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Established in 1990, the State Pension Fund (VER) is an off-budget fund by means
of which the State prepares for financing pensions payable in the future and for
evening out pension expenditure. The State Pension Fund is an investment organi-
sation with the task of managing and investing the assets entrusted to it.

Employers and employees covered by the State Pension Scheme make pension
contributions to the State Pension Fund. Pensions are not paid out of the Fund, but
all pensions falling within the State Pension Scheme are paid out of appropriations

from the state budget.

Mission
The State Pension Fund’s mission is to manage the assets entrusted to it over the
long term and to ensure that investments are secure, deliver a high return and can

be converted into cash, while being appropriately diversified.

Vision
The State Pension Fund’s goal is to be a respected and successful pension investor,
emphasising excellent professional skills and ethics throughout its operations.

2006 in brief

* VERS investment portfolio yielded a return of 7.0 per cent in 2006,

against 14.9 per cent a year earlier.

*  The return on fixed-income investments was 0.1 per cent, the return on
equity investments was 17.4 per cent and the return on other investments
was 6.7 per cent.

* Equity investments accounted for 40.4 per cent of the portfolio at
the end of 2006, while the share of other investments increased
to 4.1 per cent.

*  The five-year average yield came to 8.1 per cent.

*  The Investment & Pensions Europe (IPE) magazine ranked the State Pension

Fund as the best pension investor in Finland for the second year in a row.

*  The State Treasury estimated the State’s pension liability to be
EUR 79.3 billion.

*  The funding ratio was 13 per cent of pension liabilities.

* The State’s supplementary budgets reduced the amount of budget
transfers by EUR 1,1 billion.

*  Operating expenses stood at 0.04 per cent.
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VER 2002-2006

2002 2003 2004 2005 2006
Total investments, MEUR 4841 5,795 6,867 8,201 10,306
Fixed-income investments, MEUR 3,777 3,821 4,113 4,848 5,722

Income from investment operations %

Return on investments -0.4 9.4 9.6 14.9 7.0

1) Investments / pension provisions



Additional capital to cover the increased pension liability
The State decided to prepare for upcoming substantial increases in pension liability
by reducing transfers of VER’s assets to the State budget in 2006 and 2007. The
decision resulted in approximately EUR 1,1 billion of additional capital for VER in
2006.

The increase in the State’s pension liability is reflected by the Eurostat popula-
tion forecast, according to which the proportion of people who have reached retire-
ment age will increase from 16 per cent to 27 per cent of the population. The retiree
dependency ratio (the number of people over 65 years in proportion to 15-64-year-
olds) will increase from 24 per cent to 45 per cent.

Retiree dependency ratio, %

(people over 65/15-64-year-olds)
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The State Pension Fund was ranked
the best pension fund in Finland

The State Pension Fund has been granted an award for operating the best pen-
sion investment scheme in Finland. VER was ranked number one in Finland by
the Investment & Pensions Europe (IPE) magazine. VER received the award for
the second time in a row. According to the jury, the development of VER’s portfolio
structure and investment operations during recent years proved decisive.

Many pension funds all over Europe participated in the competition arranged
by the Investment and Pensions Europe (IPE) magazine, which was its sixth indus-

try-wide competition.

Amendments to legislation and regulations

- The role of the Ministry of Finance as VER’s supervisor was defined more
precisely, and the Ministry was granted the right to issue general regulations
concerning VER’s administration, finances and investment policies.

- The duties of VER’s Board of Directors were written in law.

- The duties of VERS auditors were added to law.
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Managing Director’s
Review

VER exceeded EUR 10 billion

Investments achieved expectations in 2006. Equities were generally estimated to be
undervalued in relation to the corporate earnings level and prevailing interest rates.
It was also estimated that returns on equities would fall short of the previous year,
and that the level of interest rates would increase. All of these expectations came
true during 2006.

Our estimate is that the State Pension Fund (VER) would achieve long-term
returns of approximately 5 to 6 per cent with the current structure of its investment
portfolio. This level was exceeded in 2006 as investments yielded a return of 7.0
per cent. Share prices increased strongly in the beginning of the year. In the spring,
there was a substantial downswing in the market for the third year in a row. How-
ever, strong growth resumed in the equity market during the autumn. The sovereign
bond market fell short of the previous years’ favourable development. However,
fixed-income investments yielded a positive return.

The Investment and Pensions Europe (IPE) magazine ranked the State Pension
Fund as the best pension investor in Finland for the second year in a row. We re-
ceived recognition for successful portfolio construction and the best return on in-
vestment among large pension investors during the last few years. Everyone at VER
is pleased with the recognition that proves the correct focus of our efforts.

Parliament passed a legislative amendment concerning the State Pension Fund
in June 2006. According to the new Act, the Ministry of Finance is entitled to issue
general regulations concerning administration of the Fund, its finances and invest-
ment policies. The general regulations address issues such as the long-term return
target, the risk limits for investment operations and a number of other factors as-
sociated with investments, finances and administration. VER’s Board of Directors
is the ultimate decision-making body responsible for the Fund and approves an
annual investment plan. With regard to investment decisions, VER operates as an
independent investor.

