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The Guardians consider responsible investment to be part of evolving best-practice investment management and
believe that long-term financial performance can be affected by environmental, social, and governance issues.

The Guardians are committed to the United Nations (UN) Principles for Responsible Investment (UNPRI) and aim to
encourage companies to meet internationally agreed standards for responsible corporate behaviour, in particular the
principles of the UN Global Compact. The Guardians have adopted guidelines and procedures to exercise the Fund's
voting rights internationally in line with good corporate governance practice.

Balance Between Risk and Return
Section 61(e) — the balance between risk and return in the overall Fund portfolio

The return objective for the Fund reflects the balance between risk and return that has been adopted by the
Guardians. This return objective focuses on returns relative to the return on Treasury bills, since Treasury bill returns
have low volatility from month to month and serve as a proxy for the opportunity cost to the Crown of investing in the
Fund. The Guardians have set the return objective for the Fund to exceed, before New Zealand tax, the Treasury bill
return by at least 2.5% over rolling 20-year periods. The return projections in the latest SAA review indicate that there
is approximately a 50% probability of this objective being met in a given 20-year period. In arriving at this return
objective, and the risk control measures it will adopt, the Guardians have accepted there will be considerable volatility
of returns over shorter periods.

Fund Management Structure
Section 61(f) — the Fund management structure

The Guardians' core focus is the development of an investment strategy which takes full advantage of the Fund’s
characteristics and executing this through partnerships with high-quality and closely aligned organisations.

Roles will be undertaken internally where the Guardians form the view external suppliers cannot meet the
organisation’s specific needs. The quality and cost of an outsourced service are the benchmarks against which these
opportunities will be judged.

A global custodian provides the appropriate separation of functions between the investing function (undertaken by
the investment managers) and transaction settlement and reporting (undertaken by the global custodian).

Derivatives
Section 61(g) — the use of options, futures and other derivative financial instruments

The Guardians' policies in relation to derivatives are designed to ensure that: the use of derivatives results in
appropriate market exposures for the Fund as a whole; the resulting counterparty exposures are adequately controlled;
and the Fund is able to meet liquidity requirements associated with their use.

The policy on derivatives distinguishes between derivatives taken out by external managers on the Fund’s behalf, and
derivatives taken out directly by the Guardians.
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External managers may be permitted to use derivatives in pursuit of excess returns or to provide market exposure
provided such use is consistent with the investment guidelines given to the manager and the Guardians are satisfied
the manager has the necessary risk controls in place to ensure their prudent use.

Derivatives, when considered together with the other investments in the Fund, must be consistent with the exposures
specified in the Fund’s SAA interpreted together with the Guardians’ policy for rebalancing the portfolio.
Risk Management

Section 61(h) — the management of credit, liquidity, operational, currency, market and other financial risks

The Guardians have developed risk management policies, procedures, and other internal controls for application by the
Guardians' staff, external investment managers, and other expert service providers. The Guardians monitor compliance
with the relevant policies and procedures as well as compliance by external managers.

Risk management is further supported by the Guardians’ Code of Conduct and conflict of interest procedures, defined
roles and responsibilities, and individual and collective accountability processes.

The Guardians have developed a risk management framework and identified and reviewed a number of key risks in
detail. The primary purpose of the risk management framework is to:

¢ identify the major risks that could prevent the Guardians from realising our objectives;

¢ understand the activities applied by the Guardians to manage these risks and determine the adequacy of the
activity;

¢ link the risk management activity to the operation business processes;

¢ provide ongoing measurement of the effectiveness of the risk management activity; and

e ensure that assurance from management and independent assurance providers over major risks and their related
management activities is aligned with controls.

Securities Lending

Section 61(h) — the management of credit, liquidity, operational, currency, market, and other financial risks

The Fund has a securities lending programme managed by an agent who specialises in securities lending. The
programme has been in operation since January 2007.

The Guardians’ securities lending activities are designed to minimise the counterparty risk, cash collateral investment
risk, and operational/settlement risks associated with the programme.
Valuation of Private Market Assets

Section 61(j) — the method of, and basis for, valuation of investments that are not reqularly traded at a public exchange

Where investments are held that are not able to be traded on recognised exchanges, or held in pooled vehicles subject
to external valuation methodologies, they will be valued according to accepted market practice.
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As a general principle, the Guardians require all investments to be valued at fair value. In the case of listed assets, fair
value is readily determined by reference to traded prices on recognised exchanges. For unlisted assets, where quoted

market prices are not available, fair value will be determined on the basis of independent valuations, where practical.

Where it is not practical to obtain an independent valuation, an investment manager’s valuation will be used. Where
an investment manager’s valuation is deemed not to be sufficiently reliable, the investment will be valued at cost less

any impairment.

