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Abstract

Universal owners—Iarge institutional investors with highly diversified and long-term portfolios
spanning the entire global capital market—have multiple engagement mechanisms to influence their
portfolio companies. Given the costly nature of firm-specific interventions, universal owners have
also drawn on systemic governance mechanisms with a wide market effect and low cost such as
expectation documents. We focus on Norway’s sovereign wealth fund and its release of an unforeseen
key expectation Note in 2012 requesting explicit corporate governance practices from all its portfolio
companies. We use this early example of an expectation Note as a natural experiment to examine
whether expectation documents have impactful governance consequences for the entire market. We
develop a new three-step decomposition approach to explore the effectiveness of expectation
documents as an activism mechanism. First, we analyze how portfolio firms adapted to the fund’s
new governance expectations and explore their heterogeneous response across ownership levels and
firm characteristics. We find a stronger reaction by firms for which direct action is more costly to
universal owners. Second, we show how the fund also changed its investment policy to meet its newly
stated governance preferences, even at the expense of its financial returns. And finally, we illustrate
the new correlation between the firms’ changes toward higher governance scores and the fund’s
changes in the investment weights. With this study, we contribute to research on shareholder
stewardship by examining a novel and effective governance engagement tactic which is becoming
popular in an era of raising pressures for corporations to pursue purpose.
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1. Introduction

Institutional investors have multiple governance mechanisms to exert external control,
whether it is via private negotiations with boards (Carleton et al. 1998), shareholder proposals
(Cunat et. al. 2012, Flammer 2015), requesting board representation (Appel et al. 2019) or
launching proxy fights (Wong 2020). These mechanisms tend to be costly and resource demanding
(Gantchev 2013), which is particularly relevant for universal owners—Ilarge, active, long-term
investors with a globally diversified investment portfolio. Universal owners are constrained to
conduct individual costly monitoring as they invest in a significant part of the globe’s public
market, comprising thousands of companies. Even when engaging with individual firms as active
owners, the monitoring costs may be substantial while the individual firm may represent a small
fraction of their portfolio. Therefore, it may not always be cost-effective for universal owners to
base their engagement on targeting individual companies. A low-cost and high-reach stewardship
strategy for universal owners has been to resort to expectation documents, a governance tool that
systemically affects the entire portfolio of firms.

The systemic influence of expectation documents has not been studied in the governance
literature, nor do we know about their effectiveness as an activism mechanism. Yet, their
importance is growing as universal owners such as BlackRock, Vanguard, and State Street—
collectively controlling over 80% of all indexed funds—increasingly use this engagement tactic to
widen their influence on their portfolio firms. While Gartenberg et al. (2019) studied calls for
corporate purpose and its relationship with firm performance, here we are interested in one call
affecting many firms; similar examples include the “Letters to CEOs” by BlackRock’s CEO Larry
Fink requesting to disclose “company’s purpose beyond shareholder value maximization” and
Vanguard’s “Investment Stewardship Reports.”! Beyond these individual investor efforts, several
investor communities such as the Institutional Investors Group on Climate Change (IGCC) and the
Principles for Responsible Investment (PRI) exercise systemic influence by jointly adhering to
collective expectation calls.? With stock ownership being increasingly concentrated in fewer hands
who passively manage their assets (Appel et al. 2016), it is of paramount importance to understand
whether expectation documents are a cost-effective engagement tool. If indeed expectation

documents are effective, they constitute a form of activism that is particularly attractive for owners

1 Another example is that of Japan’s Government Pension Investment Fund, the world’s largest public pension
fund. They revised its investment principles in 2017 to incorporate ESG issues and have encouraged its portfolio
companies to improve and disclose their carbon efficiency.

2 Platforms that put together multiple investors share with large universal investors the limitations for active
monitoring. IGCC has 230 members across 15 countries, with over €30 trillion in assets under management and
PRI over 2800 signatories in 60 countries.



that are both universal and active. In the case of universal owners, expectation documents require
the public announcement and publication of a single document articulating the expected practices to
be adopted by all its portfolio firms. The public announcement of the universal owner’s preferences
to the entire market enhances its credibility and commitment with the expressed expectations
disclosed, and also exerts further pressure to its investee firms. The active nature of these investors
grants them the option to adopt additional and more costly complementary actions. For example,
expectation documents may be more effective for active owners if their announcement is
accompanied by a change in their investment strategies and with a credible threat of exit (Levit
2019). A relevant empirical question is therefore whether expectation documents are effective in
generating investee firm responses, and whether active owners complement the disclosure of
expectation documents with changes in their own investment and exit strategies.

We follow the governance practices of the Norwegian sovereign wealth fund to study the
effectiveness of the systemic influence of active universal owners via expectation documents.
Norges Bank Investment Management (NBIM) is the asset manager of the largest fund in this
particular asset group of government-backed owners (sovereign wealth funds) and holds on average
1.1% of all listed stocks globally. In November 2012, NBIM unexpectedly released an expectation
document (hereinafter “the Note™) presenting NBIM’s preferences on the corporate governance
practices of all its investee firms.® The Note’s request was an explicit call for the improvement of
certain corporate governance dimensions of their investee firms. NBIM’s rationale for this call was
to strengthen companies’ long-term financial performance “through better governance.” NBIM
identifies its set of “good” corporate governance practices that we measure with a governance score.
NBIM’s Note is an early example of an expectation document for which we have detailed data on
the dimensions of corporate governance practices that it targets (i.e., effective board monitoring and
strong minority shareholder rights) and hence useful to analyze its effects on firms.

