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The report gives an account of the situation in financial institutions in light of 

economic and market developments, and assesses trends that may give

rise to stability problems in the Norwegian financial system.
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SUMMARY AND 
ASSESSMENTS 

Imbalances	 in	 public	 finances,	 with	 high	 debt	 and	 large	
deficits,	 continue	 to	 permeate	 the	 industrialised	 countries'	
economies	 and	 international	 financial	markets.	 In	Norway,	
however,	 capacity	 utilisation	 and	 growth	 in	 the	 mainland	
ሺnon‐oilሻ	economy	are	high,	driven	in	part	by	heavy	demand	
from	 the	 petroleum	 sector	 and	 households.	 In	 a	 period	 of	
economic	expansion	featuring	a	high	oil	price,	international	
uncertainties	 and	 low	 interest	 rates	 it	 is	 particularly	
important	 for	 government	 authorities	 and	 banks	 alike	 to	
apply	a	long‐term	perspective	to	their	risk	assessments.	

ECONOMY AND SECURITIES MARKETS 
Growth	 in	 the	 world	 economy	 slowed	 towards	 the	 end	 of	
2012.	The	IMF	revised	its	growth	estimate	down	somewhat	
in	the	latest	quarter.	Substantial	differences	persist	between	
the	various	regions.	GDP	is	expected	to	grow	far	quicker	in	
emerging	 economies	 than	 in	 the	 industrialised	 world.	 The	
pattern	 of	 growth	 reflects	 the	 fact	 that	 the	 international	
financial	 crisis	 developed	 into	 a	 sovereign	 debt	 crisis	with	
hefty	real	economic	consequences	in	many	OECD	countries.	
Developments	 are	 particularly	 negative	 for	 the	 euro	 area,	
where	 overall	 production	 fell	 in	 2012.	 Unemployment	 is	
very	 high	 and	 on	 the	 increase.	 In	 several	 emerging	
economies,	 too,	 growth	 rates	 have	 slowed	 considerably	 in	
the	wake	of	the	financial	crisis.	

Growth	in	Mainland	Norway's	GDP	in	2012	was	the	highest	
since	 2007.	 However,	 the	 slowdown	 in	 the	 international	
economy	 affected	 the	 Norwegian	 economy,	 and	 growth	
receded	 towards	 year‐end.	 Norges	 Bank	 and	 Statistics	
Norway	expect	 the	cyclical	upturn	 to	continue	 in	 the	years	
immediately	 ahead,	 but	 forecasts	 are	 revised	 down	
somewhat	 as	 a	 result	 of	 the	 weaker	 international	 climate.	
Norway	 has	 a	 two‐track	 economy.	 Growth	 in	 Mainland	
Norway	 GDP	 is	 expected	 to	 be	 pulled	 down	 by	 export‐
oriented	 activity,	 which	 largely	 faces	 stagnating	 markets	
and	 has	 impaired	 cost	 competitiveness.	 Domestic	 demand	
will	make	a	positive	contribution.	

Macroeconomic	 conditions	 are	 affecting	 developments	 in	
the	 securities	 markets.	 Market	 turbulence	 receded	
somewhat	in	2012	as	a	result	of	strong	stimuli	from	central	
banks	 in	 the	 United	 States,	 the	 euro	 area	 and	 the	 United	
Kingdom.	Stock	markets	have	risen	substantially	in	the	past	
year.	 Government	 bond	 yields	 are	 extremely	 low	 for	
countries	with	 presumptively	 strong	 government	 finances,	
but	remain	high	for	the	debt‐burdened	euro	countries.	Risk	
premiums	 in	money	and	bond	markets	are	down,	although	
the	uncertainty	sparked	by	the	collapse	of	Cypriot	banks	led	

to	turbulence.	

RISK FACTORS 
The	 Norwegian	 economy	 is	 solid	 and	 prospects	 are	 good.	
However,	 should	 the	 world	 economy	 prove	 weaker	 than	
expected,	the	Norwegian	economy	stands	to	be	affected.	The	
favourable	trend	seen	in	Norway	over	the	past	three	years	is	
due	 in	 part	 to	 a	 sharp	 improvement	 in	 the	 terms	 of	 trade.	
Norwegian	 commodity‐based	 exports,	 in	 particular	 oil,	
command	 high	 prices	 on	 the	 world	 market.	 Import	 prices	
have	fallen	in	step	with	new	producer	countries'	entry	to	the	
markets	for	consumer	goods.		