The State uses the State Pension Fund to prepare for increases in pensions and
other benefits during upcoming decades. It is estimated that the costs of ageing will
reach their peak in Finland around the year 2030. The State is preparing for this
cost burden by accumulating reserves in the State Pension Fund. This also balances
the pressures arising from these costs.

Through two supplementary budgets in 2006, Parliament decided to increase
the State Pension Fund by a total of EUR 1,1 billion. This made VER’s investment
portfolio exceed EUR 10 billion. The State’s pension liabilities are quite high. During
past years, approximately 800,000 people have been in State employ for a shorter or
longer period and earned the right to pension. The State also has pension liabilities
remaining from the incorporation of State enterprises. The State’s annual pension
expenses currently amount to EUR 3 billion, exceeding those of any other pension
institution in Finland. The expenses are estimated to increase during the next few
years.

The diversification of VERS investment portfolio will continue in upcoming
years. The objective is to further increase the weight of other investments within
the investment portfolio. At the end of 2006, these investments accounted for 4 per
cent of the portfolio. They are focused on real estate funds, venture capital funds,
infrastructure funds and absolute return funds. Despite the costs of the construction
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phase, we aim to achieve a satisfactory level of return within a couple of years. Most
of the return expectations concern a longer time span.

I would like to thank our staff and interest groups for a successful year. Success
is the aggregate of several factors and requires continuous effort. Our investment
operations are always exposed to the markets but competent staff can manage these

risks. This is a good starting point.

7;51 %;’

Timo Loyttyniemi
Managing Director
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Investment
Activities

Economic environment

The global economy has grown with an extraordinary intensity for the last three
years. Similar growth rates have not been seen since the early 1970s. Even though
growth has been strong, core inflation has been relatively moderate.

During recent years, the global economy has grown rapidly under circum-
stances in which major central banks have practiced a loose monetary policy for a
prolonged period. This has brought increases in the prices of various asset catego-
ries due to low real interest rates and abundant liquidity. The increase of consumer
prices accelerated in the first half of the year as the price of crude oil reached a
record-breaking high of almost USD 78 but a rapid reversion to the USD 60 level
resulted in a corresponding decrease in inflation. Even though the prices of oil and
other raw materials were higher at the end of the year, this increase has not yet been
reflected in other prices to any significant extent. The development of wages and
salaries has also been moderate.

The first signs of a slowdown in the growth rate were visible in the United States
in the spring of 2006. This was particularly evident in the housing market as a
declining price trend and an increased volume of unsold housing. The weakness of
the housing market and increased interest rates have cut down consumer demand
particularly towards the end of the year. The rate of growth in new jobs also slowed
down during the year. This resulted in a slowdown in GDP growth from 5.6 per
cent in the first quarter to slightly less than 3.0 per cent in the latter half of the year.
Due to this development, the US Federal Reserve has at least for the time being re-
tained its Federal Funds rate at 5.25 per cent after 17 subsequent increases.

Economic growth in the euro zone has exceeded expectations. The GDP growth
rate in the second quarter was the fastest in five years. Annual economic growth
outperformed the long-term average of two per cent in the first half of the year.
The European Central Bank (ECB) increased its central bank rate to 3.5 per cent in
December and is anticipating additional increases should there be pressure towards
accelerated inflation due to economic growth. However, the economic cycles in the
euro zone have been quite short in recent decades.

Favourable economic development in Japan continued for almost the entire
year. GDP growth in the second quarter was a disappointment but after all, outper-
formed the trend. It seems that Japan would break loose of its deflationary spiral as
the trend in consumer prices has been positive recently. As a consequence, the Japa-
nese central bank increased its key rate by 0.25 percentage points for the first time.
The growth of the Japanese economy no longer depends on exports alone, as the
demand in household consumption has also picked up speed during last year. Eco-
nomic growth in India and China has been very strong, and similar development is
expected to continue. The rate of growth in India has been 7-8 per cent in recent
years, and rapidly increasing demand has boosted inflation. The Chinese economy
has maintained a growth rate of 10 per cent for the last few years. However, inflation

has not accelerated even though the growth rate has been record-breaking.

The State Pension Fund’s Investment Portfolio
and its development

VERS investment portfolio grew significantly in 2006, reaching a year-end market
value of EUR 10,306 million (EUR 8,201 million at the end of 2005). The portfolio’s
time and capital-weighted returns, calculated according to the GIPS standard, were



7.0 per cent. This figure includes all investment activity expenses. During the same
period, the portfolios benchmark index yielded 7.1 per cent. In 2005 the invest-
ment portfolio yielded 14.9 per cent.

Fixed-income investments’ market value totalled EUR 5,722 million at year-
end, corresponding to a weight of 55.5 per cent, while the fixed-income portfolio
yielded a return of 0.1 per cent (benchmark index -0.2 per cent). Return on equity
investments totalled 17.4 per cent last year (benchmark index 18.3 per cent). At the
end of 2006, the market value of equity investments was EUR 4,163 million.

