce its environmental
impact. The company is today climate-
neutral, meaning that its property management does not contribute to global warming.
Where it has not been able to eradicate
greenhouse gas emissions it has invested in
Clean Development Mechanism (CDM)
projects1 including the construction of bio
fuel-fired power stations in India that offset
Vasakronan’s own emissions.
In late 2009 AP3 moved into new offices
owned by Vasakronan. The premises are
the first in Sweden to be certified to the
Leadership in Energy and Environmental
Design1 (LEED) standard, a rating scheme
for green buildings.

Public buildings
In 2009 AP3 purchased a 50% equity holding
in Hemsö Fastighets AB, a company that
owns and manages public buildings such as
schools, old people’s homes and healthcare
facilities. Hemsö Fastighets AB’s tenants
include local authorities, county councils,
government agencies and private operators
of public services. Its real estate portfolio is
diversified across Sweden. Rental agreements
are long at an average of seven years, giving
rise to stable rental income and attractive
risk-adjusted returns.

Wind power and cleantech
During the year AP3 invested in the Swedish
wind power company Arise Windpower,
which is planning to build 300 wind turbines
with combined production of 2 TWh by
2014. We also have an existing investment
in a Nordic cleantech fund1 specialised
in renewable energy, energy efficiency,
renewable materials and chemicals and
recycling and purification technology.
Sustainable timberland investments
AP3 began investing in timberland in 2004.
We require that the forests in which we invest are certified by the FSC1 or equivalent
organisation.
We have an indirect investment in the
Global Solidarity Forest Fund, which invests
in sustainable forestry in Mozambique and
Angola by replanting deforested areas and
managing ecosystems. For every hectare of
commercially managed forest, one hectare of
protected forest is set aside to be responsibly
managed as a natural ecosystem – a system
that creates many jobs for local people by ensuring that logs are processed on site prior to
export.
1

See glossary
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Insurance-related investments
In 2008 the Fund began constructing a
portfolio of insurance-related investments.
The aim here is to diversify our risk beyond
the traditional financial markets and thus
achieve greater scope for stable and strong
returns.
Insurance-related instruments expose us
to risks of natural disasters such as hurricanes
and earthquakes. These investments are
strategic and long-term. Over time, we expect
aggregate returns to outweigh adverse returns
in individual years. By diversifying the portfolio’s exposures between regions and types of
disaster we limit the impact of an individual
event on investment returns.
The risks involved in insurance-related
investments are fundamentally independent
of economic and financial cycles. An increase
in risk aversion can of course precipitate
price falls. But when the underlying risks
are unrelated, a long-term investor such as
AP3 can retain its holdings and even benefit
from price falls by making new investments.
Highly diversified insurance portfolios
achieved positive returns during the financial
crisis.

Green bonds
AP3 has invested in two of the World
Bank’s green bonds, which provide loan
finance to climate-related projects in
developing countries.
The first investment, in
2008, provided loans
to renewable energy
projects in Argentina, reforestation and
sustainable forestry in
Mexico, energy efficiency in
China and Montenegro and alternative
energy in China. We invested in a second
green bond in 2009.

Active management

Active management at the Norwegian
state pension fund
A new report shows that state pension funds with long-term
investment commitments are well placed to generate excess
returns through active management.
NBIM’s asset management mandate
The Norwegian Government Pension Fund Global1 is one of the
world’s largest pension funds. Its capital assets2 comprise the surpluses from Norway’s oil industry and are managed on behalf of the
Ministry of Finance by Norges Bank Investment Management
(NBIM), which is part of the Norwegian Central Bank.
The Norwegian parliament sets the guidelines for the fund’s
asset mix. NBIM’s primary task is to invest the fund’s assets in
line with the benchmark portfolio set by parliament and via active
management to create a higher return than the benchmark portfolio. NBIM has been successful in achieving its targets and prior
to 2007 was seen as an international model for how state pension
funds should go about generating active returns.
Active returns hit hard by financial crisis
The financial crisis hit NBIM’s active returns hard. After seeing its
active return fall to -3.4% and total return slump to -23.3% in 2008,
the fund decided to review its asset management operations and
commissioned three leading international researchers to write a
report 3 on its active management.
Scientific analysis of asset management
The report provided in-depth analysis of theoretical and empirical
research on the opportunities for pension funds to earn active returns. The authors also examined what factors had contributed to
NBIM’s positive returns prior to 2008 and the negative returns recorded in that year. Based on scientific research and analysis of
NBIM’s asset management performance, the researchers recommended that NBIM change its asset management strategy to generate higher returns and to avoid heavy falls as seen in 2008.
Their most important conclusion was that a state pension fund
like the Norwegian Government Pension Fund Global is well
placed to achieve excess returns through active management. The
report recommended that NBIM continue with active management and attributed NBIM’s strong active returns since 1998
partly to the fund’s strategy of exposure to systematic risk factors.
Systematic risk factors are risks that empirical research has shown
achieve excess returns for investors over time compared to a safe

investment (in other words, they carry a risk premium). They
include liquidity risk, volatility risk and credit risk.
The report’s authors also said NBIM should continue exposing
its portfolio to systematic risk – and to do so more explicitly.
They recommended a strategy whereby NBIM allocates capital to
systematic risk rather than directly to other asset classes. By forecasting the change in the way it is compensated for its exposures
to different assets, NBIM can reduce risk exposure in certain
circumstances and thus increase the likelihood of avoiding the kind
of events it experienced in 2008.

Implications for AP3
For AP3, the report is a source of inspiration on how we can structure our investing activities and identify areas where state pension
funds can succeed in asset management. It strengthens our belief
that an investment philosophy is well founded when it stresses the
importance of risk taking and forecasting asset prices.4 This applies
not just to our alpha management but across our three investment
processes: long term, strategic and alpha.
The report’s recommendation of more explicit exposure to different risk factors affirms AP3’s belief that our dynamic asset
allocation process, based on risk classes, creates favourable conditions
for successful asset management. On the other hand, the report
highlights some risk factors for which we have no explicit models.
There is therefore scope for us to refine our analysis and decisionmaking processes in dynamic asset allocation.

Petroleum Fund
At 30 September 2009 the fund had assets of NOK 2,549 billion.
“Evaluation of Active Management of the Norwegian Government Pension Fund – Global” was
published in December 2009 by professors Andrew Ang, William N Goetzmann and Stephen
M Schaefer. It is published on the NBIM website at www.nbim.no
4
See page 6.
1
2
3
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Employees

Competent employees with long experience
AP3’s success as a pension fund rests on the skills and expertise
of our people. Our employees have an average of 16 years’ experience across a broad spectrum of skills, expertise and working
life. Their collective knowledge, dedication and effectiveness are
crucial to our performance.
Organisation
AP3’s executive management committee comprises the CEO, the
Head of Portfolio Strategy, the Head of Alpha and Beta Management, the Head of Alternative Investments, the Head of Risk and
Financial Control, the Head of Communications and Sustainable
Investments and the Head of Support and Development. Other
managers attend executive management meetings as and when required. Executive management has responsibility for overall Fund
strategy and human resources.
The Risk Management Committee handles risk management
strategy and the IT Management Team is in charge of technology
issues. AP3 also has an extended management group in which all
managers coordinate projects and discuss and compare strategies
and exchange information.
Board
of Directors
Compliance
Oﬃcer

Alternative
investments

Equality
Working hours at AP3 are flexible and encourage individual
responsibility, making it possible for male and female employees
alike to combine work with family life. We also support and
encourage staff to take statutory parental leave. In 2009, eight
employees took parental leave. All were male.
At year-end, 18 of the Fund’s 55 employees were female. Fortythree percent of executive management positions were filled by
women, while 29% of management positions were filled by women
and 71% by men. The age range of AP3 employees is 27-52.
Educational background

CEO

Support and
development

speak regularly at conferences. AP3 managers are given opportunities to attend management training courses as and when needed.
We aim at all times to provide opportunities for employees to
grow as individuals and we encourage people to change jobs within
the organisation when opportunities arise.
We carry out regular surveys to examine staff attitudes towards
the Fund as an employer. The results serve as an important platform for ensuring that we are seen as an interesting and attractive
employer and that we continue to move forward and remain at the
cutting edge. We also use the survey results to identify areas for
improvement.

Alpha and Beta
management

Gender balance

Communications
and support
to the CEO

Portfolio
strategy

Risk and
ﬁnancial
control
College/university 39
PhD 4
Upper secondary 7
Tertiary 5

Skills development
AP3 offers employees an environment that encourages initiative and
individual responsibility and where openness and professionalism
are bywords. The Fund aims to be an attractive employer offering a
stimulating work environment and opportunities for skills development. All employees have annual appraisals to evaluate their working
conditions, training needs and professional ambitions.
Training enables us to harness and enhance the skills of every
staff member, helping us to raise overall competency levels and
enable individuals to perform more challenging tasks. We also
provide continuous skills development programmes tailored to the
individual’s specific expertise.
Regular visits and meetings with other pension funds, fund
managers, analysts and partners provide vital interaction and play
a key role in the skills development process. Many AP3 staff also
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Female 18
Male 37

Promoting life balance through wellness
AP3 seeks to help staff strike an appropriate balance between
recreation, health and work, offering regular health checks and
financial incentives for exercise to all employees.
Ethical guidelines
AP3 is committed to upholding high ethical standards. Rules for
private securities trading by staff members are based on those of
the Swedish Securities Dealers Association. We also have internal
ethical guidelines for outside employment, conflicts of interest,
gifts and entertainment of guests.

Governance report

Governance report 2009
The Swedish Code of Corporate Governance requires Swedish
listed companies to publish a governance report. The Code sets
best practice standards for companies and organisations active
in the Swedish market. This governance report has drawn inspiration from the Code while also reflecting the special features of
the AP funds.
Along with the other AP funds, AP3 is a state-owned pension
fund. However, the funds differ considerably from other state
agencies, especially in their high degree of independence from
the government. This is because their activities are prescribed by
legislation, which means the government cannot issue them with
directives.

Board of Directors
The AP3 Board has nine members, all appointed by the government. Two directors are appointed from nominations by employee
organisations and a further two from nominations by employer
organisations. The government appoints the Chairman and Deputy
Chairman from its own nominees.
In 2009, director Karin Kronstam declined re-election and was
replaced by Inga-Lill Carlberg. Government policy is for directors
to serve one-year terms, and the Board’s current term of office
extends until the 2009 income statement and balance sheet have
been approved.
The Board has full and collective responsibility for the operations, governance and financial management of the Fund within
the parameters set by the Parliament. Board responsibilities and
activities not prescribed by legislation are covered by the Board’s
work plan, which is approved annually by the directors.
Board administration
The Board’s primary tasks are to set operating targets, to recruit
and monitor the performance of the CEO, to manage strategic
documents and to make decisions on overall Fund strategy, including general asset allocation and deviation and risk mandates. Effective control and monitoring are necessary for ensuring that Board
decisions are implemented, that risk management is effectual and
that the Fund is run in an appropriate manner.
The Board of Directors held six scheduled meetings and three
extraordinary meetings during the year and also attended a workshop on dynamic asset allocation (see below). One of the scheduled
meetings was an extended session to discuss strategic issues.
The CEO and other Fund employees also attend Board meetings as experts or in a reporting capacity. The CEO’s performance
is reviewed annually. The CEO is not party to this process.