The	Norwegian	economy	is	vulnerable	to	a	weakening	of	the	
terms	 of	 trade.	 Many	 firms	 are	 already	 struggling	 with	 a	
high	 cost	 level	 and	 a	 stronger	 Norwegian	 currency	 in	
stagnating	 markets,	 while	 the	 petroleum	 sector	 and	 sub‐
suppliers	 to	 this	sector	are	enjoying	buoyant	earnings.	The	
oil	price	is	of	particular	significance.	A	lasting	decline	in	the	
oil	price	will	 result	 in	 low	activity	 in	 the	petroleum	sector,	
and	will	hit	Norwegian	firms	that	deliver	goods	and	services	
to	the	petroleum	industry	both	on	the	Norwegian	shelf	and	
abroad.	 Lower	 international	 demand	 and	 a	 lower	 oil	 price	
will	 weaken	 corporate	 earnings	 and	 increase	 banks'	 loan	
losses.	 Impaired	 corporate	 earnings	 may	 in	 turn	 lead	 to	
higher	unemployment	and	reduced	consumption,	which	will	
further	 intensify	 the	 decline	 in	 corporate	 earnings.	 A	
pronounced	 cyclical	 downturn	 will	 severely	 compromise	
corporate	 debt‐servicing	 capacity	 and	 bring	 a	 substantial	
increase	in	banks'	loan	losses.		

Since	the	financial	crisis	in	2008	international	interest	rates	
have	 been	 extremely	 low.	 International	 rates	 are	 expected	
to	remain	low	for	some	time,	as	reflected	in	the	Norwegian	
rate	 level.	 Low	 unemployment,	 strong	 income	 growth	 and	
low	 interest	 rates	 have	 contributed	 to	 record‐high	 house	
prices	 and	 household	 indebtedness.	 The	 growth	 in	 house	
prices	 and	debt	 continues	 to	outstrip	 growth	 in	household	
incomes.	A	significant	portion	of	household	debt	is	interest‐
only,	 and	 the	 great	majority	 of	mortgages	 granted	 carry	 a	
floating	 interest	 rate.	 These	 factors	 render	 households	
vulnerable	 both	 to	 increased	 unemployment	 and	 higher	
interest	 rates.	 An	 interest	 rate	 hike	 will	 significantly	
increase	 households'	 interest	 burden.	 Very	 many	
households	 would	 need	 to	 devote	 a	 large	 portion	 of	 their	
income	to	interest	and	instalment	payments.	

Households'	expectations	of	 lasting	 low	 interest	rates,	high	
employment,	 a	 high	 oil	 price	 and	 strong	 income	 growth	
could	 readily	 turn	 to	 pessimism	 and	 economic	 setback.	
Weakened	confidence	in	the	Norwegian	economy	could	lead	
to	 a	 fall	 in	 house	 prices	 or	 intensify	 an	 incipient	 decline,	
triggering	 substantial	 financial	 consolidation	 in	 the	
household	 sector.	 Knock‐on	 effects	 to	 the	 wider	 economy	
may	be	substantial,	and	banks'	loan	losses	will	rise.	In	recent	
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years	 substantial	 labour	 immigration	 has	 increased	 the	
demand	 for	 housing.	 Developments	 elsewhere	 in	 Europe	
show	 that	 large	 numbers	 of	 labour	 immigrants	 are	mobile	
and	 relocate	 in	 response	 to	 changing	 economic	 conditions.	
Such	development	 in	Norway	could	 trigger	or	exacerbate	a	
negative	trend	in	the	housing	market.	