The entire investment portfolios tracking error, calculated over a period of 12
months, came to 0.65 per cent, i.e. the portfolio’s return was almost equal to that
of the benchmark index. However, Jensen’ alpha for the portfolio was positive, and
the portfolio’s risk-adjusted yield was better than that of the benchmark index. The
Sharpe indicator was 0.99, while the portfolios beta was 0.94, indicating that its
risk level was below that of the benchmark index, and that it was less volatile than
the benchmark index. The information ratio for the entire portfolio was -0.1. The
risk indicators for the investment portfolio are calculated over a 12-month period
based on monthly figures.

Ownership Policy
VER prepared its ownership policy principles in 2004, stating that VER operates
as an independent portfolio investor. Because the Fund is a long-term investor and
major shareholder in a number of companies, it can best promote the successful
performance of its portfolio companies by acting as a responsible owner. One of the
principal tasks of a company is to ensure the increasing value of its shares over the
long term.

VER monitors its portfolio companies and their success so as to be able to take
a position on their activities and the principal resolutions brought before General
Meetings. VER can, to the extent it deems appropriate, get in touch with other insti-
tutional investors in matters concerning resolutions at individual companies’ Gen-
eral Meetings or other matters of general importance. VER employees do not partici-
pate in the administration of listed companies in which the Fund holds shares.

Social Responsibility

VER5 investment activities adhere to an investment policy in favour of sustainable
development, because companies adhering to such an ideology have often proved
successful within their operating environments.

When selecting potential investment targets, VER uses sustainable development
indices as a basis for comparison. VER invests primarily on the basis of the expected
return from the investment target, but between any two companies equal in this
respect, the selected candidate will be the one represented in any sustainable devel-
opment index.

The investment policy also provides for negative evaluation so as to avoid mak-
ing direct investments in companies deriving a substantial share of their turnover
from the alcohol, tobacco, firearms, pornography or gambling industries. The same
pertains to countries and enterprises which do not respect human rights and the
fundamental rights which the International Labour Organisation (ILO) has con-

firmed on a trilateral basis.
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Trend in the Brent and euro/dollar exchange rate
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Fixed-Income
Investments
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Fixed-Income Market in 2006

The interest rate trend during the first half of 2006 was upwards on both sides of
the Atlantic. This was affected by accelerated inflation during the spring and inter-
est rate increases carried out by central banks in order to calm down inflation. The
short-term end of the interest rate curve showed the strongest increase. Long-term
interest rates assumed a downward trend halfway through the year as weakened
economic indicators were published in the United States. Another factor supporting
a decline in interest rates was that rate hikes by the US Federal Reserve ended at
5.25 per cent in June 2006, at least for the time being. Interest rate curves became
substantially less steep on both sides of the Atlantic. The US interest rate curve actu-
ally turned downwards, which has usually indicated the possibility of a recession.
Also in the euro zone, the European Central Bank (ECB) increased its central
bank rate to 3.50 per cent as economic growth was rapid and inflation exceeded
the Bank’ target of two per cent. Inflation actually fell slightly below two per cent
towards the end of the year but this is assumed to be temporary, and accelerated
inflation is expected in early 2007 due to the increased VAT rate in Germany.
Increased demand and short supply jointly with a low rate of credit default
and strengthened corporate balance sheets supported the corporate bond market in
2006. Individual companies are facing risks through increased merger activity and
private equity funds targeting new acquisitions. High Yield bonds offered good re-
turns at a volatility lower than that of sovereign bonds. The emerging bond market
and convertible bonds yielded good returns but the volatility was strong at times.
The emerging bond market was strengthened by the improved debt positions and
current account surpluses of governments, which resulted in improved credit rat-
ings. The convertible bond market has succeeded with support from the equity

markets.

The State Pension Fund’s Fixed-Income
Investments in 2006

The State Pension Funds fixed-income investment portfolio yielded 0.1 per cent,
while the benchmark index yielded -0.2 per cent. The Fund outperformed its
benchmark index due to successful allocation in the High Yield market and the
bonds of emerging countries, as well as correct positioning with regard to interest
rate risk. At the end of the year, VER’ fixed-income investments had a weight of
55.5 per cent in proportion to the overall allocation of the investment portfolio. The
fixed-income portfolio was maintained at a slight under-duration for the first half
of the year, and the duration was raised to slight overweight for the rest of the year.
Sovereign bonds were clearly overweight while corporate bonds were underweight
for almost the entire year. The corporate bond portfolio mainly consisted of bonds
with a high credit rating. The share of inflation-linked bonds in the EMU portfolio
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was further increased, and their share of the entire fixed-income portfolio totalled

more than 15 per cent at the end of the year. Fixed-income instruments by sector
The money market was kept slightly overweight in the first half of the year and on 31 December 2006

at a neutral weight towards the end of the period. The position on the interest rate

Money markets 5.4%
curve for the longest maturities was neutralised towards the end of the year as the

interest rate curves flattened out. Corporate bonds 17.1%
The fixed-income portfolio’s volatility was 2.88 per cent, while the correspond-

ing figure for the benchmark index was 2.91 per cent. The portfolio’s beta was 0.90, EMU governments 77.5%

and the information ratio was 1.22. Risk indicators for the fixed-income portfolio
are calculated on monthly returns over a period of twelve months. Calculated at
market values, VERS fixed-income portfolio grew from EUR 4,113 million at the
beginning of the year to EUR 5,722 million. During the year, bonds were acquired
for EUR 3,063 million while money market investments totalled EUR 740 million
in the corresponding period.