While there is a growing literature exploring the preferences and interactions between
active owners and firms, isolating the direct systemic influence of active owners on investee firms’
policies has proved difficult, given that both the investors’ decisions and firms’ policies are jointly
codetermined.* A correlation between investor preferences and firm policies could be driven by the

investment policy of the investor, by firms catering to the specific preferences of the investor, or by

% https://www.nbim.no/en/publications/discussion-notes/2012/corporate-governance/, November 19% 2012.

4 For example, Parrino et al. (2003) explored the entry and management strategies of institutional investors.
Edmans and Manso (2011) and Duan and Jiao (2016) showed theoretically how exit strategies that are incentive-
compatible for investors can affect firms’ actions. Bushee et al. (2014) and Aggarwal et al. (2011) provided
evidence regarding how investors and firms match in terms of their policies and preferences. Dimson et al.
(2015) found that institutional investor activism on specific firms leads to changes in the firms” CSR policies
and is followed by positive abnormal stock returns.




the adjustment of the investor expectations to the characteristics of each firm. This correlation
creates an inherent problem of endogeneity. To disentangle the causal impact of the investor’s
preferences on firm policies, one would need an unexpected change of investor preferences that
operates across all firms in a systemic way. The unexpected nature of the Note, its importance, its
applicability to the entire portfolio universe, and its focus on specific governance dimensions
combine to offer a valuable source of variation that can be considered exogenous from the point of
view of the firm.°> Hence, our setting presents an interesting opportunity to explore the impact of an
expectation document which seeks to exert a systemic influence, at least, on three dimensions: it
expects the adoption of a precise set of governance practices; it affects all companies in NBIM’s
portfolio; and, given the universal reach of the NBIM holdings, it yields an economic influence to
the entire market.

We introduce a novel quantitative decomposition to analyze the overall governance effect
generated by the release of the Note. This methodology can be generalized to other settings to
uncover the effectiveness of any investor activism tool that targets a broad population of firms. In
our setting, we show that the overall increase in the governance score of the NBIM portfolio
following the release of the Note can be analytically decomposed into three components: i) the
increase in the governance score of those firms that were already present in the fund’s portfolio at
the time of the announcement; ii) the change in the composition of the firms that integrate the
fund’s portfolio, that is, the entry or exit of firms in the NBIM portfolio; and iii) the new correlation
between the firms’ changes toward higher governance scores and the fund’s changes in the
investment weights. We next summarize each of these components.

First, we examine how firms that were part of NBIM’s portfolio at the time of the
announcement changed their corporate governance to meet NBIM’s expectations. We find that
investee firms increased their governance score, aligning themselves better with the fund’s new
governance preferences. This increase in the governance score is clearly present in the extensive
margin (i.e., firms inside versus outside of the portfolio) and shows a monotonic influence. Firms
for which NBIM represents a higher ownership fraction react more intensely to the Note, while
firms in the lowest quartile of NBIM’s ownership do not exhibit a significant change in governance
after the Note. This suggests that a minimum threshold of ownership is necessary for the

expectation document to have an effect on investee firms. This is an interesting characteristic of

5> More generally, sovereign wealth funds provide useful evidence about shareholder influence, as they often
have public, time-varying preferences on issues beyond stock returns. In this paper, we focus on the Norwegian
sovereign wealth fund’s fostering “good corporate governance” as part of our empirical strategy. Other
examples are New Zealand’s fund open stance toward environmentally friendly investments and United Arab
Emirates’ funds objective of diversifying the country’s economy.
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expectation documents, given that Fich et al. (2015), Kempf et al. (2017) and Liu et al. (2020)
showed that investors rationally devote less monitoring time to firms that have a smaller weight in
their portfolio. We also analyze how the effect of the expectation document varies with the fund’s
intensive margin (i.e., different levels of importance of the firm for NBIM). We find a weak
monotonicity of the effect along this dimension, suggesting that the effect of the Note does not
strongly depend on the importance of a firm within NBIM’s portfolio. In other words, NBIM’s
influence is rather homogeneous and independent of its portfolio weights. This is a distinctive
feature of expectation documents as an engagement tool in that they are a single Note that targets all
firms in the same way and aims to achieve a systemic influence.

We further explore the heterogeneous reactions of investee firms according to different firm
and institutional characteristics. We find that firms that are smaller, less liquid and exhibit worse
financial performance, change more their governance characteristics to align with the stated
preferences of the expectation document. Interestingly, smaller firms are precisely those for which
it is less cost-effective for a universal owner to conduct a firm-specific stewardship role. Less liquid
firms are also those for which the threat of exit is less credible (Edmans and Manso 2011). Our
results, therefore, suggest that expectation documents can help to offset some of the inherent
limitations in the stewardship strategy of large universal owners. In addition, we uncover a
complementarity between the country and pre-existing firm governance scores on the one hand, and
the firms’ reaction to the Note on the other. Firms in countries where the quality of investor
protection is below the median do not significantly improve their governance score following the
Note. Moreover, within each country, firms in the lowest pre-existing governance score bracket do
not significantly react to NBIM’s announcement. This seems to indicate that there is a minimum
governance threshold to enact change.