In	many	 countries	 there	 is	 concern	 that	 banks,	 partly	 as	 a	
result	 of	 higher	 capital	 requirements	 and	 loan	 losses,	 will	
tighten	 their	 creditworthiness	 assessments	 and	 thereby	
intensify	the	economic	decline.	At	the	same	time	substantial	
risk	 attaches	 to	 investments	 in	 the	 securities	 markets.	
Fluctuations	 in	 equity	 markets	 are	 substantial,	 and	 the	
general	 interest	 rate	 level	 is	 very	 low.	 Internationally	 the	
profitability	 of	 banks,	 pension	 managers	 and	 other	
institutional	investors	is	under	pressure.	Low	rates	of	return	
in	money	and	bond	markets	may	prompt	these	institutions,	
and	 also	 households,	 to	 assume	 higher	 investment	 risk	 in	
order	 to	 achieve	 higher	 return.	 Risk	 premiums	 on	 many	
money	market	instruments	and	bonds	may	have	fallen	by	a	
larger	 margin	 than	 the	 economic	 uncertainties	 would	
suggest.	 In	 the	 longer	 term	 the	 search	 for	 yield	 may	
heighten	 the	 risk	 of	 a	 mismatch	 between	 return	 and	 risk.	
Should	such	a	situation	persist	for	several	years,	the	risk	of	a	
setback	and	falling	prices	in	securities	markets	will	increase.	

There	is	much	uncertainty	in	the	world	economy	in	general,	
and	 particular	 uncertainty	 attends	 the	 banking	 sector	 in	
several	 countries.	 Growing	 international	 turbulence	 and	
intensified	uncertainty	 regarding	banks'	 economic	position	
may	 lead	 to	 liquidity	problems	among	 international	banks.	
Such	 a	 development	 would	 immediately	 heighten	 Norwe‐
gian	banks'	liquidity	risk,	as	witnessed	in	autumn	2008.	

BANKS 
EARNINGS, FINANCIAL SOUNDNESS AND FUNDING 
Norwegian	 banks	 posted	 good	 performances	 in	 2012,	 as	
previously.	 Net	 interest	 revenues	 were	 stable,	 cost	 levels	
were	 reduced	 and	 loan	 losses	 were	 lower	 than	 in	 2011.	
Much	 of	 the	 net	 profit	 was	 retained,	 and	 this,	 along	 with	
stock	 issues,	 strengthened	 banks'	 financial	 positions	 in	
2012.	 All	 Norwegian	 banks	 fulfil	 the	 target	 of	 a	 minimum	
common	equity	tier	1	ratio	of	9	per	cent,	and	only	a	minority	
were	 below	 the	 10	 per	 cent	 mark.	 Norwegian	 banks	 have	
been	 little	 affected	 by	 the	 turbulence	 in	 European	 loan	
markets	in	the	period	following	the	financial	crisis.	Since	the	
breakdown	 of	 international	 money	 and	 capital	 markets	 in	
autumn	2008	Norwegian	banks	have	had	access	 to	market	
funding,	 although	 credit	 spreads	 on	 bond	 yields	 have	 at	
times	 been	 high.	 Bank	 debt	 maturities	 have	 lengthened.	
Covered	 bonds	 have	 become	 a	 highly	 important	 funding	
source	for	Norwegian	banks.		

Thus	 far	Norwegian	banks	have	not	 experienced	problems	
of	 note.	 High	 activity	 in	 the	 Norwegian	 economy	 and	 low	

interest	 rates	 are	 curbing	 loan	 losses.	 In	 boom	 conditions	
with	 a	 high	 oil	 price,	 along	 with	 international	 uncertainty	
and	 low	 interest	 rates	 it	 is	 particularly	 important	 for	
government	 authorities	 and	 banks	 alike	 to	 apply	 a	 long‐
range	 perspective	 to	 their	 risk	 assessments.	 Banks'	
assessments	 of	 borrowers'	 creditworthiness	 must	 make	
allowance	for	a	future	cyclical	turnaround	and	interest	rate	
hike.	

Finanstilsynet	 conducted	 a	 large	 number	 of	 on‐site	
inspections	 of	 banks	 and	 finance	 companies	 in	 2012.	
Particular	attention	was	given	to	credit	and	liquidity	risk	at	
these	 inspections,	 and	 a	 close	 look	was	 taken	 at	 segments	
and	 portfolios	 affected	 by	 the	 financial	 crisis.	 Norwegian	
banks	 have	 substantial	 exposure	 to	 shipping	 and	
commercial	 property,	 and	 these	 segments	 along	 with	
acquisition	finance	received	special	attention.	