Where independent valuations are undertaken, these valuations will be conducted at least annually by recognised
professional advisors who are independent of the asset manager, and are suitably qualified and possess appropriate
experience and expertise relevant to the nature of each specific asset.

Investment Constraints
Section 61(k) — prohibited or restricted investments or any investment constraints or limits

No investment will be made in any security that breaches the Responsible Investment Policy.

The Investment Manager Agreement (IMA) with a manager will prescribe constraints, on that manager’s security
selection discretion, that are consistent with the objectives for which that manager was appointed and with the risk
budget for the Fund as a whole.

The Guardians must use their best endeavours to ensure that the Fund does not control any other entity or hold a
percentage of the voting rights in any other entity that would require it to seek control of the entity (as per Section 59
of the Act). If the Fund does end up controlling an entity, the Guardians must take all reasonable steps to remedy the
situation as soon as possible.

The Guardians will ensure that tax planning is not overly aggressive from a New Zealand or international corporate
perspective.

The Guardians will comply with all tax legislation in all countries in which the Fund invests and will not enter into tax
arrangements that contravene such laws.

On behalf of the Board and Management of the Guardians of New Zealand Superannuation we hereby
certify that to the best of our knowledge the investment policies, standards and procedures for the Fund
have been complied with throughout the 2007/08 financial year.

Ptk ey

DAVID MAY ADRIAN ORR
Chairman Chief Executive Officer
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Milestones

April

March
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September
July

May

March
January

November
October
August
June

May

April
March
November

October

September
August
July

June

March

February

General Manager Private Markets announced
Termination of two global equities large cap investment mandates and one US small cap
equities investment mandate

Termination of one of New Zealand equities mandate
General Manager Public Markets and General Manager Corporate Strategy announced
Changes to organisation structure announced

Second review of Strategic Asset Allocation completed
Fourth multi-strategy mandate awarded
Transition to new custodian

Release of the Auditor-General’s audit on the Guardians’ governance and
management team of the Fund

First securities lending programme awarded

New custodian appointed
Chief Executive Officer appointed

Second global equity market neutral mandate awarded

Minority interest acquired in Kaingaroa Forest

Institutional Shareholder Services (now Risk Metrics) appointed to assist with proxy voting
Third multi-strategy mandate awarded

Second multi-strategy mandate awarded

Founding signatories to UNPRI

Second global infrastructure mandate awarded

Second New Zealand timber purchase announced
First US timber purchase announced

First equity only multi-strategy mandate awarded
First global tactical asset allocation mandate awarded

First New Zealand timber purchase announced
First investment in commaodity futures announced
First Reference Group meeting held

Second commitment to New Zealand private equity announced
Fourth New Zealand equities mandate awarded

Passive currency overlay mandate awarded
Third global emerging markets mandate awarded
Termination of one global emerging markets equity mandate

First commitment to New Zealand private equity announced
First New Zealand unlisted property mandate awarded

First review of Strategic Asset Allocation completed
First global infrastructure mandate awarded
Alternative assets advisory firm appointed

First global listed property mandate awarded
First global equities (large cap) mandate awarded
Second global emerging markets mandate awarded



November
October
July

May
March

January

First independent review of the Guardians of New Zealand Superannuation conducted
Second US equities (small cap) mandate awarded

Additional global equities (large cap) mandate awarded
First US equities (small cap) mandate awarded

First non-US equities (small cap) mandate awarded
First global emerging markets mandate awarded

First three global equities (small cap) mandates awarded
Further two global equities (large cap) mandates awarded
Additional New Zealand equities mandate awarded

First global fixed interest mandate awarded
DMO currency execution agent appointed

First New Zealand fixed interest mandate awarded

Transition manager appointed

New Zealand Superannuation Fund commenced investing with $2.4 billion in cash
First global equities (large cap) mandate awarded

First two New Zealand equities mandates awarded

Custodian appointed

Initial Strategic Asset Allocation announced

Chief Executive Officer, legal advisor, and tax advisor appointed
Advisor for initial strategic asset allocation appointed

Board strategy planning undertaken

Guardians of New Zealand Superannuation Board appointed

Minister of Finance appointed independent committee to nominate persons for the
Guardians of New Zealand Superannuation Board

New Zealand Superannuation Fund created by an Act of Parliament (New Zealand
Superannuation and Retirement Income Act 2001)

New Zealand Superannuation Bill introduced into Parliament
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SECTION 15

This section provides a brief overview of the key elements of the Fund’s financial performance and position for
the financial year (FY) 2007/08. Given the long-term investment horizon of the Fund, for comparative purposes
we also show summary performance statistics since we began investing in September 2003.