Governance and evaluation
In addition to finalising the annual accounts, budget, operating
plan and general asset allocation and deviation and risk mandates,
the Board’s work in 2009 included:
Lessons from the financial crisis – a dynamic allocation model
During the autumn of 2008 the financial crisis and its impact
dominated the Board of Directors’ work and this remained the case
in early 2009. The Board analysed risks, making adjustments where
necessary, and discussed a range of measures to safeguard the AP3
portfolio. Limits were a focal point, both for the Board and for the
Audit Committee.
Conditions on the financial markets in 2008 and their effects
on the AP3 portfolio highlighted the need to improve and develop
research and execution capabilities and decision-making process in
asset allocation. AP3 identified benefits in developing a more integrated process to bridge portfolio risk analysis and macroeconomic
analysis and adapting the decision-making process to risk levels.
The Board put a great deal of work into the transition to a
dynamic asset allocation model and tasked management with
creating a process on these lines. Management reported on the
progress of this initiative at each Board meeting through the year.
The Board also hosted a seminar to gain in-depth knowledge about
issues arising in conjunction with the transition to dynamic asset
allocation. At its December meeting, the Board took the formal
decision to implement the shift to dynamic asset allocation from
2010. Dynamic asset allocation is presented in detail on pages 9–11.
Government review
In its annual performance review the government said the AP
funds ought to increase their investment focus on strategic asset
allocations. The review, performed by consultants McKinsey on the
government’s behalf, concluded that AP3 was the best placed of
the AP funds to be successful in long-term strategic allocation. The
steps that AP3 took to build its strategic asset allocation capacity
during the year are described in the previous section.
In its review, the government criticised all the AP funds for failing
to reach their active return targets. At the end of 2008 AP3 finalised
the separation of alpha and beta management. Alpha management
consists largely of absolute return mandates and works to an absolute
return target. Thus AP3 no longer conducts traditional active management. The Board was nevertheless encouraged by the performance
of the Fund’s alpha and beta management during the year.
The government review said that scope ought to exist for AP1,
AP2, AP3 and AP4 to implement further cost savings within the
frameworks set by legislation. The Board’s cost strategy is described
in the next section.
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Asset management costs
The asset management costs of the AP funds came into increased
focus in 2009 following comments in the government’s performance
review and by the Parliamentary Standing Committee on Finance.
The Board of Directors examines the Fund’s expenses on a quarterly
basis, but the issue of cost effectiveness is an ever-present and focal
issue for the Board. During the year AP3 implemented a number
of projects to reduce costs, both in collaboration with AP1, AP2 and
AP4 and on its own account. The Board of Directors kept active
track of these initiatives. AP3 has for a number of years worked
closely with Canadian consultants CEM on cost effectiveness. A
study by CEM in 2009 indicated that AP3’s total asset management
costs were around 20% lower than average for comparable pension
fund managers. A detailed presentation of the Fund’s work to improve
cost effectiveness can be found on pages 20–21.
Remuneration
Following publication of the 2008 Annual Report, government
representatives questioned whether the honorarium that the Board
paid to CEO Kerstin Hessius for her work in 2007 was compatible
with guidelines for remuneration to executives. After intensive
internal work within the Board of Directors and a dialogue with
government representatives, the matter was resolved when the
Board accepted an offer from Kerstin Hessius to voluntarily repay
the honorarium.
In April the government unveiled new guidelines for remuneration of executives at the AP funds. A few months earlier, AP3 had
revised its system for performance-based remuneration to employees
in line with the government guidelines for variable pay applicable
at that time. The government’s new guidelines meant AP3 had
to revise the system for performance-based remuneration during
the financial year. The guidelines also changed the requirements
28 ¦ third sw edish nat i o na l p ensi o n fu nd 2 0 0 9

for the AP funds in respect of internal decision-making processes,
which in turn necessitated adjustments to Board of Directors’ work
procedures and the division of responsibilities between it and the
Remuneration Committee.

Corporate governance
The Board of Directors annually approves the Fund’s corporate
governance policy and areas for the Fund to focus on at annual
general meetings. The Board also oversees other governancerelated policy issues. In normal circumstances the Board delegates
authority to management to decide the Fund’s approach to given
issues. However, the Board always approves any decision to exclude
a company from the AP3 investment universe.
The government’s remuneration guidelines for AP-fund executives
also address what strategy the AP funds should pursue in regard
to the remuneration policies of companies in their portfolios. The
guidelines attracted considerable publicity and resulted in the
relationship between the AP funds and the government being
called into question. In its assessment of the government review,
the Parliamentary Standing Committee on Finance stressed that
the guidelines were not intended to extend the government’s
control over the funds’ investment policies and that the funds were
to continue to ignore economic policy considerations in their investment activities. The committee and the government agreed that the
guidelines did not infringe the pension system reform and that the
principal objective of the AP funds – high investment returns over
time – continued to apply.
When the guidelines were published, the Board of Directors
decided that AP3 as a matter of policy would abstain from voting
on remuneration-related issues at annual general meetings pending
completion of a review of the corporate governance policy. The
Board also tasked the CEO with proposing a revised governance
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policy. Corporate remuneration, especially in the financial services
industry, has been in the spotlight in the wake of the financial crisis
and has attracted much public attention. As part of the process of
revising the corporate governance policy, the Board examined proposals and recommendations made in other forums, for instance by
the European Commission and the Swedish Corporate Governance
Board. In November the Board approved a revised corporate governance policy which underlined that the aim of the AP3 investment
strategy is to promote the Fund’s objective of securing favourable
returns. The revised policy clarified and tightened the Fund’s position
on corporate remuneration. A further clarification concerning
AP3’s core values was added to the policy in December.

Remuneration of directors
The government sets the fees and other remuneration payable to
directors. Board fees are SEK 100,000 per year for the Chairman,
SEK 75,000 for the Deputy Chairman and SEK 50,000 for other
directors. These fees have not changed since 2000. The government
also has an annual fund of SEK 100,000 for committee work
and other assignments. In 2008 the Board used this fund to pay
fees of SEK 26,520 to the chairman of the Audit Committee and
SEK 21,220 to other Audit Committee members, and fees of SEK
10,300 to each Remuneration Committee member (including the
chairman).
Board committees
The Board of Directors has two committees: the Remuneration
Committee and the Audit Committee. The Remuneration Committee has the task of ensuring that salaries and other remuneration
are competitive and appropriate. It reviews on behalf of the Board
the salary and other remuneration of the CEO and overall salary
levels of other Fund employees, reporting directly to the Board. The
committee has three members: Claes de Neergaard (chairman),
Dan Andersson and Ingela Gardner Sundström. The CEO sits as
a co-opted member. The Remuneration Committee met on four
occasions during the year.
The Audit Committee’s role is to advise, monitor and issue
recommendations to the Board in financial reporting, accounting,
internal control, risk control and external audit.
The committee reports directly to the Board and during the
first six months of 2009 had three members – Karin Kronstam
(chairman), Kari Lotsberg and Sonat Burman-Olsson. After Karin
Kronstam left the Board her place on the Audit Committee was
taken by Lars Otterbeck. Kari Lotsberg was appointed chairman.
The Audit Committee held four meetings during the year. The
Fund’s auditors attended the meetings at which the final audit and
audit management were discussed.

Audit
AP3’s auditors are appointed by the government. Lars Bonnevier
and Anna Peyron of Ernst & Young are the Fund’s auditors. Their
mandate is for one year and runs until the 2009 income statement
and balance sheet are finalised. Ernst & Young also audits the
accounts of the other AP funds and Anna Peyron coordinates the
audit process between the funds.
Review of administration and accounts
The auditors’ work includes reviewing the Fund’s operating activities, administration, annual accounts and accounting records. The
auditors express an opinion on the accounting records and the
administration based on their audit. Their mandate also includes
verifying that AP3 follows the accounting and valuation policies
agreed jointly by the AP funds and that the accounting records
give a true and fair view of AP3’s operating activities. They also
report orally to the Board at least once a year and submit written
reports on their audit of the annual accounts and administration.
The auditors normally meet the Audit Committee twice a year. As
of 2009, the auditors are also responsible for checking to ensure that
the Fund complies with government regulations on employment
terms and conditions for executives at the AP funds. They are required
to make a statement on this compliance in the audit report. The
auditors also submit a verbal report to the Ministry of Finance
once a year.
Internal control
The Board has ultimate responsibility for internal control. The risk
management plan includes frameworks and guidelines set by the
Board covering allocation of tasks, risks and limits and procedures
for monitoring and control.
The Risk and Financial Control department ensures that the
risk framework is complied with. The risk control process makes
sure that the Fund stays within stipulated limits and complies with
applicable restrictions and instructions.
The Risk Control department oversees day-to-day internal control of financial and operating risks. The department is independent and organisationally separate from the functions that make
investment decisions.
Risk control is based on effective reporting of risk. The Risk
Control department reports daily to executive management and
stays in close touch with the Board via the Audit Committee.
Where necessary, the department also reports directly to the Board.
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Report of the Directors 2009
Report of the Board of Directors and Chief Executive Officer of the Third Swedish National Pension Fund (AP3) for the financial year ended 31 December 2009.

Significant events in 2009
✚ New dynamic asset management model
Based on lessons from the financial crisis, strategic allocations
and alpha management, AP3 has implemented a major change in
its allocation strategy and methodology. Allocations are based on
the preferred risk level and on risk classes rather than asset classes
in order to make the allocation process more flexible and thereby
increase the likelihood of the Fund achieving its long-term targets.
The new model was developed in 2009 and applies across the
Fund’s operations as of 1 January 2010.
✚ Diversification of real estate portfolio into public buildings
In May the Fund completed the purchase of a 50% holding in
Hemsö Fastigheter from Kungsleden. An agreement had been
signed in December 2008 but it was not until April 2009 that all
terms and conditions were met. The property portfolio, consisting
primarily of schools, old people’s homes and healthcare facilities,
was valued at SEK 14.6 billion on the transaction date.
✚ Green investments
AP3 made an investment in the Swedish wind power company
Arise Windpower in the second half of the year and also invested
in a green bond issued by the World Bank to finance climate
projects. These investments should be seen as continuing the Fund’s
strategy of investing in sustainability-related projects.
✚ Environmental and ethical initiatives attract attention
The AP funds’ Ethical Council was awarded Nordic Region Pension and Investment News prize for “Best strategy for ethical and
sustainable investment”. The prize jury praised AP3 for having
“the most developed process, clarity and the necessary transparency
to achieve change. The winner sets an example to us all, not least
through cooperation inside and outside Sweden’s borders”.
✚ New tool for more efficient order management
During the year AP3 introduced a new order management and
transaction execution system to further automate the transaction
process and gain higher cost efficiency. The system creates scope
for the Fund to reduce transaction costs and operating risk in asset
management.

1

ESO is short for the Group of Experts in Studies in Public Economics.

✚ Focus on costs
For the third consecutive year, the annual survey by Canadian consultants CEM benchmarked AP3 with similar institutions worldwide showed the Fund’s asset management to be cost-effective.
AP3’s costs were significantly lower than those of the benchmark
group. The asset management costs of the AP funds came under
the spotlight in 2009 following comments in the government’s
performance review, by the Parliamentary Standing Committee
on Finance and in the ESO report1 on the AP funds. AP1, AP2,
AP3 and AP4 are jointly evaluating scope for further cost savings.
This work is continuing alongside other initiatives that have already
been successful in reducing costs.