Second, we show that the fund changed its investment policy to meet the Note’s
preferences. The fund increased its investments in firms with higher pre-existing governance scores
(i.e., inherently aligned to the fund’s preferences) and decreased its investments in firms with lower
pre-existing governance scores. This effect is only significant when we focus on NBIM’s
discretionary investments and exclude the investments driven by NBIM’s benchmark investment
policy, demonstrating that this outcome was a deliberate shift in investment strategy. We also
provide further evidence of NBIM’s commitment to the Note’s expectations by showing that NBIM
is willing to accept lower financial returns in exchange for “better governance.” This set of results,
which focus on corporate governance, are in line with other findings in the literature illustrating that

broader ESG measures matter in investors’ preferences beyond returns (Bauer et al. 2020;



Hartzmark and Sussman 2019; Riedl and Smeets 2017).® This group of results regarding the fund’s
investment strategy has several roles within our analysis. First, it shows how the fund made changes
in its investment strategy aligned with the Note’s objectives and plausibly complementing its
effectiveness. Second, these results help to validate the identification strategy of our study, showing
that it was indeed the Note that led to effective changes within the fund. Finally, they allow us to
quantify the relative importance of the firms’ reaction and the fund’s reaction in changing the
governance characteristics of NBIM’s portfolio.

In the third component of our decomposition analysis, we explore the new correlations
between the firms’ changes in governance and the changes in the investment stance of the fund. We
uncover that, following the Note, the changes in governance and changes in investment weights
become more closely correlated.

Taken together, our results illustrate that all three components are critical to account for the
systemic influence in the Note’s governance effectiveness. We are able to quantitatively decompose
the relative influence of each component on the total governance score of NBIM’s portfolio. The
most important explanatory factor of the change in the governance score of NBIM’s portfolio is the
reaction by the firms to the announcement of the Note.

Our work contributes to the existing literature in several ways. First, we analyze the effect
of an expectation document—more specifically, a systemic request of alignment in governance
preferences of a universal active owner. We are able to causally estimate the investee firms’
reaction to investor preferences that are exogenous to the individual firm’s characteristics. This
novel evidence reveals how governance expectations of universal active owners can change firms’
policies in a systemic way. In this sense, we depart from most pre-existing studies examining
specific engagement interactions between given funds and given firms which could be driven by the
firms’ particular needs or properties. Second, we introduce a decomposition methodology to
evaluate the overall impact of a portfolio-wide activism tool, i.e., expectation documents. We show
evidence of reactions on both sides of the investment relationship following the announcement.
That is, we observe how investee firms reacted to NBIM’s new governance preferences and how
NBIM effectively adapted its investment policies to fulfill its new stated preferences. Third, we
explore the effectiveness of portfolio-wide expectation documents as a key corporate governance
mechanism. In so doing, we fill a gap in the literature, as the release of expectation documents is

becoming part of the toolbox of shareholder engagement and it has not attracted much scholarly

& Qur findings are also in line with an announcement made by the chief investment officer of Japan’s
Government Pension Investment Fund: “as a universal owner, instead of trying to beat the market, our
responsibility at GPIF is to make capital markets more sustainable.”
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attention thus far.” We uncover a heterogeneous response of firms to the release of the Note, across
ownership levels and firm characteristics, which speaks to the effectiveness of expectation
documents. Finally, we shed some light on the dual objectives of universal owners to maximize
financial returns and increase global influence. We show that NBIM is indeed willing to sacrifice
financial returns in the short run to achieve its influence and increase the governance level of its
portfolio in the long run. These dual objectives may allow universal owners to affect global

practices in a systemic way.

2. Active Universal Owners

Institutional investors and their influence on firms have been extensively studied (e.g.,
Maug 1998; Bushee 2001; Gillan and Starks 2003; Ferreira and Matos 2008; Brav et al. 2010;
Denes et al. 2017). Some early work focuses on pension fund activism, such as the CalPERS focus
list, targeting specific companies (Smith 1996; Del Guercio and Hawkins 1999). However, more
recently attention has shifted to highly vocal activist institutional investors, such as hedge funds,
that accumulate substantive ownership and engage in aggressive shareholder activist campaigns
(Gillan and Starks 2000; Klein and Zur 2009; Bebchuk et al. 2015 and Brav et al. 2015; Gantchev
and Jotikasthira 2018). At the other end of the activism spectrum are institutional owners passively
managing their broad portfolios through index and exchange-traded funds. Hawley and Williams
(2000) suggested a crossing point between these two forms of engagement, such as when passive
investors can vote with activist investors to enact change (Appel et al. 2016). Somewhere in
between these two poles—activists and passive investors—are those institutional investors who
hold minority positions in hundreds or thousands of firms (universal owners) with the potential to
exert systemic influence on the market, and particularly on their portfolio firms, via active
institutional ownership (Aghion et al. 2013).8 Active owners often seek to enhance their portfolio
firms® corporate governance practices because this is believed to lead to better firm financial
performance in the long run (Dimson et al. 2015; Cremers et al. 2020).

The focus of our paper is on these active institutional owners. These investors tend to have

long-term mandates in highly diversified minority holdings, and as such, they are incentivized to

7 By analyzing the effect of expectation documents, we depart from the literature that focuses on individual
firm interventions that target firm-specific governance issues (as in Dimson et al. 2015), a firm’s social and
environmental issues (as in Smith 1996, on CalPERS’ targeted firms), or preferences that apply to subgroups
of firms within a portfolio (as in Barber 2007).