Interest rate trends

Principally, the State Pension Fund makes its own direct income investments

in sovereign bonds, Investment Grade corporate bonds and money market instru- 6.0
ments, while other investments are made through mutual funds. Direct investments 2 'g
accounted for approximately 92 per cent of the aggregate fixed-income portfolio at 45
the year-end. ‘3‘-2
The State Pension Fund’s fixed-income portfolio is entirely hedged from cur- 30
rency risks because the instruments are either euro-denominated or hedged by the 25
mutual funds we use. 0 12/00 1201 12/02  12/03  12/04 12/05  12/06
Bl Germany 10-years [ USA 10-years

Major fixed-income investments on 31 December 2006
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Equity Investments

The Market and The Equity Investments in the Year 2006
Equity markets yielded good returns in 2006 for the fourth year in a row. VER’s
equity portfolio yielded a return of 17.4 per cent during the year (30.8 per cent in
2005), while the benchmark index yielded 18.3 per cent. Falling short of the bench-
mark index was mainly due to a difficult year in the Japanese equity markets where
the performance of small-cap companies in particular was poor.

VERS equity portfolio increased from EUR 3.4 billion to EUR 4.2 billion during
the year. The growth was backed by good returns from equities as well as cash flows
coming into the Fund. 40 per cent of these cash flows were invested in equities in
accordance with the neutral allocation. The proportionate share of equities within
the entire investment portfolio remained close to the neutral weight of 40 per cent
for the entire year, ending up at 40.4 per cent at year-end.

The beta coefficient representing the portfolios sensitivity to the markets was
0.92 in 2006. As the portfolio fell short of its benchmark index, the information
ratio was negative at -0.72 per cent. However, Jensen’s alpha was positive (0.41 per
cent), which meant that the portfolio yielded risk-adjusted added value in com-
parison with the benchmark index. The equity portfolios tracking error was 1.44
per cent — in other words, the portfolio closely tracked its benchmark index. Risk
indicators for the equity portfolio are calculated over a 12-month period based on
monthly figures.

Returns from the equity markets stood at a good level at year-end even though
major fluctuations were seen during the year. The equity markets developed very fa-
vourably in the first quarter as liquidity was flowing into equities. This was the case
despite the fact that the price of oil continued to increase to new record levels. A
clear increase in the interest rate level did not strike fear in equity investors either. In
addition to a sustained favourable earnings development, the equity markets were
supported by high dividend payouts and the abundance of equity buyback schemes
that reinforced the confidence of equity investors. New capital flowed into emerg-
ing equity markets in particular, which was reflected in very strong growth within
these markets.

The atmosphere on the equity markets changed during the second quarter. The
equity markets saw a very substantial downswing in May as investor sentiment was
shaken by fears in relation to the US economic outlook, manifested by signs of
accelerated inflation. The emerging equity markets that had boomed in the first
quarter turned into a steep decline as hedge funds were reducing the weight of
investments in these markets. The decline continued until mid-June when the situ-
ation calmed down as the US Federal Reserve raised its key interest rate as expected
and no new risk factors were seen in the markets. From mid-June to the last days
of November, the development of the equity markets was fairly steady, and several
markets regained the entire May-June decline.

The Nordic equity markets showed their strength once again during 2006, and
the Nordic portfolio was the best performer among VER’ sub-portfolios. In particu-
lar, metal and engineering companies continued their strong upward trend but other
sectors such as telecom operators and banks also developed favourably. Returns on
forest companies remained modest, and a clear decline in the dollar against the euro
towards the end of the year means that the future will bring even greater challenges
to this sector. The Nordic portfolio yielded a return of 29.9 per cent (33.4 per cent
in 2005), while the benchmark index yielded 30.6 per cent.

Economic growth in Europe was stronger than expected. The confidence in-
dicators of the euro zone reached new record-setting levels during the year, which
resulted in increased investor confidence towards Europe. The development of the
German economy in particular was strong after a number of difficult years. VER’s
European portfolio yielded 21.2 per cent, while the benchmark index yielded 20.6



per cent. Small-cap companies continued to perform better than blue chips. VER’s
investments in the Russian equity markets also yielded good returns.

The development of North American stock exchanges was good during the year
but from the viewpoint of an euro-based investor, the great decline in the dollar
against the euro in the latter half of the year clearly hampered the returns. VER
maintained its North American portfolio underweighted for the entire year as eco-
nomic indicators suggested a likely decline in the dollar. VERs North American
portfolio yielded 3.1 per cent, while the benchmark index yielded 2.9 per cent.