HOME MORTGAGE LENDING PRACTICE 
Finanstilsynet's	 guidelines	 for	 home	 mortgage	 lending,	
introduced	 in	 2010,	were	 tightened	 in	 2011.	 The	 object	 of	
the	 guidelines	 is	 threefold:	 to	 protect	 the	 individual	
consumer,	 to	 protect	 the	 individual	 institution	 and	 to	
contribute	 to	 financial	 stability.	 The	 guidelines	 require	
lenders	 to	 conduct	 comprehensive,	 thoroughgoing	
assessments	 of	 borrowers'	 creditworthiness.	 Loans	 for	
residential	purposes	should	not	as	a	rule	be	granted	unless	
the	 borrower	 has	 the	 funds	needed	 to	 cover	 normal	 living	
expenses	 after	 an	 interest	 rate	 increase	 of	 five	 percentage	
points,	and	loans	should	not	normally	exceed	85	per	cent	of	
property	value.	Instalments	should	be	paid	where	the	loan‐
to‐value	 ratio	 is	 higher	 than	 70	 per	 cent.	 Finanstilsynet	
checked	compliance	with	 the	guidelines	 in	2012	by	way	of	
on‐site	 thematic	 inspections	 and	 surveys,	 and	 banks	 have	
largely	 adjusted	 to	 the	 guidelines.	 There	 is	 still	 room	 for	
improvement,	however,	and	Finanstilsynet	will	check	banks'	
compliance	with	the	guidelines	for	prudent	lending	practice	
in	the	period	ahead.	

FURTHER STRENGTHENING OF FINANCIAL 
POSITIONS TO MAKE BANKS MORE ROBUST 
The	 lending	and	property	bubble	of	the	mid‐1980s	and	the	
ensuing	 banking	 crisis	 underscored	 the	 importance	 of	
viewing	 bank	 supervision	 and	 the	 macroeconomy	 in	
conjunction.	A	lesson	learned	was	the	need	to	build	buffers	
in	good	times.	In	the	period	since	the	international	financial	
crisis,	 authorities	 and	 banks'	 lenders	 have	 increased	 their	
requirements	 on	 banks'	 solidity.	 This	 poses	 a	 challenge	 to	
countries	 in	 recession	 since	 it	may	 cause	 banks	 to	 tighten	
their	 creditworthiness	 assessments	 in	 order	 to	 trim	 their	
balance	 sheet,	 thereby	 exacerbating	 the	 economic	
downturn.	In	countries	enjoying	boom	conditions	and	rapid	
credit	 growth,	 such	 as	 Norway,	 on	 the	 other	 hand,	 higher	
capital	requirements	will	contribute	to	economic	stability.	
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Bank	 regulation	 is	 largely	harmonised	across	 the	EEA,	 and	
the	process	will	 continue	 further	once	 the	new	capital	 and	
liquidity	 requirements	 are	 adopted	 by	 the	 EU.	 Agreement	
has	 been	 reached	 in	 the	 EU	 on	 the	 new	 capital	 adequacy	
framework	 ሺCRD	 IVሻ.	 The	 Ministry	 of	 Finance	 has	 on	 this	
basis	proposed	new	statutory	rules	on	capital	requirements	
for	 Norwegian	 banks	with	 a	 view	 to	 entry	 into	 force	 on	 1	
July	2013	and	a	gradual	step‐up	in	the	period	to	2016.	There	
will	 be	 scope	 for	 national	 adjustments	 to	 accommodate	
specific	 national	 characteristics	 and	 economic	 conditions.	
This	 applies	 in	 regard	 to	 requirements	 on	 systemic	 risk	
buffers,	which	can	be	set	for	groups	of	institutions;	to	capital	
requirements	for	systemically	important	banks;	to	increases	
of	 the	 risk	 weights	 used	 in	 banks'	 models;	 and	 to	
supervisory	 authorities'	 determination	 of	 capital	
requirements	through	pillar	2.	This	scope	will	be	utilised	by	
Finanstilsynet	 to	 foster	 well	 capitalised,	 liquid	 Norwegian	
banks.	