8 Our paper may be included in the recent debate about the role of universal owners affecting systemic corporate
governance. For example, Bebchuk and Hirst (2019) suggested that the renewed stewardship effort by
Vanguard, BlackRock, and State Street should be insufficient due to their incentive structure. However, Fisch
et al. (2018) suggested that the competition between passive and active managers for investors would foster
stewardship among passive managers, as described by Appel et al. (2016).
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monitor managers and strengthen minority shareholder rights to increase the value of their assets
under management (Del Guercio and Hawkins 1999). Either directly or through proxy advisors,
active owners vote, coordinate, and engage with investees’ managers and boards to improve
corporate governance practices, such as board independence, board diversity, or minority
shareholder protection (Gillan and Starks 2000; Gompers et al. 2003; Bebchuk et al. 2009). Indeed,
active owners can exercise “voice” strategies in various ways, including formal engagements via
proxy voting in general annual meetings, informal behind-the-scenes conversations with portfolio
companies’ managers and board members, or by releasing negative screening lists.® In this paper we
analyze a rather novel, less costly, universally diffused engagement channel of active ownership: a
publicly announced expectation document. This type of call to action has recently become quite
popular among institutional asset managers, given the benefits of immediately reaching wide
audiences in the increasingly digital world.® Others, such as Gormley et al. (2020) have started to
investigate the ability of active universal owners to influence firms’ governance policies. Our paper
proposes a framework to analyze this type of systemic influence and provides evidence of how
resource-effective expectation documents can exert change, not only on easily monitored
governance issues but also on more complex governance practices. Indeed, Eccles et al. (2014)
provide evidence that adopting sustainability policies also affects performance and various
corporate organizational processes.

Our study differs from existing research which has explored private interactions between
active institutional investors and specific companies. This literature has taken advantage of either
access to private information (i.e., conversations, letters, phone calls) from a single investor, such as
TIAA-CREF (Carleton et al. 1998), Hermes fund (Becht et al. 2009), or an unidentified responsible
investor (Dimson et al. 2015); or survey data research, detailing the behind-the-scenes engagement
strategies (McCahery et al. 2016). Other studies looked at investors, mostly on CalPERS, targeting
a few selected firms and the negative screening effects on their financial performance (Smith 1996;
Nelson 2006; Barber 2007) which proved to be less effective as an engagement strategy (Kim et al.
2019). Our approach is then unigue in that we investigate the response of thousands of companies,

® These engagement strategies may vary across types of investors. For example, Briere et al. (2018) contrasted
the voting behavior of NBIM with respect to that of BlackRock.

10 An example of this is Larry Fink’s “Letter to CEOs” of 2019 and 2020, where the CEO of BlackRock, the
world’s largest asset manager with over $7 trillion in assets under management, asked companies to change
specific governance and risk management issues. Specific changes were required in areas such as long-term
strategy and purpose, board oversight responsibilities, and climate-change and sustainability reporting. Those
who fail to comply will be signaled and face higher capital costs in the future (Larry Fink 2018, 2019). Goldman
Sachs (GS) provides another example of how universal owners and advisory firms may exert a systemic
influence in the market. With $1.5 trillion in assets under management, the CEO of GS announced that the
advisory firm will not take companies public if they have all-male corporate boards (Son 2020).
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and we do not focus on a “negative screening” mechanism, but rather on a positive or “inspiring”
expectation document which intends to improve the governance of its targets instead of signaling
those who fail to comply. Lastly, this particular expectation document is publicly available and is
released by an active universal owner, Norway’s sovereign wealth fund, which we describe in the

next section.

3. Context: Norges Bank Investment Management (NBIM)

Sovereign Wealth Funds (SWFs) are government-owned investment funds without explicit
liabilities that typically pursue long-term investment strategies (Aguilera et al. 2016). An important
characteristic of SWFs is that they often pursue multiple objectives (Clark et al. 2013), pairing
financial returns with broader economic and development national goals supported by the
government’s long-term policies (Bernstein et al. 2013; Megginson and Fotak 2015). In this paper
we focus on NBIM, which manages the world’s largest SWF by assets under management, the
Government Pension Fund — Global.** As of December 2019, NBIM had assets under management
worth 10,088 billion Kroner (US$1.15 trillion) with minority positions in more than 9,200
companies in 74 countries. Equity investments represented more than 70% of its portfolio, and it
owns, on average, 1.5% of all equities listed globally. NBIM fits nicely in the above description of
an active owner because it is able to engage in a systemic way with its investees by setting
portfolio-wide corporate governance expectations that complement the effectiveness of other more
costly forms of engagement allowing for a more effective stewardship.

NBIM has an explicit publicly disclosed investment strategy and it uses the FTSE Global
Cap index as its benchmark. Norwegian firms are excluded from the index, and the fund also
applies time-invariant country corrections that reweight each country to account for its links with
the Norwegian economy. However, the fund can deviate from this investment benchmark by
including, excluding, overweighting, or underweighting any firm in the portfolio. Moreover, the
fund can drop firms based on lack of engagement with the fund or inconsistencies with the fund’s
ethical guidelines. We are precisely interested in this fund discretion as an engagement tool to shape
systemic governance change.

More formally, the investment intensity of NBIM in a given firm i, from country c, at time t
can be represented as follows:

Investmentic; =I(Ethicsi=1) x 1(Engage;i=1) x (FTSE Globali; x Country. + Stancei) (1)

1 In spite of the term “pension” in its name, it does not pay pensions; instead it preserves and builds financial
wealth for future generations to prepare for the time when oil and natural gas reserves are depleted.
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where I(Ethicsi=1) indicates that the firm fulfills the NBIM’s Council on Ethics
requirements, I(Engagei=1) indicates that the firm has not been excluded due to lack of individual
engagement with the fund, FTSE Globali; would be the investment in the firm according to the
FTSE Global Cap index and Country.are time-invariant factors that correct the index at a country
level. Stance; is the specific stance (overinvestment or underinvestment) that the fund may have on
a given firm relative to the benchmark.