The Japanese equity markets were very challenging in 2006. Small-cap compa-
nies, which were overweighted in the first half of the year, performed particularly
poorly. VERS Japanese portfolio as a whole was overweighted as well in the begin-
ning of 2006, which further weakened the sub-portfolio’s contribution to the overall
returns of the equity portfolio. VER’s Japanese portfolio yielded -11.4 per cent dur-
ing the year, while the benchmark index yielded -4.8 per cent.

The Asian equity markets (excluding Japan) performed well in 2006 even
though strong fluctuations were seen during the year. The Asian sub-portfolio suf-
fered the most from the great equity market decline in May-June but developed
favourably after June. The equity markets of China and India developed particularly
well. VER’s Asian portfolio yielded 19.4 per cent by the end of the year, while the
benchmark index yielded 18.0 per cent. The Asian portfolio was kept clearly over-
weighted for the entire year.

At the end of the year, approximately 59 per cent of VERS equity portfolio was
invested through mutual funds, while 41 per cent was managed as direct invest-
ments. The Fund had direct equity investments in 138 companies and mutual fund
units in 52 different funds. During 2006, the Fund purchased shares for some EUR
941 million and sold shares for some EUR 494 million.

Major direct equity investments on 31 December 2006
Percentage of the

EUR equity portfolio
Nokia Corporation 103,716,000 25
o Corpora[mn ......................................................... 95942000 .................................... S
Sampoplc ........................................................................ 8112000019
NordeaAB(SEK) ............................................................. 7702092818
TehasoneraAB(SEK) ........................................................ 6844276816
UPM-KymmeneCoporann ........................................... 6022800014
StoraEnsoOij ............................................................. 5760000014
Nesteoﬂcomorauon .................................................... 4375700011
e I ey 38231162 .................................... S
e Copora[ L = 787200 .................................... S

Major direct mutual fund investments on 31 December 2006

EUR
BGI Europe ex UK Index sub Fund 182,642,245
VanguardEuropeanSLockIndeXFund ........................................................................ 126595793
MandatumEuropeanEnhancedIndex ........................................................................ 119089544
DowJones e i 42 : oo
N 107033271
BGI]apanIndexsubFund ......................................................................................... 106062124
VanguardUSFuLuresFund89062448
Sampo]apan1879983l5
B 7 6950190
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Equity portfolio breakdown by country
on 31 December 2006
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Other Investments

Investment Markets 2006

The year 2006 was characterised by extremely strong development of the real es-
tate markets, fueled by demand, and the increased popularity of indirect real estate
investments. Increased investor interest in international diversification also con-
tributed to the activity seen during the year. The continued compression of yields
and the lively rental market boosted real estate values despite increased interest
rates. Vacancy rates continued to decrease in many cities, and transaction activity
increased in the German real estate market as local funds divested their real estate
mainly to foreign investors. The year was record-breaking in Finland, with the value
of real estate transactions exceeding EUR 5 billion. According to the European EPRA
index, the market value of listed real estate companies increased by almost 46 per
cent during 2006.

New private equity funds raised the greatest amounts of new capital in all time,
and several buyout transactions of record-breaking amounts were carried out dur-
ing the year. The exit market continued to be lively. The active investment markets
increased the popularity of mezzanine financing as well. Several new funds spe-
cialising in infrastructure were launched during the year. VER started to invest in
European infrastructure funds in 2005 and expanded these activities through two
new funds in 2006.

The year was good for absolute return funds. Even though the favourable begin-
ning was followed by the lack of any clear trend for many hedge funds in the sum-
mer months, the final quarter turned out to be excellent. At the end of the year, 95
per cent of VERS investments in absolute return funds were in funds-of-funds.

VER'’s Other Investments

VER’s Other Investments became an independent asset class as of the beginning
of 2006. The Other Investments category comprises investments in real estate and
private equity funds, as well as absolute return funds. The target allocation for the
Other Investments category is 10 per cent, and the proportion of these investments
increased from 1.3 per cent to 4.1 per cent during the year. The market value of the
investments stood at EUR 419.9 million at the end of the year, while the amount of
open investment commitments was EUR 345.2 million. Investment commitments
will generally become invested within 3 to 4 years of the launch of a fund. In ac-
cordance with its strategy, VER has utilised funds-of-funds particularly with regard
to hedge fund investments and private equity investments.



Within the amount of invested assets, indirect real estate investments accounted
for 31 per cent, venture capital funds for approximately 22 per cent and absolute
return funds for approximately 47 per cent of the total. Including open investment
commitments, indirect real estate investments accounted for 39 per cent, private
equity funds for approximately 35 per cent and absolute return funds for approxi-
mately 26 per cent of the total.

The focus of indirect real estate investments is in non-listed funds making in-
vestments in European office, retail and logistics properties. At the end of the year,
approximately 13 per cent of the real estate investments involved funds investing in
listed real estate equities and real estate investment trusts (REITs). VER has been a
member of INREV, the European Association for Investors in Non-listed Real Estate
Vehicles, since 2005. The targets for private equity fund investments are funds and
funds-of-funds making investments in Europe. During the last two years, VER has
made investment commitments in four European infrastructure funds. Investments
in absolute return funds are focused on funds of hedge funds.