Our SAA outlines the asset classes we invest in, with a high weighting towards equity investment rather than
fixed interest due to our long investment horizon and liquidity. In addition, we select investment managers who
we believe are able to gain return in excess of the market in many of these asset classes. We also look to diversify
our assets into unlisted (or private) markets where additional excess return may be received for bearing other
forms of risk such as liquidity and operational risk.

Given our wide variety of assets held globally, we have diverse income streams. Our revenue streams include
dividends from listed equity holdings, interest received from debt instruments, and sales revenue from our timber
holdings. The value of our portfolio also changes based on movements in the underlying (or fair) value of the
assets, and movements in exchange rates.

Over FY2007/08 we received positive income streams from dividends, interest, and timber sales. However,
revenue from all three streams was down on the previous financial year, in part due to investment decisions aimed
to improve long-term returns.

The reduced interest income reflects our decision to move out of New Zealand fixed interest investments into
global fixed interest investments. We expect foreign exchange hedging gains to largely offset the lower income
yield on global fixed interest securities. Our switching decision was made due to our long-term view that
increased credit and duration exposure will enhance our returns from fixed interest.

The lower timber sale revenue reflects our timber managers’ decision to deliberately reduce logging activity due
to low log prices.

The Fund also changed in value due to the annual assessment of our assets ‘fair value’. A significant proportion
of our assets are valued on global listed financial markets. Given poor performance in global financial market, we
have experienced a significant mark-to-market reduction in the value of our assets.

We also recorded an overall decline in the value of our forest investments driven by a variety of factors including
logs being harvested during the year (i.e., a depletion of stock), a decline in log prices, and increases in logging
expenses.

However, the Fund’s associate, Kaingaroa Timberlands Partnership, made a $80.4 million contribution to profit
through a combination of trading surplus and revaluation of the forest.
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Movements in exchange rates also contributed positively to the Fund's income after taking into account hedging
activities. The Fund is 84% hedged, with gains being able to be made to the value of the Fund when the New
Zealand dollar weakens.

As a result of New Zealand’s new tax regime for investments introduced in FY2007/08, the Fund experienced a tax
expense for the year, despite making a loss overall. The new tax regime (Fair Dividend Regime) sees the Fund pay
tax on average assets held rather than the return on those assets. We discuss this in more depth in the notes to
the Fund financial statements.

For comparison, we show the respective contributions of each asset class to total revenue (before tax) since the
Fund’s inception in September 2003.

Figure 10 — Contributions to Profit by Asset Class

September 2003-June 2008 FY2007/08
3,500
_ Total profit before
3,000 Tax: $3,298m Cash
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1,500 B Private Equity
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S s — roperty
B New Zealand Fixed Income
Total loss before Il Global Fixed Income
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The cost of operating the Fund decreased during the FY2007/08. The main contributor was lower overall
performance fees paid to investment managers. Base manager fees paid to our investment managers increased,
in line with the increase in funds under management. However, the performance-based component of manager
fees was $28.5 million lower than the previous year, directly attributable to the underperformance of some of the
mandates.

As explained earlier, timber expenses also decreased ($5.3 million less than FY2006/07) as our timber managers
reduced harvesting to 50% of the levels originally expected for the year.

Meanwhile, personnel and advisory expenses increased as we both expanded staff capabilities, and increased the
use of external advice for some investments as we consider more complex investment activities. The Guardians
continue to be a growing institution. Costs are expected to grow in absolute terms, but decline as a percent of
funds under management as economies of scale develop.
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The total expenses outlined include governance and other costs which are funded by
appropriations from the Crown. ‘Other Operating Expenses' includes primarily trading and
brokerage expenses ($12.14m or 8.9Bps*). In FY2006/07, brokerage expenses were netted
from mark-to-market pricing and therefore are not included in this chart.

Figure 12 — Fund Expenses in Basis Points of Net Average Assets
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* Bps = Basis point (refer to definition in Section 17)

e Equivalent to five-year average

Manager fees account for the single largest portion of expenses. Over the nearly five years
since investment commenced, manager fees and performance fees have accounted for
61% of the total expenses, timber production 10%, personnel and external advisors 10%,
custodian fees 8%, and other expenses 11%.
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Figure 13 - Total Fund Expenses
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Total net assets increased during the 2008 financial year by $1.2 billion. This increase

comprised Crown contributions, investment income, operating expenses, and income
tax accruals. From an opening position of $13.0 billion (post-tax) the Fund'’s net assets
increased to $14.2 billion (post-tax) at market value.

The total capital contribution from the Crown during the current year was $2.1 billion,
while investment income and operating expenses had a net negative impact of $716
million. We also paid New Zealand tax of $407.3 million.

Since inception, the Crown has contributed $12.4 billion of the current $14.2 billion of net
assets under management.

Figure 14 - Movement in Net Assets FY2007/08
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