Income in 2009
Net profit in 2009 was SEK 29.4 billion (loss: 44.8), representing
a total investment return of 16.3% (–19.8) after expenses. Reported
fund capital at 31 December 2009 was SEK 206.5 billion (181.0), an
increase of SEK 25.5 billion from the prior year. AP3 recorded a net
capital outflow of SEK 3.9 billion (net inflow: 0.9).
Change in fund capital 2009
SEK million
Fund capital at 1 Jan 2009
Pension contributions
Pension disbursements
Administration fee to Social Insurance Agency
Transfers from phase-out funds
Income in 2009
Total fund capital at 31 December 2009

181,024
50,678
–54,353
–231
0
29,421

206,539

Income consists primarily of realised and unrealised changes in
the value of financial assets, which are measured at fair value on
the reporting date. Other income consists of net interest income,
dividends received and net currency income.
Operating expenses encompass staff, IT, premises and other
administrative costs. These expenses totalled SEK 147 million (133),
of which SEK 95 million (89) were staff costs. The average number
of employees rose from 51 people in 2008 to 54 in 2009. The increase
was mainly on the asset management side and allowed the Fund
to increase its exposure to internal management, the most costeffective management form.
Commission expenses include fixed management fees for external mandates, agreed management fees for private equity funds and
custody account expenses. Commission expenses are recognised in
income and totalled SEK 170 million (147). AP3 discontinued its
traditional active management mandates and increased its exposure
to internal management. In line with the diversification strategy, it
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has increased exposure to alternative investments and taken advantage of temporary investment opportunities created by prevailing
market conditions. It is more expensive to manage alternative assets
than traditional asset classes, but these costs need to be seen in the
context of the reduced risk and/or higher returns associated with
alternative assets. The aim is to optimise expected costs in relation
to risk and return.
Total expenses were 0.17% of average fund capital in 2009. This
figure reflects the size of the AP3 cost base and the value of fund
capital. At year-end, it was 0.15% – a level we regard as reasonable
over the longer term. AP3 intends to continue its efforts to ensure
cost effectiveness in asset management.
Asset management cost ratio
Commission expenses1 ,SEK million
Operating expenses, SEK million
Asset management cost ratio2 %
Asset management cost ratio3 %

2009
170
147
0.17
0.08

2008
147
133
0.14
0.07

 omparative figures for 2008 have been changed to reflect the reclassification of management
C
expenses relating to timberland and real estate investments.
2
Based on total commission and operating costs as a percentage of average fund capital.
3
Based on operating expenses as a percentage of average fund capital.
1

Income and expenses for external management of private equity,
excluding real estate, 2009
SEK million
Income, dividends and realised and unrealised gains
Management fees recognised as commission expense
Management fees recognised in the balance sheet
Net income
Assets under management at 31 Dec 2009
Invested
Commitments

Private equity
–1,191
–66
–213
–1,470
9,830
13,346
19,695

Asset management model 2009
As the new dynamic asset allocation model remained in preparation during the year, AP3 in 2009 continued largely on its prior
course of basing asset allocations on a normal portfolio set by the
Board of Directors. The normal portfolio served as the basis for a
reference index for the listed portfolio. The reference index was the
benchmark against which the Fund measured active returns during
the year. Finalisation of the normal portfolio took place prior to the
start of the year and implementation was in two steps. The normal
portfolio was modified to reflect changes in economic trends and
market conditions during the year, based on an investment horizon
of one to three years. In December the Board of Directors approved
the Fund’s full transition to the dynamic asset allocation model.
Portfolio rebalancing
AP3 has since 2004 operated a portfolio rebalancing policy based
on semi-fixed weights. No rebalancing took place in 2009, and the
introduction of dynamic asset allocation means no future need will
arise either. The rebalancing policy was therefore terminated.
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Markets and returns in 2009
The global economy started the year in what appeared to be freefall.
Further stock market declines and continuing volatility on debt
markets dominated the first quarter. At the same time, signs began
emerging that the economic slump was abating. Economic policy
played a key factor in supporting the rebound and during the
spring investors’ risk appetite returned and equity markets began to
recover. For the year as a whole, the world index rose by more than
25% and in Sweden the OMX index rose by over 40%.
Economic policy stabilised debt markets, leading to reduced
spreads. Liquidity rose, particularly in secured debt, though volatility returned to the debt market at the end of the year. The economic
stabilisation saw the Swedish krona regain some of the ground lost
when the financial crisis took hold in autumn 2008. Volatility also
returned gradually to more normal levels.
AP3’s return for 2009 amounted to 16.3% after expenses,
representing a net profit of SEK 29.4 billion. Listed equities made
the largest positive contribution – 13.5 percentage points. The fixed
income portfolio contributed 3.0 percentage points and alternative
investments made a negative contribution of 0.7 percentage points.
Holdings of private equity and real estate, which AP3 includes
in its alternative investment portfolio, delivered a negative return.
They were hit by the financial crisis later than listed equities and
fixed income instruments, with the main falls in value occurring
during the first half of the year. However, the negative trend stabilised during the second half.
AP3 succeeded in taking advantage of opportunities created in
the wake of the financial crisis by investing in new strategies, such
as secured bank loans and convertible bonds.
Currency exposure
AP3 started the year with currency exposure of 13.8%. The Fund
gradually scaled back currency exposure during the autumn and
by year-end it was 8.3%. See the table on page 44 for a detailed
breakdown.
Income from active management
AP3 was successful in active management in 2009. Aggregate
active return was 2.2 percentage points for listed assets, equal to
income of SEK 2.9 billion. Alpha strategies generated SEK 1.1
billion of this return, with the beta group – which manages liquid
equities, fixed income assets and foreign exchange – accounting
for the remainder. These successes were largely due to the extensive
restructuring carried out in 2008. The favourable result in beta
management was due primarily to positions taken in the credit
portfolio. AP3 has consciously pursued a long-term strategy in
the credit portfolio. As the cost of credit risk declined in 2009 and
investments recouped some of their losses, the Fund exited most of
its positions – a strategy that delivered positive returns. AP3 hereby
discontinued its traditional active management of equities and
fixed income instruments and as of 2010 now focuses exclusively on
absolute return strategies, primarily in alpha management.
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Return and risk in the listed portfolio 2009
Return, %

Portfolio
Index
Active

21.1
18.8
2.2

Risk (standard deviation), %

Portfolio
Index
Active

9.9
9.9
0.7

Information ratio
Sharpe ratio

3.3
2.0

Income from alternative investments
AP3’s alternative investment portfolio comprises private equity and
assets with low liquidity.
Private equity
The private equity portfolio consists of private equity holdings and
infrastructure assets. Committed private equity holdings have an
average age of 4.6 years.
Activity in the private equity market fluctuated widely between
the first six months and the second half of the year. The first six
months were dominated by fallout from the financial crisis, while
a recovery took hold in the second half of the year as investment
activity increased, especially during the final quarter. Private equity
holdings returned to within the 5% statutory limit after 30 June and
the Fund made only a few new investment commitments in the
final quarter.
Total private equity commitments were SEK 19.7 billion, of which
SEK 13.3 billion was invested as of 31 December 2009. These holdings
generated a return of –18.8% in the form of distributed capital
gains, unrealised changes in value and currency effects. Excluding
currency effects, private equity holdings achieved a positive return
of 13.5%. More than 90% of AP3’s private equity investments are in
foreign currency, mainly the euro and the US dollar.
Since inception in 2001, AP3 has received SEK 5.4 billion
in distributions, of which SEK 0.5 billion were taken in 2009.
Private equity holdings had a market value1 of SEK 9.8 billion at
31 December 2009 and these exposures accounted for 4.8% of total
Fund assets. The reported fair value for private equity holdings is
the most recently known fair value, based on valuations from fund
managers that in turn measure the assets based on the interim
reports of the underlying companies for the third quarter of 2009.
Hence, AP3’s valuations are based on the figures that apply at the
end of the third quarter adjusted for inflows and outflows during
the fourth quarter. It is AP3’s view that valuations in this report are
fair and accurate.
The AP3 infrastructure portfolio is part of the private equity
portfolio but is of limited size and the Fund’s investment activity in
this area has been restricted by the statutory limit of 5% that applies
to private equity as a percentage of total Fund assets. No new investment commitments in infrastructure assets were made in 2009.

Real estate
The real estate portfolio comprises directly owned properties,
international real estate funds, Swedish mortgage bonds and
timberland. Directly owned real estate consists of a 25% holding in
Vasakronan and a 50% stake in Hemsö Fastigheter.
Transaction volume increased in the Swedish market in the
second half of the year compared to the first six months. For the
year as a whole, the yield requirement increased somewhat for commercial real estate, resulting in lower property values.
AP3’s holding in AP Fastigheter was worth SEK 6.6 billion
at year-end and generated a return of –1.4% during the year. The
Hemsö Fastigheter holding had a market value of SEK 2.3 billion
and investments in international real estate funds had a market
value of SEK 0.9 billion. Timberland holdings include investments
in Bergvik Skog and eight international forestry funds and had a
market value of SEK 2.9 billion at 31 December 2009. The market
value of Swedish mortgage bonds was SEK 3.4 billion.
New investments
Investments in new strategies consist of life science, insurancerelated securities, secured bank loans, agricultural land and various
fixed income and debt-related fund investments. The portfolio,
which is under construction, had a market value at the end of 2009
of SEK 7.7 billion, of which secured bank loans accounted for SEK
4.0 billion and life science holdings SEK 1.1 billion. The return on
new strategies was 34.7%, of which secured bank loans contributed
29.5% and life science holdings 51.6%.
Performance review
AP3’s target is to achieve a real annual return (minus inflation)
of least 4% over the long term. Fund capital stood at SEK 206.5
billion at 31 December 2009, an increase of SEK 25.5 billion from
the prior year. Total returns since inception in 2001 stood at SEK
55.2 billion, equivalent to an annual average of 3.5%. After allowing
for inflation, the real return averaged 1.9% per annum. The return
for the period equates to the rate at which pensions are indexed
upwards, referred to as the ”income index”.
Securities lending
Like most other fund managers, AP3 engages in securities lending.
These operations consist of short-term lending of equities and
bonds to counterparties with good creditworthiness and that provide full collateral. AP3’s custodian bank, Northern Trust, manages
the lending programme.
In 2008 AP3 reported an unrealised loss of SEK 226.6 million
on cash securities in a jointly managed pool. The majority of these
investments recovered in value during the year and AP3’s liability
to the pool was therefore written down on 31 December, resulting
in an income gain of SEK 198.4 million to income for the year.
Losses on two investments – in Lehman Brothers and CIT Group
– totalling SEK 31.0 million were realised during the year.
1

Values are based on the latest available valuations, third quarter 2009.
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AP3 does not expect to be able to recoup these losses. At the end
of 2009 the Fund had a liability of SEK 59.3 million to the jointly
managed pool in respect of outstanding unrealised losses on the
underlying investments.
Fee income from securities lending totalled SEK 111 million
(147). Income from securities lending is recognised as interest
income in the income statement.
Income from securities lending
SEK million
Bonds
Equities
Recognised in net interest income