VER’s Other Investments category yielded a return of 6.7 per cent, while abso-
lute return funds yielded 5.2 per cent. In the initial phase, returns on investments
in non-listed real estate funds and particularly in private equity and venture capital

funds are hampered by the effect of management fees and formation expenses.
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Breakdown of other investments
on 31 December 2006
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General Investment
Activity Principles

1.1 Background of the State Pension Fund (VER)

The State Pension Fund is an off-budget State fund whose mandate is set out in the
State Pension Fund Act. VER exists to provide for the State’s future pension liabili-
ties and even out pension-related expenditure. Its purpose is to build up reserves
that can be applied to evening out the heavy costs of baby-boomers’ pensions in
the peak pension expenditure years through partial dissolution of the Fund in a
controlled manner.

VER has a Board of Directors appointed by the Ministry of Finance that decides
on the Fund’s investment principles and is responsible for the Fund. VER employed
14 people in 2006.

Pensions are not paid out of the Fund, but all pensions falling within the State
Pension Scheme are paid out of appropriations from the state budget. Because pen-
sions are paid out of the budget, VER can make annual transfers of assets to the
State reserves to cover pension expenditure. The statutory amount to be transferred
from the Fund to the State budget each year is 40 per cent of annual expendi-
ture arising from pensions based on years of service covered by the State Pension
Scheme. Assets not transferred to the State reserves will remain in the Fund. VER is
a so-called buffer fund, i.e. the Fund does not incur pension liabilities that must be
covered individually as for pension companies under the Employees’ Pensions Act.
Therefore, VER is not subject to regulations governing its solvency.

At the end 0of 2006, the Funds capital at market value stood at EUR 10.3 billion.
The Fund will be accumulated until the funded amount corresponds to 25 per cent
of the pension liabilities arising from pensions based on years of service covered by
the State Pension Scheme. More detailed provisions on the use of the Fund’s assets
will be enacted once the funding objective has been achieved.

1.2 Investment Objectives

1.2.1 High Return, Security, Diversity and Liquidity

When making investments, VER must ensure that the investments are secure, de-
liver a high return, can be converted into cash, and are appropriately diversified.
Investments have been diversified in a manner similar to that of other employment
pension schemes.

The Fund’ goal is to be a respected and successful pension investor, emphasis-
ing excellent professional skills and ethics throughout its operations. Another goal
of the Fund is to clarify and develop its corporate image as an independent portfolio

investor.

1.2.2 Expected Long-Term Return and Risk Level

The Ministry of Finance has specified that the long-term target for the Fund’s invest-
ment activities is to exceed the costs arising from the State’s net liabilities.

The expected return and risk of VER’s investment portfolio is estimated annu-
ally on the basis of expert calculations. Returns from the Fund should make it possi-
ble to achieve the 25 per cent funding ratio referred to in the appropriate Act and its
preamble by around 2020. Achievement of the funding objective will be affected by

investment income, pension contribution income and transfers to the State budget.
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1.2.3 VER’s Basic Allocation

The State Pension Fund prepares an investment plan annually, defining the neutral
basic allocation of the investment portfolio, i.e. how investments are to be allocated
in various investment categories. The goal is to create an optimal investment port-
folio that yields the best possible return over the long term at the risk level defined
by the Board of Directors.

At the end of 2006, the neutral basic allocation of VER’s investment portfolio
comprised 56 per cent of fixed-income investments (allowable variation 45-70 per
cent), 40 per cent of equity investments (allowable variation 30—45 per cent) and 4
per cent of other investments. Issues related to the distribution of investments are
discussed at VER’ internal allocation meetings.

Furthermore, the Fund’s Board of Directors makes annual decisions concerning
limits to be set for different categories of assets, taking into account the diversifica-

tion requirements imposed by risk management.

1.3 Investment Activities

1.3.1 The Pension Fund as a Portfolio Investor

The State Pension Fund is a long-term investor, a so-called buffer fund, which can
adopt an investment policy allowing the return on investments to vary consider-
ably over the short term. Investment decisions are taken on the basis of the Fund’s
required return and the yield potential of prospective investments, taking risk levels
into account. Investment risks are spread by spreading investments between differ-
ent investment grades, various markets and sectors, various instruments, companies
and a range of sovereign bonds with varying maturities.

VER operates as an independent portfolio investor. VER’s employees do not par-
ticipate in the administration of companies in which the Fund holds shares. Howev-
er, direct discussion contacts with corporate management increases VER's credibility
as an investor and improves the Fund’s expertise. VER may appoint representatives
to General Meetings. VER prepared its own ownership policy in the spring of 2004.

Fixed-income and equity instruments belonging to the investment portfolio can
be purchased and sold, but the liquidity of venture capital fund investments within
the Other Investments category is partly restricted. The Fund makes independ-
ent investment decisions without any parties external to its investment operations.
Third-party advisors can be used as part of the investment process if necessary. The
Fund’s investments are always made in accordance with the best available informa-

tion, understanding and assessments.