The rich information disclosed by NBIM allows us to (1) identify why a firm is
included/excluded in the portfolio, and (2) which changes in investment emanate from discretionary
elements (Ethicsi, Engagei, or Stancei) or from the mechanical rebalancing of the fund (FTSE
Globali: x Country.). We use these discretionary and automatic elements of NBIM’s investment
strategy as part of our identification strategy since they reveal the changes in investment that are

exogenous or endogenous to NBIM’s preferences.

3.1. A natural experiment: NBIM changes its focus on corporate governance in 2012

NBIM’s initial shareholder engagement efforts as an active owner started in 2004 led by the
Council on Ethics and focused on negative ethical targeted screening—similar to that of CalPERS.
In the expectation document released by NBIM on November 19", 2012, a “Note” titled Corporate
Governance stated that an effective corporate governance has a positive, direct, and long-term
impact on the value of companies. In this Note, NBIM explicitly declares that from that point
onwards, it would request all its portfolio firms to meet certain “corporate governance
expectations.”*? The Note has two unique features: it is the first and only requirement for investee
firms to adopt specific corporate governance practices during our sample period, and it portrays an
unequivocal universal expectation applicable to every single firm in which NBIM invests (NBIM
2012:7). Second, the Note marks a critical turning point in NBIM’s corporate governance strategy,
making it a relevant shift in internal preferences. Indeed, months before the announcement of the
Note, NBIM dismantled its separate corporate governance unit, created in 2005, which had been
supporting ethical issues, and incorporated governance professionals into its equity investment
team. This illustrates that the Note marks a key turning point where an internal process of

governance preferences became a legitimate signal for external stakeholders on NBIM’s

12 The language of the Note contains statements such as “NBIM’s primary corporate-governance focus will
consequently be on mechanisms shareholders can use directly and indirectly to influence companies toward
sustained business success” and “NBIM operates a corporate-governance program. Setting out generic
expectations for good corporate governance is one of several steps in this program and the topic of this
discussion note” (NBIM 2012:3).
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governance expectations.® It is important to stress that NBIM’s shift in governance preferences was

unanticipated, when we consider events occurring in an annual basis.

4. Data
4.1. Sample

Our sample consists of a full panel of all firms in the “Environmental, Social and
Governance” (ESG) dataset from Eikon (Thomson Reuters), which provides firm-level governance,
financial, and accounting data. To determine which of these firms are part of NBIM’s portfolio and
the level of NBIM’s investment, we merge the Eikon universe with NBIM’s dataset. The NBIM
dataset provides the yearly equity holdings of NBIM since its inception in December 1998. We
complement these data with data on the constituents of the FTSE Global Cap Index from the FTSE
Russell Help Desk. The Eikon database provides firm-level ESG variables for more than 4,200
public companies, listed in multiple stock exchanges since 2002. Our sample starts in 2006, which
is the first year in which NBIM invested in small and mid-cap firms. The coverage of Eikon is also
much richer after 2006. Given the structure of our analysis and the timing of the external shock (the
Note was released in 2012), in our main specifications, we use yearly data for the period 2009-2015
(to have 3 years before and 3 years after the 2012 event). We collect yearly firm-level information
on governance, accounting, and financials for the period 2009-2015. Given the availability of
governance and financial data, we obtain a final sample of 4,200 companies per year.* All our
yearly data is measured at the end of December.

As a measure of firm-level corporate governance, throughout the study we use a single
governance index that we obtain from Eikon ESG’s management score. According to Eikon, the
management score “measures a company’s commitment and effectiveness towards following best
practice corporate governance principles.” It is the index, from the population of pre-constructed
Eikon indices, that most closely matches the content of NBIM’s expectation document. The index
represents an equally-weighted average of 34 corporate governance indicators, including board

independence; CEO—-Chairman separation; board diversity; board skills and background; staggered

13 In fact, the novelty of this strategy was covered by the financial media in the weeks that followed the Note
release in November 2012. For example, CNBC wrote the following: “Norway has just published an important
note on what it expects in terms of corporate governance from the companies it invests with” (Carney 2013).
Comments from the CEO, Mr. Slyngstad, reported in the Financial Times stressed how the fund shifted into
active ownership, as follows: “We think it is the responsibility of the larger investors to be more involved in
what in the UK is referred to as stewardship and have a dialogue not just with the CEO and CFO but also the
chairman of the board” (Milne 2013).

14 For consistency and to avoid sample attrition, in our main analysis we drop firms that have one or more
missing values on our main variable of interest (the governance index) during our main period of analysis
(2009-2015). We are left with a sample of approximately 15,000 observations.
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boards; or the existence of audit, nomination, and compensation committees.®

Each governance indicator is first transformed into a “percentile score,” from 0 to 100
according to the ranking of each company for each indicator across the whole sample. Then, the
governance index equally weights the 34 rank indicators to assign an overall governance score to
each company. This re-ranking procedure is useful, since it nets out aggregate trends in corporate
governance and facilitates the interpretation of the results. Since we employ differences-in-
differences specifications (comparing treatment and control firms), this re-ranking should not have
any qualitative impact in the results. As a robustness check, we also report results based on the
indicators themselves, without the ranking transformation.® We decompose the ESG management
index into three groups based on whether each indicator is explicitly mentioned, partly mentioned,
or not mentioned in NBIM’s Note. We use these three governance groups to run additional
robustness tests and show the results in section 6.2.2.

Finally, we draw on some additional databases. We measure country-level minority
shareholder protection from the Doing Business report of the World Bank. To estimate abnormal
returns, we obtained stock price performance and market related data from Eikon, and the global
factors (RMRF, SMB, HML and UMD) from Kenneth French’s website. To construct monthly
returns in U.S. dollars, we employ the total return index (which incorporates reinvested dividends)

and prices (daily stock closing prices) from Eikon.