Finanstilsynet	 has	 stressed	 the	 need	 for	 banks	 to	 adjust	
their	 business	 to	 the	 capital	 and	 liquidity	 requirements	 of	
CRD	IV	at	an	early	stage,	in	part	to	avoid	too	abrupt	a	switch	
to	 the	 new	 rules	when	 they	 take	 effect.	 In	 Finanstilsynet's	
assessments	 of	 banks'	 capital	 need	 ሺpillar	 2	 processሻ,	 the	
risk	 present	 in	 the	 individual	 bank	 and	 the	 risk	 in	 the	
economy	as	a	whole	are	taken	as	a	basis.	An	assessment	 is	
made	of	whether	banks'	capital	adequacy	and	future	capital	
planning	ensure	the	financial	soundness	needed	to	maintain	
normal	 lending	 activity	 across	 an	 economic	 downturn	
lasting	several	years.	Future	macroeconomic	developments	
and	the	associated	uncertainty	are	therefore	central	to	these	
assessments.	In	2012	Finanstilsynet	asked	a	series	of	banks	
to	raise	their	common	equity	tier	1	ratio.	At	several	of	these	
banks	the	board	of	directors	was	asked	to	reduce	dividend	
payouts	for	2012.	Further,	a	number	of	banks	were	asked	to	
establish	a	minimum	common	equity	tier	1	ratio.	

Internationally	there	has	been	a	wide‐ranging	discussion	on	
macroprudential	 supervision	 and	 suitable	 policy	
instruments,	 including	 a	 countercyclical	 capital	 buffer.	 The	
primary	purpose	of	a	countercyclical	buffer	is	to	strengthen	
banks'	 financial	position	 in	periods	of	strong	credit	growth	
so	 that	 they	 are	better	positioned	 to	withstand	an	 ensuing	
downturn	 accompanied	 by	 increased	 loan	 losses	 without	
being	compelled	to	cut	lending.	Systemic	risk	often	builds	up	
over	 long	 periods	 of	 time.	 In	 its	 enforcement	 of	 pillar	 2,	
Finanstilsynet	has	for	a	long	time	taken	into	account	the	risk	
factors	 underlying	 the	 introduction	 of	 a	 countercyclical	
buffer.	 An	 overall	 assessment	 of	 banks'	 capital	 need	 called	
for	 account	 to	 be	 taken	 of	 the	 risk	 posed	 by	 strong	 credit	
growth.	

The	 banking	 industry	 is	 preoccupied	 with	 a	 level	 playing	
field	 across	 the	EEA,	particularly	 in	 the	Nordic	 region,	 and	
that	requirements	on	capitalisation	and	liquidity	in	Norway	

should	 not	 be	 stricter	 than	 those	 imposed	 in	 other	Nordic	
countries.	Relative	competitive	conditions	are	an	important	
issue	 in	 assessments	 of	 regulatory	 measures	 and	
supervisory	practices.	However,	this	does	not	mean	that	any	
single	 element	 of	 the	 framework	 conditions	 must	 be	
identical	 across	 countries.	 Needs	 and	 basic	 premises	 vary	
from	one	country	to	the	next.	Robust	financial	and	liquidity	
positions	 will	 in	 the	 long	 run	 be	 a	 competitive	 advantage,	
not	a	disadvantage.	

LOW RISK WEIGHTS ON HOME MORTGAGE LOANS 
AND REQUIREMENTS ON UNWEIGHTED CAPITAL 
RATIO 
Banks	 are	 making	 increasing	 use	 of	 internal	 models	 to	
estimate	risk‐weighted	assets,	which	are	used	to	measure	a	
bank's	capital	adequacy.	 In	 its	approval	of	 internal	models,	
Finanstilsynet	 requires	 a	 broad	 database	 and	 robust	
estimates	 of	 model	 parameters.	 Risk	 weights	 for	 home	
mortgage	loans	are	low	in	the	case	of	banks	that	use	internal	
models.	 This	 is	 because	 the	 data	 underlying	 the	 models	
reflect	 the	 sound	 trend	 in	 the	 Norwegian	 economy.	
However,	 Finanstilsynet	 requires	 the	 banking	 crisis	 of	 the	
early	1990s	to	be	reflected	 in	 the	models.	On	that	occasion	
the	direct	 losses	on	 loans	 to	households	were	substantially	
lower	than	losses	on	loans	to	firms.	It	is	by	no	means	certain	
that	 this	 will	 be	 the	 case	 in	 future	 crises.	 Losses	 may	 be	
higher	if	future	crises	prove	longer	lasting	than	the	banking	
crisis	of	the	1990s.	In	that	event	the	negative	effects	on	the	
economy	will	also	result	in	higher	unemployment	and	larger	
income	decline	for	households.	