1.3.2 Monitoring of Investment Activities

The success of investment activities is analysed on a long-term basis, chiefly consid-
ering the portfolio from an overall perspective. The fixed-income and equity portfo-
lios” performances are monitored separately, applying geographical criteria with the
help of benchmark indices.

The international GIPS standard is applied to the calculation of the Fund’s re-
turns. GIPS is a standard aimed at employing uniform methods to yield and risk
calculations, thereby arriving at comparable yield and risk figures.

Neutral allocations of fixed-income investments at
the end of 2006:

Basic allocation weight %

EMU governments 75

Corporate bonds

Neutral allocations of equity investments at
the end of 2006:

Basic allocation weight %

Nordic countries 35
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The State Pension
Scheme

Top: Antti Karppinen, the Grand Old Man of Russian
relationships, is often seen at the Ministry of Foreign Affairs
despite his high age of 80. Photo: Raino Heinonen.

Bottom: New diplomats Riina-Riikka Kuparinen and Paivi
Nevala examining their certificates from the Ministry for
Foreign Affairs course in February 2004. They are most
probably facing forty years of public service at the Ministry
in Helsinki and at diplomatic missions all over the world.
Photo: Raino Heinonen.

In 2006, the State Pension Act covered roughly 180,000 people, of whom 130,000
were State employees. Benefits were paid to almost 310,000 people, and the State
Treasury made around 20,500 pension decisions in 2006, paying out pensions of
EUR 3.1 billion.

The State Pension Scheme as Part of the Finnish

Employment Pension Scheme

After the pension reform effective as of the beginning of 2005, the State Pension
Scheme is mostly similar to the Finnish employment pension scheme in general. Af-
ter the revisions, state pension coverage, originally slightly better than that pertain-
ing to the basic principles of the Employees’ Pension Act, now equals the municipal
and private sector. The pension reform introduced the career model also to State
pensions, according to which pension is calculated on the basis of employment
income and an accumulation percentage for each year. Pension is accumulated for
work performed between the ages of 18 and 68, and an increased rate of accumu-
lation, also known as “super accumulation”, encourages 63-year-olds to continue
working. The integration of pensions was abolished, which means that the maxi-
mum pension accumulation limit of 60-66 per cent no longer exists. The pension
reform also means that the life expectancy factor, which is used to prepare for in-
creased life expectancy, will affect the amount of pension.

The State and the State Pension Fund

Through the State Pension Fund, the State prepares for financing pensions payable
in the future and for evening out pension expenditure in the years to come, particu-
larly that of the baby-boomer generations. The State itself is responsible for paying
accrued pensions in the future.

Pension liability refers to the capital required to pay the pensions accumulated
through employment within the scope of the State Pension Scheme by a certain
time, including interest. The State pension liability includes all paid-up pensions
(pensions calculated on terminated employment), including paid-up pensions for
people who have transferred from State employ to municipal or private employers
or whose employment with the State has ended due to the incorporation of State
entities.

The State is aiming at a 25 per cent funding rate in proportion to the pension li-
ability. The State Treasury is responsible for implementing the State Pension Scheme
and calculating the amount of the State pension liability. The State Treasury’s cal-
culations of the pension liability were more precise in 2006 compared to previous
years, and the amount of liability turned out to be clearly higher than in the previ-
ous calculations. The State Treasury’s calculations at the end of 2005 indicated a
pension liability of EUR 57.6 billion. According to the new calculations, the pension
liability under the State Pension Scheme was EUR 79.3 billion at the end of 2006.

VER’ investment activities are directed by the Board of Directors appointed
by the Ministry of Finance, including both employer and employee representa-
tives. VER manages the assets entrusted to it and makes all investment decisions
in accordance with the investment plan, authorisations and limits confirmed by the
Board of Directors.

The State has had the option of borrowing assets from VER but this has not
taken place since 1994. VER’ assets can also be transferred to the State budget, and
the State has exercised this option every year. The transfer has been justified by the

fact that because all State pensions are paid from budget appropriations, a part of
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the Pension Fund’s assets can be used for the payment of pensions.

The transfers of funds to the State budget have been a crucial factor regulating
VER’s growth. The State Pension Fund Act stipulates a specified amount for this
transfer, which is 40 per cent of annual state pension expenditure. By the end of
2006, a total of approximately EUR 14.5 billion in VER assets had been transferred
to cover the State budget. In accordance with a Parliament decision, the transfers
of VER’s assets to the State budget were substantially reduced for 2006 and 2007,
increasing the funding of State pensions. The transfer in 2006 was minor in com-
parison to previous years, meaning that most of the pension contribution income

remained within VER.

History of the State Pension Fund
1989 The State Pension Fund is established within the State Treasury.
The funding target is set to the year 2010.

1990 Pensions shall not be paid out of the Fund but the State may borrow

the Fund’s assets or transfer them to the State budget.

1991 Pension contributions from State offices, institutions and enterprises are

directed to VER.

1993 Pension contributions from State employees are directed to VER.
A Board of Directors is appointed to bear responsibility for the Fund’s

investment activities.