2009
17.2
93.9
111.1

2008
56.0
91.4
147.4

Recognised in net income from fixed income assets
Total

167.4
278.5

–226.6
–79.2

Brokerage fees
Brokerage fees are payable on transactions in equities and units and
are therefore included in cost. Brokerage fees totalled SEK 55 million (81), of which 68% related to external management. The tables
on page 44 show brokerage fees for equities and volumes for fixed
income and currencies in 2009. The figures relate to externally and
internally managed assets.
Class actions
Class actions are lawsuits in which a large group of people bring a
legal claim against companies and their representatives for breaches
of securities market legislation. Class actions are often seen in
relation to the provision of information to the stock market and are
commonest in the US. They allow single investors to claim amounts
due to them even if they have not participated in the legal proceedings. AP3’s custodian bank keeps track of settlements owed to the
Fund through class actions. In 2006–2009 AP3 received SEK 82.5
million in class action settlements, of which SEK 17.4 million was
received in 2009. These amounts are recognised under net income
from listed shares and units in income statement.
New system for effective transaction process
During the year AP3 introduced a new order management and
transaction execution system to achieve a higher degree of automation and efficiency in the transaction process. Once the system is
fully integrated with the portfolio management system the Fund
hopes it will further reduce manual handling and thereby diminish
operating risks. By creating scope for increased electronic trading
and thereby lower transaction costs the new system reflects the
Fund’s commitment to cost-effective asset management.
Focus on cost effectiveness
AP3 strives to ensure cost effectiveness throughout its operations
and works closely with Canadian benchmarking institute CEM to
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ensure that the fees paid to external managers are in line with the
most competitive market rates and that the Fund’s asset management is cost-effective. CEM’s 2008 survey showed that AP3’s costs
were low compared to the benchmark group. The survey estimated
our total asset management costs at around 20% lower than the
benchmark average and said our management strategy also created
more value, confirming that our operations are cost-effective.
In 2009 we reviewed our entire cost base and where possible
renegotiated contracts and fee structures to secure more favourable
terms. We are now in a position where we have a low cost base and
competitive rates for external suppliers. AP3 uses Swedish government framework contracts where possible. A detailed presentation
of the Fund’s cost effectiveness initiatives is shown on pages 20–21.

Government review
The government’s annual review, carried out by McKinsey, analysed
the performance of the AP funds in 2008 and in 2004–2008 and
found that the funds matched and often exceeded the performance
of a selection of international pension funds.
The government said the funds ought to invest more resources
and put greater focus on strategic decisions as they were of crucial
importance to long-term returns. Also, the government noted that
AP3 stood out as having the largest exposure to alternative investments. McKinsey stated that AP3 was best placed of the four AP
funds to conduct successful long-term allocation because it had assigned more resources to this area and had a more rigorous strategy
for identifying new asset classes.
In its review, the government criticised all the AP funds for failing
to reach their active return targets. It observed that AP3 had all
but withdrawn from active management and restructured its asset
management through alpha and beta separation and the introduction
of non-capitalised overlay mandates. However, it added that it was
too early to evaluate the results of the restructuring.
The government review said that AP1, AP2, AP3 and AP4
should have scope for further cost savings within the frameworks
set by legislation. It highlighted the Ethical Council as an example
of successful collaboration between the funds.
Corporate governance
The Board of Directors reviews the corporate governance policy at
regular intervals and revised it in December 2009. The changes to
the corporate governance policy were made in the light of lessons
learnt from the financial crisis, the government’s new guidelines on
executive pay, the European Commission’s recommendation and the
Swedish Corporate Governance Board’s proposed new corporate
governance code. The revised corporate governance policy moderates
the variable remuneration paid to executives, in line with government
policy. The Fund also clarified its core values.
AP3 voted at the AGMs of around 300 Swedish and foreign
companies during the 2008/2009 season, an increase of 170 from

the year before. The Fund was represented on five nomination committees: Enea, BioInvent, Karo Bio, Bergvik Skog and Karolinska
Development. AP3 will have representatives on eight nomination
committees ahead of the 2009/2010 AGM season: Bergvik Skog,
Arise Windpower, Alpcot Agro, Karolinska Development, BioInvent, Orexo, Algeta and Diagenic.
By taking an active role as an investor the Fund aims to ensure
that the companies in which it holds significant investments have
appropriate ethical and environmental policies. During the year
discussions were held with seven Swedish companies on social
responsibility. AP3 published a report on its corporate governance
activities in August 2009. This document can be downloaded from
the Fund’s website.
AP3 cooperates with AP1, AP2 and AP4 on environmental
and ethical issues in foreign companies via the funds’ joint Ethical
Council. Each fund chairs the council on a rotating basis and AP3
held this role in 2009.
The council seeks via active governance to influence foreign
companies on environmental and ethical issues. In 2009 it had
dialogues with a number of foreign companies and participated in

various international investor initiatives. The council will publish its
2009 report in the first half of 2010.

Organisation and employees
AP3 has a skills strategy to strengthen its status as an attractive
employer capable of recruiting, retaining and developing the highly
qualified specialists needed to run a top-class pension fund.
At year-end, AP3 had 55 employees, of whom 18 were female
and 37 were male. On average, each employee has 16 years’ experience of working life. Two people left the Fund in 2009 and seven
people joined. Sickness absence at AP3 continued to be low in
2009.
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Income statement and balance sheet
Income statement

Balance sheet 	  

INCOME

ASSETS

SEK million
Net interest income

Note

2009

2008

SEK million

2

1,687

4,266

Shares and units

2,554

3,666

Dividends received
Net income from listed shares and units

3

24,832

–51,540

Net income from unlisted shares and units

4

–2,028

–2,507

4,985

266

5

–1,335

–1,465

–957

2,837

–170

–147

29,568

–44,624

Net income from interest-bearing assets
Net income from derivative securities
Net income from currencies
Net commission expenses

6

Total income

1

OPERATING EXPENSES

Listed
Unlisted

Note 31 Dec 2009 31 Dec 2008

9

105,570

89,130

10

17,995

16,406

Bonds and other interest-bearing assets

11

78,214

84,304

Derivatives

12

2,304
1,723

3,117
2,607

Other assets

13

7,041

838

Prepaid expenses and accrued income

14

1,598

1,636

214,445

198,038

Cash and cash equivalents

Total assets
FUND CAPITAL AND LIABILITIES

Staff expenses

7

95

89

Liabilities

Other administrative expenses

8

52

441

Derivatives

12

2,140

15,696

147

133

Other liabilities

15

5,693

1,209

29,421

–44,757

Deferred income and accrued expenses

16

73

109

7,906

17,014

181,024

224,897

–3,906

831

0

53

Total operating expenses
Net profit/loss for the year

Total liabilities
1

 omparisons have been changed due to reclassifications of management expenses relating to investC
ments in timberland and real estate.

Fund capital
Fund capital at 1 Jan

17

Net payments from the pension system
Transfers from special asset management
and phase-out funds
Net profit/loss for the year

29,421

–44,757

Total fund capital

206,539

181,024

Total fund capital and liabilities

214,445

198,038

Memorandum items
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Notes
NOTE 1 Accounting and valuation principles	 
The National Pension Funds Act (2000:192) requires the annual accounts to be
prepared in conformity with generally accepted accounting principles, which involves
recognition of fund assets at market value. AP1, AP2, AP3 and AP4 have agreed and
applied shared accounting and valuation principles, as summarised below. Accounting
and valuation principles are unchanged from the prior year.
Transaction day accounting
Purchases and sales of securities and derivatives on the money, bond, equity and foreign
exchange markets are recognised in the balance sheet on the transaction date (the point
when material rights, and therefore risks, are transacted between the parties). Receivables
and liabilities that fall between the transaction and settlement date are reported under
other assets and other liabilities respectively. Other transactions, especially relating to
private equity, are recognised in the balance sheet on the settlement date, in conformity
with market norms.
Net accounting
AP3 uses net accounting for trade payables, buybacks and derivative instruments where
a real right to offset assets and liabilities exists and if the intention is to settle them
simultaneously.
Foreign currency
Foreign currency transactions are recognised on the transaction date. Foreign currencydenominated assets and liabilities are stated at year-end exchange rates. Changes in the
values of foreign currency-denominated assets are divided into the change attributable
to the change in the value of the asset or liability and the change caused by exchange
rate movements.
Measurement of financial instruments
All the Fund’s investments are measured at fair value. Realised and unrealised changes
in value are recognised in the income statement. The method for measuring fair value
is described below.
Listed shares and units
Shares and units listed on an official market or trading platform are measured at fair
value. Fair value is measured using the official market rate provided by the Fund’s index
supplier. Brokerage fees are recognised as part of cost.
Holdings in mixed funds including derivatives and/or exposures to more than one
asset class whose weights vary over time are recognised under listed shares and units
in the balance sheet.
Unlisted shares and units
Shares and units not listed on an official market or trading platform are measured at fair
value based on the valuation made by the fund administrator. Valuations are updated
when new valuations are received and are adjusted for cash flows up to the reporting
date. The Fund may revise the valuation where grounds exist for believing that the
fund administrator’s valuation is wrong. Measurements follow the International Private
Equity and Venture Capital Valuation guidelines or equivalent valuation principles
and are generally based on transactions with third parties. However, other valuation
methods can be applied.
Bonds and interest-bearing assets
Bonds and other interest-bearing assets are valued at fair value. Fair value is measured
using the official market rate according to the Fund’s index supplier. Where an instrument
is not traded on an active market and reliable market prices are unavailable, the
instrument is measured using generally accepted valuation models whereby cash flow
is discounted to the relevant valuation curve.
Net income is the difference between average amortised cost and market/fair value.
Accrued acquisition cost is the discounted present value of future payments where
the discount rate corresponds to the effective interest rate at the time of purchase.
Acquired premiums and discounts are recognised as interest income until the coupon
rate changes or the instrument matures.