Risk	 weights	 are	 unlikely	 to	 capture	 systemic	 risk.	
Moreover,	 regardless	 of	 the	 soundness	 and	 robustness	 of	
estimation	 techniques,	 the	 models	 used	 will	 not	 make	
allowance	 for	 structural	 changes	 or	 future	 events	 that	 are	
not	 reflected	 in	historical	 data.	After	 reviewing	 the	models	
in	 2012,	 Finanstilsynet	 sees	 the	 need	 for	 adjustments	 to	
banks'	 risk	 models.	 Risk	 weights	 will	 in	 consequence	
increase.	 Finanstilsynet	 has	 provided	 the	 Ministry	 of	
Finance	 with	 assessments	 of	 possible	 approaches	 to	
increasing	risk	weights	under	CRD	IV.	

Finanstilsynet	 considers	 it	 important	 to	 continue	 the	
transitional	 floor	 on	 the	 risk	 weighted	 assets	 used	 for	
measuring	 minimum	 capital	 requirements,	 which	 entails	
that	 risk‐weighted	 assets	 cannot	 be	 set	 lower	 than	 80	 per	
cent	of	what	 they	would	have	been	using	 the	 standardised	
risk	weights	under	Basel	 I	ሺ50	per	cent	on	well	secured	on	
residential	 loans	 and	 100	 per	 cent	 on	 corporate	 loansሻ.	
International	efforts	are	under	way	on	measures	to	prevent	
the	 system	 for	 calculating	 capital	 requirements	 from	
impairing	actual	 financial	 soundness.	The	 introduction	of	a	
leverage	 ratio	 requirement	 is	 such	 a	 measure.	 Banks'	
unweighted	 equity	 ratio	 is	 included	 in	 Finanstilsynet's	
ongoing	assessments	of	banks'	financial	soundness.	
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ROBUST FUNDING AND COVERED BONDS 
Norwegian	 banks	 have	 financed	 substantial	 parts	 of	 their	
operations	in	the	money	and	bond	markets.	The	short‐term	
portion	 of	 this	 funding	 consists	 mainly	 of	 bank	 CDs	 and	
borrowings	 in	 interbank	 markets,	 while	 most	 of	 the	 long‐
term	funding	stems	 from	bond	issues.	A	substantial	part	of	
the	 overall	 market	 funding	 is	 from	 foreign	 sources.	 When	
the	 international	 loan	 markets	 collapsed	 in	 autumn	 2008,	
the	 turbulence	 immediately	 fed	 through	 to	 Norwegian	
banks'	market	funding,	which	proved	to	be	vulnerable.	The	
importance	of	robust	funding	and	good	liquidity	was	also	a	
lesson	 for	 Norwegian	 banks	 and	 authorities.	 Moreover,	
sound	 capital	 ratios	 served	 to	 reduce	 banks'	 liquidity	 risk	
and	eases	access	to	robust,	long‐term	funding.	

Finanstilsynet	has	introduced	institutional	reporting	of	two	
new	 ratios,	 the	 liquidity	 coverage	 ratio	 ሺLCRሻ	 and	 the	 net	
stable	 funding	 ratio	 ሺNSFRሻ,	 as	 from	2011.	Finanstilsynet's	
long‐term	 liquidity	 indicator,	 which	 has	 major	 features	 in	
common	with	 the	new	 funding	 indicator,	 has	been	used	 to	
monitor	banks'	liquidity	risk	since	2002.	The	need	for	larger	
liquidity	 buffers	 and	 long‐term,	 stable	 funding	 is	 pressed	
home	at	on‐site	inspections,	in	risk	assessment	of	banks	and	
in	the	Authority's	publications.		

Covered	bonds	have	provided	Norwegian	banks	with	more	
stable	 market	 funding.	 The	 covered	 bond	 market	 will	
continue	 to	 be	 important	 ahead.	 However,	 there	 is	 a	 risk	
that	 heavy	 dependence	 on	 covered	 bonds	 could	 intensify	
credit	contraction	 in	bad	times.	There	 is	also	a	danger	that	
the	 combination	 of	 low	 risk	 weights	 on	 home	 mortgage	
loans,	 access	 to	 favourable	 funding	 in	 the	 covered	 bond	
market	and	strong	price	growth	in	the	housing	market	may	
further	 intensify	 credit	 and	 house	 price	 growth	 in	 good	
times.	 Finanstilsynet	 expects	 Norwegian	 financial	
institutions	 to	 apply	 prudential	 considerations	 to	 their	
transfers	 of	 home	mortgage	 loans	 to	 covered‐bond‐issuing	
entities.	If,	 in	the	Authority's	view,	too	high	a	proportion	of	
mortgage	 loans	 is	 transferred,	 the	 question	 may	 arise	 of	
instructing	 individual	 institutions	 to	 limit	 their	 transfers	of	
home	mortgage	loans	to	residential	mortgage	companies	or	
of	 imposing	 higher	 capital	 charges.	 Such	 assessments	 will	
take	 both	 institution‐specific	 risk	 and	 systemic	 risk	 into	
account.	