1995 Start of investment activities on market terms.

1999 Municipalities start to pay pension contributions for teachers to VER.

2000 The budget transfer is reduced to one-third of annual pension
expenditure until the end of 2006 (one-half subsequent to this).

The funding target was set at 1.5 times the total of State wages and
salaries, a minimum of 20 per cent of the State pension liability in 2010.
Designated staff is hired for the Fund.

Investment activities are expanded to equity investments.

2003 A full-time Managing Director is appointed.

2005 The funding target is set at 25 per cent of the State pension liability.
The intention is to use the Fund’s assets to cover public expenditure

in a controlled manner in State budgets between 2020 and 2040.

The annual transfer from VER to the State budget is prescribed to

equal 40 per cent of annual pension expenditure until the funding ratio
is achieved. The amount of transfer would subsequently be specified

annually in the State budget.

2006 The role of the Ministry of Finance as VER’s supervisor is defined more
precisely. The Ministry is granted the right to issue general regulations
concerning VER's administration, finances and investment policies.

The tasks of VER’ Board of Directors are written in law.

The duties of VER’s auditors are added to law.

The transfer of VERS assets to the State budget is reduced for

2006 and 2007.

Net contribution income 2001-2006

2001 2002 2003 2004 2005 2006

VER’s pension contribution income and State pension
expenses 2001-2006

MEUR

3,500 +-ernarearmere e

2001 2002 2003 2004 2005 2006

Bl Pension
contribution income

I Pension
expenses



18 | VER ANNUAL REPORT 2006 | The State Pension Fund Organisation

The State Pension Fund Organisation
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Financial Statements

PROFIT AND LOSS STATEMENT 1.1.-31.12.2006 1.1.-31.12.2005
OPERATING INCOME

............. S s R S TG IS e—— D e DD e
............. Pension contributions from State offices and institutions | 82254449187 L T8050L328 AT
............. Other pension contribution tncome 380302864010 e 3007001053
............. e OGS ————— I rere——— Y e
............. Disability insurance contribution tncome 508697300 e BISBZTLO0

Write-downs on receivables from other operations 0.00 1,655,413,116.20 0.00 1,668,148,279.53
OPERATING EXPENSES

............. Eurchases [ g (o e . .. A ...

e PO X eSes et 143210200 e LA96.932.53 e

e B e oo st e et e e et e e = 137,226.23 e
Qutsourced services 1,871,956.75 1,619.874.93

Other expenses 132,449.65 130,260.66

Sales losses on equities and shares 6,449,757.98 26,942,842.28
Depreciation 112,061.27 -10,172,025.53 40,954.89 -30,406,970.72
SURPLUS 1 1,645,241,090.67 1,637,741,308.81

SURPLUS/DEFICIT FOR THE PERIOD 1,847,647,586.04 1,892,321,991.97
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Balance sheet

ASSETS 31.12.2006 31.12.2005

FIXED ASSETS AND OTHER LONG-TERM INVESTMENTS

st
L T L s 2H0038 e
Other long-term expenditure 0.00 1,170.19 888.16 3,348.54
e
e DI eeeeecemecemmmceomecomeeemsecmeememeeeeee 20
Furniture and fittings 21.88 13,843.95 66,600.11 87,075.04

Purchases of bonds denominated in euros 4,961,251,965.43 4,053,121,218.33

Other long-term investments denominated in euros 2,506,864,988.85 1,956,527,670.34

Other long-term investments denominated in foreign currency 1,226,656,712.15 8,694,773,666.43 895,273,507.77 6,904,922 ,396.44
TOTAL FIXED ASSETS AND OTHER LONG-TERM INVESTMENTS 8,694,788,680.57 6,905,012,820.02
CURRENT RECEIVABLES

Accrued credits and deferred charges 213,141,633.53 187,338,979.70

Other current receivables 14,027.29 13,127,466.00

Advance payments 4.804.74 213,160,465.56 0.00 200,466,445.70

Joint account receivable from the State 2,234973.63 1,437,775.63
Other bank accounts 65,180,156.30 67,415,129.93 19,770,847.27 21,208,622.90
TOTAL INVENTORIES AND FINANCIAL ASSETS 489,981,981.37 432,270,741.16

TOTAL ASSETS 9,184,770,661.94 7,337,283,561.18




22 | VER ANNUAL REPORT 2006 | Financial Statements

EQUITY AND LIABILITIES 31.12.2006 31.12.2005
EQUITY
Fund capital -13,663,679,855.12 -12,488,805,221.12
Accrued changes in capital 21,000,207,673.55 19,107,885,681.58
Budget transfers -104,000.00 -1,174,874,634.00
Surplus/deficit for the period 1,847,647,586.04 9,184,071,404.47 1,892,321,991.97 7,336,527,818.43
LIABILITIES
CURRENT
Items to be rendered forward 20,772.37 22,581.76
Accrued charges and deferred credits 642,953.49 694,798.48
Other current liabilities 35,531.61 699,257.47 38,362.51 755,742.75
TOTAL LIABILITIES 699,257.47 755,742.75

TOTAL EQUITY AND LIABILITIES 9,184,770,661.94 7,337,283,561.18
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