4.2. Descriptive statistics

Table 1 reports the summary statistics for our main sample. The governance index takes
scores from 0 to 100. The index ranks companies according to the quality of their corporate
governance. Scores closer to 100 mean that the company has good governance quality relative to all
the companies in Eikon ESG. In our sample, the average company has a governance score of 52.8.
The standard deviation is 28.7. The average weight of a firm in NBIM (what we define as the fund
weight, which is the fraction of NBIM’s portfolio represented by a firm’s market value) is 0.04%.
The average weight that NBIM represents in a firm (what we define as the firm weight, which is the

15 Eikon provides index scores at the firm level, grouped in the following 3 categories: environmental, social
and governance. Within the category of governance, Eikon provides 3 indexes, as follows: Management,
Shareholders and CSR. We use the Management Score since it best matches the Note’s focus on governance
expectations, and it is Eikon’s most complete index on governance (it includes 34 indicators). The other 2
indexes within the Governance category are Shareholders and CSR, which are much more restrictive and only
include 12 and 8 indicators, respectively. A detailed explanation on the construction of the governance index
is provided in Table A.l of the Online Appendix.

16 More specifically, to have results on aggregate governance changes that can be interpreted as changes in the
“number of indicators” and not as changes in a “ranking index,” we also construct a governance index in
levels following Eikon’s methodology. All information and results are included in Section 6.2.2.
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fraction of the firm’s market value held by NBIM) is 0.84%.
--- Insert Table 1 about here ---

Table A.ll in the Online Appendix presents the evolution of the NBIM total equity
holdings, as well as the percentage of NBIM holdings that we track in our final sample after the
merge with Eikon. Table A.lll in the Online Appendix reports summary statistics for firm
characteristics, splitting the sample into those that belong to NBIM in December 2011, just before
the announcement of the Note and those that do not. Finally, Tables A.IV and A.V in the Online
Appendix report the industry and country composition of our sample at the time of the

announcement of the Note.

5. Empirical Model: A Three-Step Decomposition Analysis

We propose a three-element decomposition to analyze the effect of the Note on the
aggregate governance of NBIM’s portfolio. This decomposition can be applied to study the
systemic impact of any expectation document, and more broadly of any portfolio-wide activism
tool. Our expectation document focuses on corporate governance, so we define G;; as the aggregate
governance index of the NBIM portfolio Gj; = Y1_, wi.g; Where w;, is the investment weight of
firm i at time t in the NBIM portfolio and g;, is the governance score of firm i at time t. The
definition of G;; allows us to decompose the changes of G;; into three different elements. Higher
(lower) scores of G;; can be interpreted as a better (worse) overall corporate governance quality of
NBIM’s portfolio according to the preferences stated by NBIM in the Note.

The changes in the overall corporate governance score of the NBIM portfolio (AG;;) can be
decomposed as a function of the changes in investment weights (Aw;,) and changes in firm
governance scores (Ag;;) as follows:*’

AGie = Yioo(Withgie) + Dizo AWiegie + Dizo AWieAgie  (2)

Thus, the overall change in the governance quality of the NBIM portfolio (AG;;) can be
decomposed into the three terms of equation (2). Each term has a clear economic interpretation that
we analyze in the next section. The first term depends on the decision of investee firms to change
their governance, potentially to meet NBIM governance expectations. This term has fixed NBIM
weights prior to the release of the Note and allows for the firm governance scores to change.
Intuitively, it is similar to a standard intent to treat specification in which the treatment depends on

fixed predetermined (2011) NBIM investment weights. Similarly, it can be interpreted as a reduced

7 To reach equation (2) departing from AG;,, we first define AG;; = Y- Wits18its1 — Sieo WitEit-
We also define Aw;, = wy; — wie and Agi, = gire1 — gir» t0 obtain the following expression: AG; =
T oWy + Awy) (g5 + Agi) — i, Witgi. Rearranging terms, we reach equation (2).
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form of an instrumental variables (V) regression, in which we instrument NBIM’s post 2012
weights with a cross-sectional snapshot of 2011 weights. In this first term, G;; changes are driven by
changes in the corporate governance score of NBIM’s investee companies.

The second term is the reweighting conducted by NBIM following its new governance
strategy. NBIM can exit (enter) firms with worse (better) governance or decrease (increase) its
portfolio holdings of firms with worse (better) governance. In this second term, the firms’
governance score is fixed prior to the release of the Note, and the changes in G;, are only driven by
NBIM’s investment strategy. Finally, the third term measures firms’ changes in corporate
governance that come with changes in NBIM’s weights. In equilibrium, it can be that NBIM

changes its holdings of a firm due to changes in the governance of the firm or vice versa.