Buybacks
In a true buy-back (repurchase), the asset remains on the balance sheet and cash
received is recognised as a liability. The divested security is recognised under pledged
assets on the balance sheet. The cash value difference between spot and forward legs is
allocated over the term to maturity and is recognised as interest.
Derivatives
Derivatives are valued at fair value using year-end rates. In cases where instruments
are not traded in an active market and no market prices are available, valuations are
made using generally accepted theoretical models whose inputs consist exclusively of
observable market data.
Derivative contracts with a positive fair value on the reporting date are recognised
as assets, while contracts with a negative market value are recognised as liabilities.
The difference between forward and spot rates for currency forwards is allocated on a
straight-line basis during the term of the contract and is recognised as interest income.
Securities lending
Loaned securities are recognised in the balance sheet at fair value. Collateral received for
loaned securities consists of securities and cash. Where AP3 has the right to dispose over
collateral received, this is recognised in the balance sheet as an asset and a corresponding
liability is created. Loaned securities and their collateral are recognised in the balance
sheet as ”Pledged assets, contingent liabilities and commitments”. Payments for loaned
securities are recognised as interest income.
Items recognised directly in fund capital
Payments to and from the pension system, as well as transfers from the special asset
management funds owned jointly by AP1, AP2, AP3 and AP4, are recognised in fund
capital.
Commission expenses
Commission expenses are recognised as a deduction from income in the income state
ment. They consist of direct transaction costs, custody account fees and fixed commissions to external managers. Fixed fees for externally managed listed assets, including
listed funds, are recognised as commission expenses. Performance-based fees, payable
when a manager outperforms an agreed level that gives rise to profit sharing, are
recognised as a deduction from net income for the relevant asset class in the income
statement.
Brokerage fees and fees for unlisted shares and units deemed likely to be subject to
repayment prior to profit sharing are recognised under the cost of the relevant asset in
the balance sheet. In other cases, they are recognised as commission expenses.
Operating expenses
All management expenses, excluding brokerage fees, fees to external managers and
custody account fees, are recognised as operating expenses. Investments in equipment
and proprietary and purchased computer software are normally expensed as they arise.
AP3 is VAT-exempt because it is not classed as a business, which means it is not entitled
to claim back any VAT outlays. Paid VAT is recognised under the relevant expense.
Income tax
AP3 is exempt from all income tax on investments in Sweden. The tax liability on investments outside Sweden varies from country to country.
Rounding off
Minor discrepancies may occur in the tables in this report due to the rounding up or
down of individual figures.
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NOTE 2 Net interest income
SEK million

NOTE 7 Staff expenses
2009

2008

2009

1,776

2,928

of which
total female

Derivatives

941

1,865

Securities lending

111

147

Other interest income

21

87

Total interest income

2,849

5,027

Interest income
Bonds and other interest-bearing income

1,161

761

1

0

1,162

761

Other interest expenses
Total interest expense
Net interest income

Average no. of employees

54

17

51

17

55

18

50

17

7

3

6

2

No. in executiive management at 31 Dec

2009

1,687

4,266

Chairman of the Board
CEO

110

110
3,914

Board of Directors excl. Chairman

498

515

Executive management excl. CEO

9,844

6,415
2,228
2,184

NOTE 3 Net income from listed shares and units

Manager 3

1,819

Manager 4

1,459

SEK million

1,132

2009

2008

Manager 5

24,960

–51,351

Manager 6

–46

–66

Brokerage fees
Performance-based fees

–82

–123

24,832

–51,540

NOTE 4 Net income from unlisted shares and units
SEK million

2008

2,840

Manager 2

Net income from listed shares and units

of which
female

No. of employees at 31 Dec

Manager 1

Income from listed shares and units

total

Salaries and remuneration, SEK thousand

Interest expense
Derivatives

2008

2009

Net capital gain

2008

118

262

Unrealised changes in value

–2,146

–2,769

Net income from unlisted shares and units

–2,028

–2,507

1,022

Other employees

40,360

40,320

Total salaries and remuneration

53,652

51,274

Cost of performance-based incentives, SEK
thousand
CEO

–

–

Executive management excl. CEO

–

398

Other employees

4,850

897

Total cost of performance-based incentives

4,850

1,2951

1

Performance-based incentives recognised in 2008 relate to 2007.

Remuneration of Board members in addition
to directors’ fees

–

–

CEO

1,032

1,015

Executive management excl. CEO

2,768

Pension plan expenses, SEK thousand

NOTE 5 Net income from derivatives
SEK million
Share-based derivatives

2008

Manager 1

668

–1,725

–1,626

Manager 2

597

390

161

Manager 3

514

–1,335

–1,465

Manager 4

460

Manager 5

272

Fixed income and credit-based derivatives
Net income from derivatives

Manager 6

NOTE 6 Commission expenses
SEK million

1,592

2009

Other employees
2009

2008

External commissions listed assets

88

94

External commissions unlisted assets

66

381

Other commission expenses incl. custodian bank expenses

16

15

170

147

Total commission expenses

Comparative figures have been changed to reflect the reclassification of management expenses for
timberland and real estate investments.

1

Performance-based fees totalled SEK 90 million (126) in 2009, of which SEK 82 million (123) related to listed equities and SEK 8 million (3) to fixed income securities.
Performance-based fees are not included in commission expenses but are recognised in
net income for each asset class.
The Fund paid SEK 279 million (266) in private equity management expenses in 2009.
SEK 213 million (228) of this related to contracts that provide for repayment of management fees prior to profit sharing at the end of the investment and is recognised as part
of the asset’s cost.
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Total pension plan expenses

257
9,763

10,426

13,563

13,033

Social security expenses, SEK thousand
Chairman of the Board
CEO
Board members excl. Chairman
Executive management excl. CEO

35

36

1,143

1,515

125

167

3,764

2,595

Other employees

16,194

15,007

Total social security expenses

21,261

19,320

2,095

3,617

Other staff expenses

Total staff expenses
95,421
88,539
		
Board of Directors The government sets the remuneration of directors. As of 2000,
annual fees of SEK 100,000 are paid to the Chairman, SEK 75,000 to the Deputy Chairman
and SEK 50,000 to other directors. The government has approved additional remuneration of up to SEK 100,000 for directors who sit on the Remuneration and Audit Committees and SEK 100,000 was paid for committee engagements in 2009.
Committees The Remuneration Committee had three members in 2009. It makes recommendations to the Board on the CEO’s salary and benefits and AP3’s salary structure
prior to salary reviews. It also makes recommendations to the Board on the variable

Notes

Cont. Note 7

Cont. Note 8

remuneration programme. Decisions in these matters are taken by the Board. The Audit
Committee had three members in 2009. Its role is to advise, monitor and issue recommendations to the Board in financial reporting, accounting, internal control, risk control
and external audit.

Ernst & Young AB

CEO The CEO’s remuneration is set by the Board. Under the CEO’s employment contract,
the Fund pays retirement pension and sickness insurance premiums totalling 30% of gross
salary. In the event of termination, the contractual notice period is six months for both
the Fund and the CEO. If the Fund terminates the CEO’s contract, 18 months’ severance
pay may be payable. Severance salary and pay are offset against any income from new
employment or business activity. No contract provisions exist for early retirement. In 2009
the CEO received salary and other remuneration of SEK 2,840 thousand. In 2009 the CEO’s
gross salary was temporarily reduced to reflect her repayment of the honorarium of two
months’ salary she received in 2008 for her work in 2007. This reduction was based on an
agreement between the CEO and the Board and initiated by the CEO. The CEO does not
participate in the performance-based incentive scheme.

Ernst & Young AB

SEK thousand

–

81

2009

2008

Other assignments

Executive management committee excl. CEO The executive management committee
had six members plus the CEO at year-end. During the year the Head of Communications
and Sustainable Investment joined the committee. Other than this, no changes were
made to the group. This stability can be compared with 2008, when three members left
the Fund and three newcomers joined the committee.
In 2007 the management committee received total salary and other remuneration of
SEK 9,844 thousand. The Fund has collective wage agreements with the Employers’ Organisation of the Swedish Banking Institutions and the JUSEK/CR/CF (SACO) trade unions. No special arrangements exist in respect of notice of termination, severance pay
or early retirement. Pension costs for the management committee totalled SEK 2,768
thousand. Management committee members do not participate in the performancebased variable remuneration scheme.
Sickness absence Sickness absence in 2009 was 0.4% (1.1%) – 0.3% (1.4%) for male
employees and 0.7% (0.7%) for female employees. By age group, the figures were 0.6%
(0.2%) for staff aged under 29, 0.4% (1.2%) for staff aged 30–49 and 0.6% (1.1%) for
staff over 50. None (2.0%) of the Fund’s employees was on sick leave for more than 60
consecutive days in 2009.

Öhrlings PricewaterhouseCoopers AB
KPMG AB
Total auditors’ fees

158

–

–

371

43

437

1,736

2,211

Comparative figures have been changed to reflect the reclassification of management expenses for
timberland and real estate investments.

1

NOTE 9 Shares and units
Listed shares and units

31 Dec 2009

SEK million
Swedish equities
Units in Swedish funds
Foreign equities
Units in foreign funds
Total listed shares and units

31 Dec 2008

Fair value

Cost

Fair value

Cost

27,644

26,531

18,235

27,945

381

362

312

553

64,931

61,555

62,085

74,843

12,614

10,318

8,498

7,317

105,570

98,766

89,130

110,658

A schedule of the Fund’s ten largest shareholdings is shown on page 44. A schedule of all
the Fund’s shareholdings is available at www.ap3.se.

NOTE 10 Investments in unlisted securities, private equity, infrastructure
and real estate		

Performance-based remuneration programme The Board of Directors has approved a
performance-based incentive scheme modelled on guidelines issued by the government
in April 2009. The programme applies as of 2009 and gives all employees except the
CEO and management committee members the chance to receive performance-based
remuneration of up to two months’ salary on the fulfilment of certain fixed criteria. The
Fund’s net income must be positive before variable remuneration can be payable to any
member of staff. AP3 is not subject to the Swedish Financial Supervisory Authority’s new
guidelines on remuneration in credit institutions, securities firms and fund management
companies (FFFS 2009:6) but nevertheless intends to adjust its remuneration policy in
2010 to comply with these guidelines. Retroactive application of the guidelines to 2009
is not possible, however, due to the legal terms and conditions of staff contracts. The
Fund reserved SEK 4.9 million in the 2009 accounts for variable remuneration contingent
on fulfilment of agreed targets. This figure reflected the Fund’s achievement of an active
return of SEK 2.9 billion in 2009 and a total active return since inception of SEK 2.1 billion.
The earmarked amount represents a payment of 1.4 months’ salary per employee. In
2010 AP3 will adjust the programme so that 60% of variable remuneration to asset management personnel will become payable only after three years have elapsed.

As of 31 December 2009 AP3’s investments in unlisted securities via private equity companies and funds were as follows. The list below shows the largest holdings per currency,
based on the capital invested, followed by a total figure for remaining investments per
currency. All amounts are stated in SEK million.
Fund/Private equity company
Corporate identity number
Amounts in SEK million

Share of
equity
No. capital

2009
Cost

2008
Cost

Investments in SEK
Hemsö Fastighets AB

556481-1429

50,000

50%

2,257

–

Vasakronan AB

556650-4196

1,000,000

25%

1,221

1,221

Arise Windpower AB

556274-6726

3,636,363

16%

200

–

Bergvik Skog AB

556610-2959

347

5%

173

173

Alpcot Agro AB

556710-3915

4,758,000

16%

107

293

Alpcot Agro AB Subscription rights
556710-3915

9,516,000

7

Jolife AB

556602-6141

2,500

8%

25

25

Karolinska Development

556663-0322

19,446,701

12%

207

1871

NOTE 8 Other operating expenses  		

Affibody temporary line

556714-5601

629,600

2%

17

17

303,267

1

–

SEK million

Affibody paid subscription share
556714-5601

2009

2008

9

6

969687-5468

17%

148

141

28

24

Priveq Investment Fund III 967904-1524

17%

100

79

Services purchased

7

71

Verdane Capital VI

18%

88

70

Other

8

7

Litorina Kapital III

11%

85

72

52

44

20%

85

52

Cost of premises
Information and computer-related expenses

Total other operating expenses

Services purchased includes fees for consultancy services commissioned by the
Government Offices of SEK 687 thousand (707) and accountancy fees according to the
schedule below.
SEK thousand

2009

2008

Audit assignments
Öhrlings PricewaterhouseCoopers AB
KPMG AB

1,535

1,131

–

192

IT Provider Fund IV

Valedo Partners Fund I

556709-5434

273

237

Total cost

Total remaining holding in SEK

4,994

2,567

Total market value

5,889

3,796

Investments in AUD
169

169

Total cost

Goodman Australia Industrial Fund

1%

169

169

Total market value

151

154

To be continued on next page
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Fund/Private equity company
Amounts in SEK M

Ownership
share of
Number
capital

NOTE 11 Bonds and other interest-bearing assets    
2009
Cost

2008
Cost

SEK million

Investments in EUR
EuroPrisa

10%

473

473

Altor Fund II

3%

241

225

ABN AMRO Infrastructure Capital
Equity Partners

4%

226

218

Meridiam Infrastructure Fund

5%

210

46

CapMan Equity VII B

8%

154

146

Total other holdings in EUR

2,388

2,103

Total cost

3,692

3,212

Total market value

3,296

3,800

Investments in GBP
Innisfree PFI Continuation Fund

7%

236

242

Henderson PFI Secondary Fund LP

6%

219

270

Alchemy Investment Plan

3%

218

209

Threadneedle Strategic Property Fund IV L.P.