LIFE INSURERS 
The	 positive	 trend	 in	 international	 financial	 markets	
brought	 improved	 profit	 performances	 for	 Norwegian	 life	
insurers	and	pension	funds	in	2012.	The	return	on	products	
carrying	 a	 guaranteed	minimum	annual	 rate	 of	 return	was	
higher	 than	 the	 guaranteed	 minimum,	 and	 fluctuation	
reserves	and	other	buffer	capital	were	strengthened.	A	large	
portion	 of	 net	 profits	 recorded	 in	 2012	 was	 used	 to	
strengthen	reserves,	putting	insurers	in	a	better	position	to	
meet	increased	insurance	liabilities	resulting	from	improved	

longevity.	

Although	 life	 insurers	 and	 pension	 funds	 increased	 their	
buffer	 capital	 in	 2012,	 they	 still	 face	 major	 challenges	 in	
terms	 of	 low	 interest	 rates,	 rising	 longevity	 and	 a	 high	
proportion	of	pension	products	carrying	a	minimum	annual	
guaranteed	rate	of	return	and	lifelong	benefits.	

Finanstilsynet	is	keeping	a	close	watch	on	risk	present	at	life	
insurers	 and	 pension	 funds	 through	 on‐site	 and	 off‐site	
supervision.	Companies	must	regularly	prepare	stress	tests	
illuminating	 their	 ability	 to	 meet	 current	 solvency	
requirements.	The	introduction	of	an	international	solvency	
framework	 ሺSolvency	 IIሻ	 is	 taking	 time,	 and	 will	 be	
implemented	 in	 2015	 at	 the	 earliest.	 Finanstilsynet	 is	
following	 the	companies'	adjustment	 to	 the	new	regime,	 in	
part	through	stress	tests	tailored	to	the	new	framework.	

With	a	view	to	ensuring	that	life	insurers	and	pension	funds	
have	 reserves	 sufficient	 to	 meet	 the	 increased	 obligations	
resulting	 from	 improved	 longevity,	Finanstilsynet	 in	March	
2013	established	new	mortality	 tariffs.	The	rules	allow	 the	
build‐up	of	 reserves	 to	 take	place	over	 time,	but	 the	build‐
up	 should	 not	 have	 a	 duration	 beyond	 five	 years.	 Surplus	
returns	 on	 policyholders'	 insurance	 assets	 can	 be	 used	 to	
increase	 insurance	reserves,	but	a	minimum	of	20	per	cent	
of	 the	 shortfall	 in	 reserves	 should	 be	 met	 by	 pension	
institutions'	equity.	

CONSUMER PROTECTION 
Consumer	protection	 is	 at	 centre‐stage	of	 the	 regulation	of	
the	 financial	 market	 and	 of	 the	 supervision	 of	 various	
providers	 of	 financial	 services	 such	 as	 banks,	 insurance	
companies	 and	 investment	 firms.	 Well	 capitalised,	 liquid	
financial	institutions	and	well‐functioning	financial	markets	
are	crucial	both	 to	society	and	 the	 individual	 consumer.	At	
the	 same	 time	 it	 is	 important	 for	 consumers	 to	 be	 well	
protected	when	purchasing	or	selling	financial	products	and	
property,	 and	 to	 be	 able	 to	 base	 their	 decisions	 on	 good	
information	 and	 impartial	 advice.	 The	 consequences	 of	
different	 investment	 choices	 may	 be	 vague	 and	 of	 major	
financial	 significance	 for	 the	 individual	 consumer.	
Investment	 advice	 is	 therefore	 regulated	 by	 law	 and	 is	 a	
licensable	business	subject	to	supervision.	