6. Main Empirical Results

We use each individual term of the three-way decomposition analysis to organize the
remainder of the paper. Before turning to each term, Section 6.1 explores the overall governance
score of the NBIM portfolio before and after the release of the Note. Section 6.2 analyzes the first
term in equation (2), fixing the NBIM weights prior to the release of the Note and allowing for the
investee firm governance scores to change. Next, Section 6.3 focuses on the changes in the
investment strategy of NBIM, our second term in equation (2). Section 6.4 explores the third term
in equation (2) and shows how the correlation between the changes in governance scores and the

changes in investment weights is altered by the Note.®

6.1. Evidence on the overall change in the governance of NBIM’s portfolio

We first conduct a baseline analysis to explore whether the overall governance score of
firms included in the NBIM portfolio changes with the announcement relative to the governance
score of firms outside the NBIM portfolio. This analysis is instrumental to the rest of the paper as it
measures the overall effect (the term AG;, in equation (2)) that we then decompose. It is also a
useful descriptive result given that NBIM’s stakeholders may be interested in knowing whether
their investments are backing firms whose governance is aligned with the Note’s objectives.
For this purpose, we estimate cross-sectional regressions for every year (2007 to 2015) of
governance score differences between NBIM and non-NBIM firms. Figure 1 and Table 2 show our

results.® Before the event (2012), we find no significant governance differences across firms inside

18 See the Online Appendix for a quantitative decomposition of the overall effect onto its three components.
19 Table A.VI in the Online Appendix shows that results do not change when the regressions are weighted by
the logarithm of assets.
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and outside the NBIM portfolio and no particular trend of this difference. However, the firms in the
NBIM portfolio exhibit significantly higher governance scores in the period following the event
(2012-2015) relative to the firms outside the portfolio. The difference between the periods is
statistically significant and economically large, amounting to 4.8 to 7.5 score points in the
governance index. That is, if there were 100 representative companies, the firms inside the NBIM
portfolio would improve their governance score ranking by a range of 4.8 to 7.5 positions after the
announcement. As we discussed above, this positive overall effect on governance quality can be due
to firms reacting to the NBIM’s new governance preferences (the firms in the NBIM portfolio
receive treatment and change their governance practices), or due to a “rebalancing” channel (NBIM
drops firms with low governance scores and invests in firms with high governance scores). We
explore these components in detail in the following sections to disentangle the channels driving the
changes.

--- Insert Figure 1 and Table 2 about here -----

In addition, we find similar results when using continuous measures of the NBIM
investment weights and carrying out pooled OLS regressions to estimate the overall effect of the
Note on the governance of NBIM’s portfolio.?

Taken together, this set of results shows that the overall governance characteristics of the
NBIM portfolio became closer to NBIM’s governance preferences after the 2012 Note. In the next
two sections, we analyze which part of this governance change can be attributed to changes in the
governance characteristics of the firms in the NBIM portfolio and which part to changes in the

investment strategy of NBIM.

6.2. Changes in the governance of NBIM portfolio firms
6.2.1. The effect on the governance of NBIM portfolio firms

In this section, we analyze the change in the governance of NBIM portfolio firms after the
release of the 2012 Note. Following the decomposition explained in Section 5, we instrument

NBIM’s post 2012 weights with the cross-sectional weights in 2011. In this way, this section

20 The results are shown in Table A.VI1 of the Online Appendix. We include the full sample of firms in this
analysis (including those firms outside the NBIM portfolio with a weight of zero). We use both NBIM fund
and firm weights. The NBIM fund weight is the fraction that NBIM’s holding of a given firm represents over
the total NBIM portfolio. The NBIM firm weight is the fraction of the firm’s market value held by NBIM.
Results show how the portfolio of firms constructed with fund weights increases its average governance score
after the announcement by an average of 9.5 percentile scores. This means that firms that increase their
average governance score after the release of the Note gain more weight in NBIM’s total portfolio. The
results are not statistically significant when we focus on firm weights.
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measures the response of firms to the release of the Note in an intent-to-treat structure that uses the
fixed holdings of NBIM before the release of the Note as proxies of the NBIM influence after its
release. By fixing the weights in 2011, we prevent that changes in the investment strategy of NBIM
could act as a confounding factor for the changes in the governance of NBIM portfolio firms (for
example, firms with a higher governance score are more likely to be added to the NBIM portfolio
after the announcement). We use both reduced form regressions and two-stage least squares (2SLS)
regressions. The reduced form results are informative about the direction of the effect of the
announcement on the governance changes of firms in the portfolio of NBIM; however, only the
2SLS estimates can be quantitatively interpreted as the treatment on the treated firms.

The reduced form regression is as follows:

GOVernanceiZt = 01P05t(t22012) * NBIMiZZOll + POSt(tZZOlZ) * 62 + a’t + Hi + Sizt (3)

where Governance;y, is the governance score of firm i, in country z, in year t, Post(i>2012)

is a dummy variable that takes the value of one after the Note’s release (2012—2015), and zero for
previous years (2009-2011), NBIM;,,411 iS @ dummy variable equal to one if firm i belongs to the
NBIM portfolio in 2011, and zero otherwise. &,, a; and y; are country, year and firm dummies,
respectively.?

In the reduced-form regression we employ a differences-in-differences estimator that
compares the evolution of the governance score of the firms included in the portfolio of NBIM in
December 2011 (a year before the release of the Note), relative to the governance of those not
included.?? In the two-stage least squares (2SLS) regressions, we explicitly instrument the NBIM
holdings of the years after the release of the Note (2012-2015), with the NBIM holdings of
December 2011.% Results are shown in Table 3. The first two columns report results for reduced
form regressions, and columns 3, 4 and 5 report results for 2SLS regressions. The results show a
significant increase in the governance scores of firms’ in the NBIM portfolio starting in 2012. On

average, the 2SLS regressions indicate that firms in the NBIM portfolio enhance their governance

2! Results are similar if we exclude &, from Post >012) * 8, Or replace it with country-year dummies (Year:*
&,). We opt for an intermediate approach that neutralizes potential country confounding effects, while retaining
more degrees of freedom.

22 Results are similar if we do not include Post(>2912) * 8,, or if we include a more saturated model with
country-year dummies (Year:* §,). We opt for an intermediate approach that neutralizes potential country
confounding effects, while retaining more degrees of freedom.