4%

151

–

Henderson PFI Secondary Fund LP II

4%

97

335

57

56

Total cost

978

1,112

Total market value

857

933

Total other holdings in GBP

Investments in NOK
Herkules Private Equity Fund II

31 Dec 2008

31 Dec 2008

Fair value

Amortised
cost

Fair value

Amortised
cost

2,946

2,147

–

–

–

–

59

58

4,918

4,905

7,544

7,313

Financial institutions

2,259

2,144

5,175

5,170

Non-financial companies

9,890

9,625

17,052

16,749

Swedish state
Swedish municipalities
Swedish mortgage lending
institutions
Other Swedish issuers

Foreign states

12,456

12,087

20,215

18,704

Other foreign issuers

39,825

39,785

31,433

30,302

Total

72,294

70,693

81,478

78,296

5,920

5,484

2,826

3,080

31 Dec 2009 31 Dec 2009

31 Dec 2008

31 Dec 2008

Fair value

Amortised
cost

Fair value

Amortised
cost

Index-linked bonds

14,559

14,697

9,414

9,787

Other bonds

52,046

50,363

60,575

56,923

Fixed income funds

Bonds and other interest-bearing securities by class of instrument
SEK million

4

4

5,590

5,,580

6

4,476

4,444

4,475

4,441

Other instruments

1,209

1,185

1,424

1,565

72,294

70,693

81,478

78,296

5,920

5,484

2,826

3,080

187

174

17%

35

31

Herkules Private Equity Fund

10%

14

17%

31 Dec 2009 31 Dec 2009

Unlisted promissory note
loans

5%

Verdane Capital IV Twin
Verdane Capital IV

Bonds and other interest-bearing securities by class of issuer

Certificates

6

3

Total cost

242

214

Total

Total market value

635

594

Fixed income funds

Investments in USD
FK Volga Farming Ltd ordinary shares

30%

77
77

77

RMK GAC

100%

580

89

Hancock GAC

100%

440

440

Southern Cone Timberland, LLC

29%

404

299

GS US Middle Market Buyout Fund

29%

379

338

31 Dec 2009, SEK million
Equity-related instruments

FK Volga Farming Ltd Convertible shares

Global Timber Investors 8

10,199

11,083

NOTE 12 Derivatives, gross

Nominal value

Positive
fair value

Negative
fair value

277

155

Total other holdings in USD

4,940

4,268

Options

3

1

–2

Total cost

7,174

5,744

Futures

10,824

271

–45

Total market value

7,167

7,129

1

6%

77

of which valued according to
theoretical model

The comparative figure has been corrected

Cost includes SEK million 597 (428) that relate to management fees that are refundable
before distribution.
A schedule of all holdings, including vintage year and size of investment commitment, is
available at www.ap3.se.

Swaps

2,117

79

–27

Total

12,944

351

–74

of which cleared

10,827

Fixed-income and credit-related
instruments
Options

128,057

11

–9

58,822

6

–10

CDS

27,612

43

–159

Total

214,491

60

–178

of which cleared

186,879

FRA/Futures

Currency-related instruments
Options

42,570

207

–112

Futures

367,534

1,506

–1,571

Swaps
Total
of which cleared
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253

14

–39

410,357

1,727

–1,722

–

Total derivatives instruments

637,792

2,138

–1,974

of which valued according to theoretical
model

410,357

1,727

–1,722

Notes

Cont. Note 12

AP3 is mandated to use derivative securities primarily to improve effectiveness in its
asset management or to manage risk. The main areas of use are:

NOTE 16 Deferred income and accrued expenses

Equity-related instruments Used chiefly for tactical asset allocation, including regional
allocations between equity classes.

SEK million
Accrued external asset management costs

43

88

Interest and credit-related instruments Used for regional allocation between asset
classes and also for managing interest rate risk, including exposure to credit spread
risk between the yield curves of government bonds and swaps. Credit default swaps
are used primarily to increase or reduce exposure to individual lenders or category of
lenders via an index.

Other accrued expenses

24

21

31 Dec 2009

Variable remuneration incl. social security expenses

6

–

73

109

31 Dec 2009

31 Dec 2008

181,024

224,897

Total deferred income and accrued expenses

Currency-related instruments Used to manage currency exposure on investments in
assets denominated in foreign exchange.

31 Dec 2008

NOTE 17 Fund capital

Equity and interest rate forwards are preferably traded on standardised markets
through cleared products, whereby counterparty risks are limited to the clearing house.
Currency and credit derivative markets are over-the-counter, which means that trades
executed there are not standardised or subject to clearing. Thus, counterparty or settlement risk generally arises. Counterparties for non-cleared transactions must be limited
and sanctioned by the Board and all exposure to such counterparties is continuously
monitored. The Fund uses standardised market contracts, such as ISDA agreements, for
OTC trading.
More information on AP3’s risk management procedures for derivatives can be found in
the risk management plan at www.ap3.se.

Net payments from the pension system
SEK million
Fund capital at 1 Jan
Paid-in pension contributions

50,678

50,783

Disbursed pension payments

–54,348

–49,796

–5

–6

Transfer of pension rights to the EU
Settlement of pension rights
Administration fee paid to Social Insurance Agency
Total net payments from the pension system

NOTE 13 Other assets

Transfers from AP4’s special asset management fund

SEK million

Total transfers from phase-out and special asset management funds

0

2

–231

–152

–3,906

831

0

53

31 Dec 2009

31 Dec 2008

431

236

0

53

Profit/loss for the year

29,421

–44,757

Buybacks

1,099

–

Fund capital at 31 Dec

206,539

181,024

Other assets

5,501

–

10

602

Capital under management in AP4’s special
asset management fund

–

2

7,041

838

31 Dec 2009

31 Dec 2008

Trade receivables

Other current receivables
Total other assets

AP4’s special asset management fund was closed in 2009. Annual reports for AP4’s special
asset management fund are available on request from AP4.

NOTE 14 Prepaid expenses and accrued income
SEK million
Accrued interest income

1,470

1,478

Accrued dividends

77

100

Tax reclaimables

25

35

Prepaid expenses

17

11

Accrued premiums on equity loans
Total prepaid expenses and accrued income

9

12

1,598

1,636

NOTE 18 Memorandum items
Pledges and other equivalent collateral to secure own liabilities
SEK million

31 Dec 2009

31 Dec 2008

Pledged assets for buybacks

–

–405

Pledged assets for derivatives trading

–

3,009

Loaned securities for which collateral received
Loaned securities

5,132

189

Collateral received for loaned securities

5,501

199

Invested
Total
as of commitment
31 Dec 2009 at 31 Dec 2008

Invested
as of
31 Dec 2008

NOTE 15 Other liabilities
Commitments
SEK million
Accounts payable
Trade payables

31 Dec 2009

31 Dec 2008

9

7

111

293

Total

commitment

SEK million

at 31 Dec 2009

Private equity

Payroll taxes

1

1

Real estate and timberland
funds

Staff PAYE taxes

2

2

Secured bank loans1

Buybacks

–

199

Collateral received
Other liabilities
Total other liabilities

19,695

13,346

20,107

11,772

4,876

3,546

4,667

2,467

–

–

1,581

9661

Nominal
amount

Nominal
amount

5,501

405

Other pledges and equivalent collateral

69

302

SEK million

5,693

1,209

Loaned securities for which collateral received

1

Loaned securities

20,339

26,338

Collateral received for loaned securities

21,802

27,722

T he investment commitment was met in 2009. Invested capital is recognised in the
balance sheet under interest-bearing assets.
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Five-year summary

Income and inflows
SEK billion

2009

2008

2007

2006

2005

Net flows from the pension system

–3.9

0.9

2.0

1.6

2.9

Profit/loss for the year

29.4

–44.8

10.7

18.6

28.8

Fund capital at 31 Dec2

206.5

181.0

224.9

212.2

192.0

Return before expenses

16.4

–19.7

5.1

9.7

17.9

Operating expenses

0.08

0.07

0.06

0.06

0.07

Annual from start3 2001

Annual3 2005–2009

Returns and expenses, total portfolio
%

Commission expenses

0.09

0.07

0.07

0.08

0.09

Return after expenses

16.3

–19.8

5.0

9.5

17.7

3.5

4.8

Inflation

0.90

0.90

3.45

1.63

0.82

1.6

1.5

Real return after expenses

15.3

–20.5

1.5

7.8

16.7

1.9

3.2

29.6

–44.6

10.8

18.7

28.9

6.3

8.7

0.1

0.1

0.1

0.1

0.1

0.2

0.1

29.4

–44.8

10.7

18.6

28.8

6.1

8.5

SEK billion
Return after commission expenses
Operating expenses
Return after expenses
Return and risk, listed portfolio
Return, %

Risk (standard deviation), %

Portfolio

21.1

–21.9

4.1

8.9

17.3

Index

18.8

–20.5

4.4

9.1

16.1

Active

2.2

–1.4

–0.3

–0.2

1.2

Portfolio

9.9

16.6

7.3

6.3

4.5

Index

9.9

16.6

7.2

6.1

4.3

Active

0.7

0.8

0.5

0.5

0.5

Information ratio

3.3

neg

neg

neg

2.2

Sharpe ratio

2.0

neg

0.1

1.1

3.4

8.3

13.8

9.0

9.0

14.7

40.7

38.8

39.9

40.4

45.3

Currency exposure
% of total portfolio3
External management
% of total portfolio4
Asset management expenses
% of assets under management
Operating expenses

0.08

0.07

0.06

0.06

0.07

Operating expenses + commission expenses

0.17

0.14

0.13

0.14

0.16

206.5

181.0

224.9

212.2

192.0

Swedish equities5

26.5

17.9

24.0

26.8

30.7

Foreign equities5

76.2

66.0

93.5

88.8

80.2

9.8

10.8

9.5

6.4

Market value per asset class
SEK billion
whereof

Private equity, Swedish and foreign5, 6
Nominal fixed income, Swedish

13.6

13.7

13.6

18.0

25.6

Nominal fixed income, foreign

42.3

39.2

59.3

44.5

42.5

Index-linked bonds, Swedish

0.1

5.4

7.4

12.0

6.7

Index-linked bonds, foreign

14.2

8.7

11.3

10.4

1.9

Real estate exposure (see schedule on page 55)

6.4

5.5

4.4

51

50

48

16.0

16.2

New strategies6

7.7

3.1

Staff headcount

55

50

Annualised figures.
Fund capital at 1 January 2001 was SEK 134 billion.
3
Excluding exposure to SEK-listed companies with foreign domicile.
4
As of 2008 AP3 no longer divides the portfolio on active and passive management lines as
the majority of assets are now passively managed. See the table on page 45.
1
2
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S wedish and foreign equities included listed equities and private equity up to 31 December
2005. Listed equities and private equity are reported separately as of 2006.
6
Private equity included listed life science holdings up to 31 December 2007. As of 2008
these are part of new strategies.
5
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Market value per asset class			
SEK billion
Listed equities

1

31 Dec 2009

31 Dec 2008

31 Dec 2007

31 Dec 2006

31 Dec 2005

Sweden

26.5

17.9

24.0

26.8

30.7

Europe

25.5

20.8

32.3

31.7

34.2

USA

24.1

25.7

36.8

28.6

27.6

Asia

15.2

13.6

16.0

22.2

17.5

Emerging markets

11.5

5.9

8.4

6.3

0.9

102.7

83.9

117.5

115.6

110.9

9.8

10.8

9.5

6.4

Sweden

13.6

13.7

13.6

18.0

25.6

Eurozone

12.5

12.4

12.6

14.5

24.4

UK

4.4

4.5

12.2

6.7

7.2

USA

20.3

16.8

29.8

19.5

10.9

Asia

5.2

5.5

4.7

3.8

0.0

Sweden

0.1

5.4

7.4

12.0

6.7

Eurozone

4.7

4.8

3.2

4.4

1.1

USA

9.5

3.9

8.1

6.0

0.8

70.2

67.0

91.5

84.9

76.7

7.7

3.1

7.0

5.0

4.6

3.8

0.9

0.6

Total listed equities
Private equity1
Fixed income
Nominal

Index-linked bonds

Total fixed income
New strategies1
Real estate
Shares in Vasakronan

6.6

Shares in Hemsö Fastigheter

2.3

Swedish mortgage bonds

3.4

6.2

Timberland

2.9

2.3

1.2

International real estate funds

0.9

0.7

0.2

Total real estate

16.0

16.2

6.4

5.5

4.4

Cash2

0

0

0

0

0

Total

206.5

181.0

224.9

212.2

192.0

 rivate equity was included in listed equities from 2001–2005. Private equity is reported separately as of 2006. Private equity included listed life science holdings up to 31 December 2007. Life science is part of
P
new strategies as of 2008.
2
Cash used for position-taking in forwards has been divided among the relevant asset categories, which means that the figures in the table are not fully comparable with those in the balance sheet.
1

Change in fund capital
SEK million

2009

2008

2007

2006

2005

181,024

224,897

212,198

191,950

160,254

–3,906

831

991

1,568

2,312

0

53

1,028

108

593

Profit/loss for the year

29,421

–44,757

10,680

18,572

28,791

Fund capital at 31 Dec

206,539

181,024

224,897

212,198

191,950

Fund capital at 1 Jan1
Net flows
Special asset management

1

Fund capital at AP3’s inception in 2001 was SEK 134 billion
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Currency exposure at 31 Dec 2009
Assets with foreign currency exposure, per currency, SEK million
Shares and participation
Exposure through companies listed in SEK with foreign domicile
Bonds and other fixed income securities
Derivatives

EUR

GBP

JPY

USD

Other

16,505

8,672

9,266

28,858

23,446

561

937

–

105

923

16,129

3,448

4,200

29,337

281
–205

Total

–430

–87

–55

381

787

887

535

–4,760

408

33,551

13,857

13,947

53,921

24,853

140,129

Currency hedges

–46,062

–9,051

–14,434

–47,619

–3,306

–120,472

Total

–12,511

4,806

–487

6,302

21,546

19,657

Other investment assets
Foreign currency exposure, gross

1

These holdings are classified as a currency exposure due to legal requirements.

Credit structure for the nominal fixed income portfolio (including
derivatives) at 31 Dec 2009
%

Ten largest holdings in the externally and internally managed equity
portfolio at 31 Dec 2009

Portfolio

Index

Active

Government bonds

71

65

6

Mortgage bonds and agencies

15

21

–6

Investment grade

20

14

High yield

–6
100

Corporate bonds
Total

Company

Market value, SEK million

Hennes & Mauritz

2,385

Ericsson

2,193

6

Nordea Bank

2,001

0

–6

TeliaSonera

1,317

100

0

Svenska Handelsbanken

1,251

AstraZeneca

1,204

Atlas Copco

1,187

Investor

1,057

Sandvik

1,052

Volvo

1,022

Modified duration in the nominal fixed income portfolio
(including externally managed portfolios) at 31 Dec 2009
Portfolio

Index

Sweden

3.0

2.7

Active
0.3

Eurozone

2.6

2.4

0.2

Ten counterparts that received largest brokerage fees in 2009

UK

4.7

4.9

–0.2

Bank of America/Merrill Lynch Goldman Sachs

Société Générale

USA

3.4

3.1

0.3

Barclays

Instinet

UBS

Japan

2.7

2.7

0.0

Citigroup

Morgan Stanley

Total

3.2

3.0

0.2

Credit Suisse

Nomura

Five counterparts that handled the largest volumes of AP3s’ fixed
income trading in 2009

Allocations per rating in the credit portfolio (excluding derivatives)
at 31 Dec 2009
%
AAA

25

AA

15

A

32

BBB

25

High yield
Unrated
Total
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2
0
100

Barclays

Deutsche Bank

Danske Bank

JP Morgan

Nordea

Five counterparts that handled the largest volumes of AP3’s
currency trading in 2009
Danske Bank

RBS

Nordea

SEB

UBS

Tables

Read more about AP3’s listed equity and fixed income
holdings at www.ap3.se.

Normal portfolio exposures to listed equities and fixed income assets at 31 Dec 2009
Region

Manager and fund

Mandate type

SEK million

Start date

Sweden

AP3 internal portfolio

Europe

State Street Global Advisors

All cap

26,624

2006-01-01

Large cap

15,141

Europe

2000-12-31

BlackRock Investment Management

Mid cap

3,037

2005-11-04

Europe

BlackRock Investment Management

Small cap

1,046

2009-05-26

Europe

AP3 internal portfolio

Large/Mid cap

3,601

2009-06-30

North America

BlackRock Investment Management

Large cap

6,666

2009-03-24

North America

BlackRock Investment Management

Mid cap

3,059

2007-10-31

North America

BlackRock Investment Management

Small cap

3,919

2007-10-31

Japan

BlackRock Investment Management

All cap

9,074

2006-01-17

Asia-Pacific

BlackRock Investment Management

All cap

3,139

2007-06-29

Emerging markets

AP3 internal portfolio

All cap

1,766

2006-01-25

North America

BlackRock Investment Management

Large cap

9,012

2002-08-30

Global

Goldman Sachs

Large/Mid cap

1,878

2008-02-28

Global

Quantitative Management

Large/Mid cap

906

2008-02-28

Emerging markets

BlackRock Investment Management

All cap

4,610

2009-10-08

Europe

Pictet Asset Management

Small cap

1,399

2003-08-29

Asia-Pacific

Schroder Investment Management

All cap

2,265

2004-03-06

Emerging markets

Dimensional Fund Advisors (Fund)

All cap

1,198

2006-08-03

Emerging markets

Lazard Asset Management (Fund)

All cap

1,075

2006-07-27

Emerging markets

OFI Institutional Asset Management (Fund)

All cap

1,404

2006-08-16

Emerging markets

Robeco Institutional Asset Managment (Fund)

All cap

1,336

2006-06-07

Global

AP3 internal portfolio

North America

Prudential Investment Management

Equity mandates
Passive mandates

Semi-enhanced mandates

Active mandates

Fixed income mandates
Active mandates

Mandate

Description of mandate and management

Private equity

Investments are made in private equity funds. Holdings are diversified across
geographical regions and investment categories (buy-outs and venture capital).
Investment commitments and market values include infrastructure assets.
Investments in infrastructure assets are made both in Sweden and internationally.

Real estate

AP3 is currently building the real estate portfolio which consists of holdings in
Vasakronan, Hemsö Fastigheter, investments in Swedish mortgage bonds, timberland
and international real estate funds (please refer to page 43).
Investments in international real estate are made through funds.
Investments in timberland are made in Sweden and abroad.

New strategies

Investments in new strategies consist of shares in life science, insurance related
securities, secured bank loans, listed micro cap equities and agricultural land.

70,085
Investment Grade

5,541

2002-06-03

Initial investment
commitment in
SEK bn at
31 Dec 2009

Invested (excl.
distributions) in
SEK bn at
31 Dec 2009

Market value in
SEK bn at
31 Dec 2009

19.7

13.3

9.8

of which 1.5

of which 1.3

of which 1.0

4.9

3.5

16.0

of which 2.0
of which 2.9

of which 1.1
of which 2.4

of which 0.9
of which 2.9

–

–

7.7

tthi
hirrdd sw
swed
edi isshh nnat
ati ioonnaall pen
penssi ioonn ffun
undd 22009
009 ¦ 45

Tables
Tabeller

Private equity commitments at 31 Dec 2009

Investment commitments in private equity at 31 Dec 2009

SEK m
25,000

SEK m
10,000
19,695

20,000
15,000

2,000
0

Total
Total distribu�ons
invested capital
2001–20091

SEK 13.3 billion of AP3’s total investment commitments of SEK 19.7 billion were
invested as of 31 December 2009.
1

4,667

4,000

5,404
Total
commitment

6,467

6,000

13,346

10,000
5,000
0

8,560

8,000

Distributions are the invested sum plus capital gains.

Scandinavia

Europe

AP3 invests in private equity through funds or private equity firms. Holdings
are highly diversified across regions and investment categories (buyouts and
venture capital).

Investment commitment per vintage year in private equity funds

Real estate portfolio at 31 Dec 2009

SEK m
6,000

SEK m
8,000

6,636

6,000

4,000

4,000
2,000
0

Rest of the world

97

98

99

00

01

02

03

04

05

06

07

08

0

09

AP3 is currently in the process of constructing the private equity portfolio and
the investment commitments have an average age of 4.6 years.

Breakdown of buyouts and venture capital in the private equity
portfolio at 31 Dec 2009

Percentage of buyouts and similar holdings
Percentage of venture capital holdings
Total

80%
20%
100%

Read more about AP3’s investments in private equity, unlisted
timberland and unlisted real estate at www.ap3.se.
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2,865

2,251

2,000

863
Vasakronan

Hemsö
Fastigheter

International
real estate

Timberland

The real estate portfolio consists of holdings in Vasakronan and Hemsö
Fastigheter and investments in international timberland funds and Bergvik
Skog. The Fund also has an exposure of SEK 3.4 billion to mortgage bonds.