23 See Table A.VIII of the Online Appendix for first stage regressions showing that the relevance condition of
our instrument is satisfied. Note that the first-stage shows that there is enough persistence in NBIM’s holdings
to make the instrument valid for holdings four years after the release of the Note; allowing us to analyze its
long-term effects.
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score by 7 score points yearly after the disclosure of the Note relative to firms that are not in the
NBIM portfolio. Moreover, by interacting NBIM; with year dummies (with 2009 as the omitted
category) in the 2SLS specification, we can interpret the lagged effects of the changes in
governance. The magnitude of the difference in governance among the two groups increases quite
sharply in 2012 but also monotonically increases with time after the Note. This momentum, post
2012, is consistent with the idea that some corporate governance changes take time to be

implemented.

6.2.2. Validity of the empirical strategy and robustness tests

In this section, we show further evidence that firms’ changes in governance are driven by
the Note hence validating our empirical strategy and ruling out alternative explanations. First, we
compare the average characteristics for NBIM and non-NBIM firms in 2010 and 2011. Overall, we
find no significant differences between the two groups, evidencing that both groups are indeed
comparable, and mitigating concerns that omitted variables could be driving our findings (see Table
A.11 of the Online Appendix).?*

Second, given that NBIM partially tracks the FTSE Global Cap Index, we show that the
results of the estimations in Table 3 are not driven by global differential trends in governance
practices. For this purpose, in Table 4 we classify firms in 2011 into the following four groups:
firms in the portfolio of NBIM that are not in the FTSE Global Cap Index (discretionary portfolio of
NBIM), firms in the FTSE Global Cap Index that belong to the NBIM portfolio (nondiscretionary
firms, since NBIM’s investment strategy follows this benchmark), firms in the FTSE Global Cap
Index not held by NBIM, and firms excluded by NBIM’s Ethics Council. The omitted group
contains firms that belong neither to FTSE nor to NBIM and have not been excluded by the
NBIM’s Ethics Council.® We observe that firms that significantly improve their governance score
after the Note are the firms in which NBIM is invested. After the announcement, relative to the
excluded category, we do not observe a significant increase in the governance scores of firms
exclusively listed in the FTSE Global Cap Index. Only firms that are held by NBIM (independently
of whether they are also in FTSE) exhibit improvements in governance. Overall, the results in Table

4 demonstrate that the general evolution of the governance score of the firms in the FTSE Global

24 In Tables A.1V and A.V of the Online Appendix we also compare summary statistics by country and industry
for NBIM and non-NBIM firms in 2011. We find a similar composition for both groups. Still, to account for
heterogeneity at the country level, all our main specifications include Country*Post-event fixed effects.

25 Sample size for each group is 1,946 observations for OnlyNBIMy;, 13,076 observations for NBIMFTSE3,
658 observations for OnlyFTSE;, 161 observations for Excluded-ethicsii, and 1,547 observations for the
omitted group.
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Cap Index (NBIM’s benchmark) is not a relevant confounding factor for our results.
------- Insert Table 4 about here ------

Third, we conduct a series of additional tests that add further robustness to the results
shown in Table 4. In Table A.1X of the Online Appendix we ensure that our findings are not driven
by small firms and show that our results are robust to using regressions weighted by firm size.
Moreover, to avoid potential biases caused by a reweighting of the NBIM portfolio in 2011 (the
year before the event), we lag the instrument a further year to fix the weights of NBIM in 2010 (see
Table A.X of the Online Appendix).2® We also rebalance the number of firms in the control group
to be make it equal to the number of firms in the treated group. We do this by using nearest-
neighbor propensity score matching with replacement (see Table A.XI of the Online Appendix),
and find results very similar to those of Table 4.

Fourth, it is important to highlight that our dependent variable (the governance index
provided by Eikon ESG) re-ranks firms every year across the whole sample. This procedure offers
additional reassurance (beyond the difference-in-differences structure) that our results are not
driven by aggregate governance changes. It also reduces the potential effects caused by outliers.
However, it is also interesting to replicate the results expressing the different governance elements
of the index in levels (i.e., without transforming them into a ranking each year). The qualitative
results are likely to be similar, given that both the differences-in-differences procedure and the re-
ranking of firms net out aggregate trends. While in our main analysis the coefficients can be
interpreted as changes in a ranking, the coefficients on a specification in levels can be interpreted
directly as changes in the number of governance indicators. We replicate our analysis but replace
the ranked governance index provided by Eikon with a governance index in levels in which we do
not re-rank firms every year. We find qualitatively similar results to those in Table 4 (see Table
A.XII of the Online Appendix). After the Note, on average, firms in the NBIM portfolio in 2011
improve 0.84 governance indicators per year more than firms outside the NBIM portfolio in 2011.%

2 Fixing the weights in 2010 reinforces the exogeneity of the instrument (strengthens the validity of the
exclusion restriction) but decreases its relevance. In column 5 of Table 3 we observe a small and not statistically
significant spike in 2011 because there might have been some pre-event moves by NBIM, but in Table A.X of
the Online Appendix we show that results are unchanged when we fix NBIM portfolio weights in 2010 as our
treatment.

27 To construct a governance index in levels, we follow the methodology used by Eikon to construct indexes.
However, instead of ranking the firms for each of the 34 indicators, each firm takes an absolute value between
0 and 1 for each indicator (independently of other firms’ governance), where 1 is good governance and 0 is
poor governance. Eikon provides a value between 0 and 1 for 29 of the 34 indicators. For the other 5 indicators
on board composition and executive compensation (values are reported in €), we linearly rescale and norm