Stockholm, 18 February 2010

Lars Otterbeck
Deputy Chairman

Claes de Neergaard
Chairman

Dan Andersson

Sonat Burman-Olsson

Inga-Lill Carlberg

Gunvor Engström

Kari Lotsberg

Ingela Gardner
Sundström

Christer Romilson

Kerstin Hessius

Chief Executive Off icer
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Auditors’ report

Auditors’ report
for the Third Swedish National Pension Fund, corporate identity number 802014-4120

We have examined the annual accounts, the accounting records and
the administration of the Third Swedish National Pension Fund
by the board of directors for the financial year 2009. The annual
accounts are included in the printed version of this document on
pages 31–41. These accounts and the administration, and the application of the Swedish National Pension Funds Act in conjunction
with the annual accounts, are the responsibility of the board of
directors. Our responsibility is to express our opinion on the annual
accounts and the administration based on our audit.
We conducted our audit in accordance with generally accepted
auditing standards in Sweden. These standards require that we plan
and perform the audit to obtain reasonable, but not absolute, assurance that the annual accounts are free from material misstatement.
An audit involves examining, on a test basis, evidence supporting
the amounts and disclosures in the accounts. An audit also includes
assessing the accounting principles applied, and their application by

the board of directors, the significant estimates made by the board
when compiling the annual accounts, and evaluating the overall
presentation of information in those accounts. We believe that our
audit provides a reasonable basis for our opinion set out below.
The annual accounts have been prepared in accordance with the
National Pension Funds Act and give a true and fair view of the
fund’s financial position and results of operations in accordance
with generally accepted accounting principles in Sweden. The
report of the directors is compatible with the other sections of the
annual accounts.
The audit has given us no reason for qualification with regard to
the annual accounts, the income statement and balance sheet, the
accounting records, the inventory of assets or the administration of
the fund in general.
We recommend that the income statement and balance sheet be
adopted.

Stockholm, 20 February 2010
Anna Peyron

Authorised Public Accountant

Appointed by the Swedish Government

48 ¦ third sw edish nat i o na l p ensi o n fu nd 2 0 0 9

Lars Bonnevier

Authorised Public Accountant

Appointed by the Swedish Government

Glossary
Absolute return The actual return, in
kronor or percentage terms, generated
by a portfolio during a specific period.
Absolute risk The variation in absolute
returns. Also known as volatility and is
calculated as standard deviation.
Active management Form of management
based on taking active positions in order
to achieve higher returns than the
benchmark index. Active positions are
taken by being overweight or underweight in assets relative to the benchmark index or reference portfolio based
on market forecasts.
Active return Difference between the
return on a portfolio and its benchmark index.
Active risk The variation in active return.
Also known as tracking error.
ALM analysis Asset liability modelling. Is
performed using statistical simulations
of how portfolios with different asset
mixes enable AP3 to meet its pension
system commitments. ALM analysis
forms the basis for the choice of assets
for strategic portfolio asset selection.
Alpha returns Returns that are higher
than beta and achieved by taking active
positions. (See Beta)
Automatic balancing Occurs when pension
system liabilities exceed assets. Balancing
involves indexing pensions at a lower
rate until the system regains equilibrium.
Balance ratio Total pension system assets
(excluding premium pensions) divided
by liabilities. If the balance ratio drops
below 1, the automatic balancing
mechanism is activated (see definition).
This affects pension indexing.
Benchmark index Used to evaluate the
return on a portfolio. Usually takes the
form of a standardised market index and
is also known as the reference index.
Beta Sensitivity of a portfolio or equity to
equity market movements. A share
with a beta value of > 1 is expected to
outperform a rising market. A share
with a beta value of < 1 is expected to
underperform a falling market, and a
share with a beta value of =1 is expected to perform in line with the market.
Beta can also be expressed as the return generated by passive exposure to
risks such as equity risk, credit risk and
volatility.
Buffer fund/buffer capital Name for the
First, Second, Third, Fourth and Sixth
Swedish National Pension Funds. The
role of the buffer funds is to even out
temporary variations between pension
contributions and disbursements and
to assist in the long-term financing of
the pension system.
Buyout Acquisition by an entity of a controlling interest in a mature company.
CDM (Clean Development Mechanism)
An arrangement under the Kyoto Protocol allowing industrialised countries with
a greenhouse gas reduction commitment
to invest in ventures that reduce emissions in developing countries as an
alternative to more expensive emission
reductions in their own countries.
Cleantech Short for clean technology and
refers to energy- and environment-
related technologies developed to
reduce adverse environmental impacts.
Clearing All activities that take place after
a transaction is completed in a market
place and prior to settlement. Includes
reporting, risk measurement and netting.
Clearing house An institution with regulatory approval to conduct clearing operations. Most countries have only one
or a very few. In Sweden, clearing is via

the Stockholm Stock Exchange. The
exchange acts as counterparty for all
derivatives traded via its system.
CLS Bank owned by currency market
counterparties and used in most
currency transactions for effective
settlement.
Code of conduct A corporate code of conduct is a group-wide framework of
rules and systems to handle environmental and social concerns.
Corporate governance Describes how
companies are run and managed. The
relationship between the different
company organs (AGM, board and
CEO) is at the heart of corporate
governance.
Credit bond Fixed income security with a
higher level of risk than government
bonds. Often issued by corporations
and mortgage lending institutions.
Credit swap Derivative contract between
two parties, A and B, in which A pays B
an interest premium for a specific period
of time. B only pays a premium to A in
the event that a predetermined assetrelated event occurs. The size of this
premium is the difference between the
nominal underlying value of the derivative contract and the market value of
the asset in question (credit default
swap).
CSA agreement Annex to the ISDA agreement that regulates how an entity with
an outstanding debt (unrealised loss)
must provide collateral in the form of
cash or securities.
Derivatives Financial instruments whose
price is determined by underlying secur
ities. Options, forwards and swaps
are generally classed as derivatives. A
derivative’s value depends on changes
in the value of the underlying asset.
Duration Used as a measure of interest
rate risk by estimating the percentage
change in the value of a bond in the
event of a change of 1 percentage
point in market interest rates.
FSC (Forest Stewardship Council) An international certification system for sustainable forestry.
Fund strength Measurement of for how
many years the buffer funds can meet
Sweden’s pension needs in the absence of any inflow of pension contributions.
Fundamentally based indices are indices
in which stocks are weighted by a fundamental factor or factors other than
capitalization which is used for most
other indices.
Hedging Neutralisation of currency risk,
i.e. the risk of investing in currencies
other than SEK.
High yield Bonds with a higher credit risk
than government bonds and that
therefore offer higher returns. They
usually have a lower credit rating than
investment grade bonds.
Index management See Passive management.
Information ratio Efficiency measurement
for active management. It indicates
how much AP3 earns from active risktaking and from deviating from the
strategic portfolio or index. Measured
as active return divided by active risk
(tracking error).
Investment grade Bonds which have a
credit rating of BBB or higher. Generally
associated with low credit risk.
ISDA agreement Bilateral agreement
between two OTC counterparties that
regulates the events that could generally
be expected to occur between them.

LEED (Leadership in Energy and Environ
mental Design) Environment certification system for buildings. Includes
assessment of use of energy, in-door
climate, use of and recycling of locally
produced materials and innovative design.
Mezzanine loan Type of subordinated
loan that can be a combination of
credit and share options which give the
lender a return comparable to return
on equity. Mezzanine loans have a
higher rate of interest than bank loans
to compensate for a higher level of risk
resulting from the fact that bank loans
have a more senior repayment obligation.
Normal portfolio The portfolio AP3 would
choose if all assets were correctly valued,
ignoring asset price movements of a
medium-term nature and those driven
by economic factors. It reflects the
Fund’s longterm asset mix.
OTC (Over-the-counter) Contracts agreed
and settled between two counterparties
without the involvement of a clearing
house.
Overlay mandate A mandate that ties up
little or no capital and is outside the
reference portfolio.
Passive management Asset management
that aims to achieve an identical return
to the benchmark index rather than to
beat the index. This is done through
investment that mirrors a reference
portfolio or index and is also known as
index management.
Private equity Collective term for equities
that are not listed on an official or public
market.
Rating Measure of credit worthiness that
denotes the probability that a counterparty can fulfil its commitments. The
rating can relate to the counterparty
itself or a series of securities issued by
the counterparty.
Real return Nominal return adjusted for
inflation.
Rebalancing The action of bringing the
weights in a portfolio of investments
that has deviated away from one’s
target asset allocation back into line.
Reference portfolio See Strategic portfolio.
Reference index See Benchmark index.
Risk-adjusted return Means of evaluating
management performance in which
active return is considered in relation
to the level of risk in the portfolio.
The Sharpe and information ratios are
examples.
Risk budgeting Adjustment of risk levels
across management mandates based
on their expected return and correlation to optimise the total risk-adjusted
return.
Risk capital Generally refers to investments
in a company’s equity. In practice, it
relates to investments in companies
that are not listed, i.e. private equity.
Sector allocation/sector strategy That
part of the investment process that
focuses on being overweight or underweight in different sectors of the equity
market relative to a reference portfolio
or index with the aim of outperforming
the reference portfolio or index.
Semi-fixed weights In a portfolio, these
are weights that are permitted to vary
within specific limits. They reduce the
transaction costs that arise from
rebalancing of the portfolio due to
market movements.
Semi-passive index management Management style that often has a quantitative
orientation and that attempts to out-

perform the index with only a small
level of active risk. Also known as
enhanced index management.
Sharpe ratio Measurement of a portfolio’s
risk-adjusted return, i.e. the efficiency
of the portfolio. Equates to portfolio
return minus risk-free interest divided
by the standard deviation of portfolio
return.
Strategic portfolio Also called the reference
portfolio. Based on AP3’s analysis, it is
the allocation of asset classes best
suited to the Fund’s pension system
commitments over a timeframe of one
to three years.
Sustainability reporting The way a company reports its activities and impacts
relating to financial, environmental
and social issues.
Tactical asset allocation Overweights or
underweights in different asset categories rather than individual securities in
order to generate outperformance.
Tracking error Measures the variation in
active return and is measured as the
standard deviation of active return.
Historic (ex post) tracking error describes
the variation in realised active return
and thus measures risk levels retro
actively. Expected (ex ante) tracking error is a forecast.
Value at Risk (VaR) Common measurement
of the maximum loss that a portfolio
can sustain under a certain period of
time and with a certain level of confidence. VaR is calculated daily for a
period of one day and a confidence
level of 95%. Portfolio management
often requires changes to the structure
of the portfolio to keep this risk of loss
at an acceptable level.
Venture capital Investments made at an
early stage in a company’s development.
The capital injected is often used to
fund product or market development.
Volatility A measure of the variation in
return. Measured as the standard
deviation of return.
Yield curve Curve showing the relationship between market interest rates
and maturities (or duration) of bonds
with the same type of issuer and credit
risk.
Measures of return and risk
Absolute return (rp)
Absolute portfolio return
Absolute risk or volatility ( p)
Standard deviation of portfolio returns
Active return (rp–ri)
Portfolio return minus index return
Active risk or tracking error ( p-i)
Standard deviation of active return
Sharpe ratio
(risk-adjusted absolute return)
Portfolio return minus risk-free return
divided by absolute risk =
rp–rf
p

Information ratio
(risk-adjusted active return)
Active return divided by active risk =
rp–ri
p-i
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