The	 international	 financial	 crisis	 underscored	 the	 need	 for	
consumer	 protection.	 Loan	 bubbles	 and	 bank	 crisis	 have	
inflicted	heavy	losses	on	society	and	individuals.	Moreover,	
many	private	individuals	have	lost	money	on	investments	in	
complex	 financial	products	after	receiving	poor	 investment	
advice	and	inadequate	information	on	costs,	risk	and	return.	

Finanstilsynet's	mortgage	lending	guidelines	are	designed	to	
protect	 the	 individual	 borrower.	 Households	 should	 not	
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take	 out	 loans	 larger	 than	 they	 are	 able	 to	 service	 in	 the	
wake	of	a	steep	interest	rate	hike.	Finanstilsynet	is	keeping	
an	 eye	 on	 banks'	 compliance	 with	 the	 guidelines	 through	
thematic	 inspections,	 ordinary	 on‐site	 inspections,	 and	
through	 banks'	 comprehensive	 reporting	 on	 their	 granting	
of	home	mortgage	loans.	

In	a	situation	of	low	deposit	rates	and	low	interest	rates	on	
money	 market	 instruments	 and	 bonds,	 there	 is	 a	 risk	 of	
ordinary	consumers	assuming	excessive	risk	in	the	quest	for	
higher	 return.	 There	 is	 also	 a	 danger	 that	 financial	
institutions	 will	 market	 more	 risk‐prone	 products.	
Finanstilsynet	is	keeping	a	close	watch	on	developments	 in	
this	 area,	 in	 part	 by	 checking	 compliance	 with	 the	 rules	
governing	the	provision	of	information	and	advice.	

In	 life	 insurance	 a	 gradual	 switch	 to	 defined	 contribution	
schemes	 is	 under	 way.	 In	 these	 schemes	 the	 policyholder	
bears	the	risk	posed	by	the	investment.	Schemes	with	a	high	
equity	component	may	achieve	a	high	long‐term	return,	but	
they	are	also	risky.	Finanstilsynet	expects	insurers	to	inform	
policyholders	 of	 the	 expected	 rate	 of	 return,	 risk,	 the	 link	
between	equity	component,	 risk	and	age,	and	management	
costs.	Advice	given	must	be	 impartial	 and	be	based	on	 the	
policyholder's	 income	 and	 wealth	 position	 in	 general	 and	
number	 of	 years	 to	 retirement	 age.	 Compliance	 with	 the	
requirements	 with	 regard	 to	 information	 and	 advice	 is	
particularly	 important	 where	 scope	 is	 given	 to	 convert	
existing	paid‐up	policies	to	new	unit‐linked	products.	 	
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of	a	"currency	war"	have	arisen.	This	led	the	G20	countries	
in	February	to	issue	a	joint	declaration	to	the	effect	that	the	
exchange	rate	will	not	be	used	as	an	instrument	of	economic	
policy.	Even	so	the	possibility	that	some	countries	will	take	
steps	 to	 devalue	 their	 currency	 cannot	 be	 ruled	 out.	 This	
increases	the	risk	of	protectionism	and	lower	global	growth.	

The	recession	in	the	wake	of	the	financial	crisis	has	caused	
several	 central	 banks	 to	 institute	 extraordinary	 measures.	
Interest	 rates	 are	 being	 kept	 very	 low,	 and	 markets	 are	
supplied	with	very	 large	volumes	of	 liquid	 funds.	The	scale	
means	that	previous	experience	cannot	be	drawn	as	a	guide	
to	 what	 will	 happen	 when	 these	 measures	 are	 reversed.	
Both	the	size	and	timing	of	the	reversal	are	uncertain.	

Emerging	 economies	 have	 played	 an	 increasingly	 central	
role	in	the	international	economy	in	recent	years.	Thanks	to	
its	export	structure,	Norway	has	benefited	from	high	growth	
in	 emerging	 economies,	 in	 particular	 China.	 If	 growth	 in	
these	 countries	 is	 not	maintained,	 there	will	 be	 a	 negative	
impact	on	the	oil	price	and	other	commodity	prices	that	are	
important	for	the	growth	in	the	Norwegian	economy.	

Norway's	 economy	 is	 solid,	 and	 forecasts	 indicate	 a	
continuing	 upturn.	 However,	 there	 is	 considerable	
uncertainty.	 A	 weaker	 than	 expected	 development	 of	 the	
world	 economy	 would	 also	 weaken	 the	 Norwegian	
economy,	 in	 the	 first	 instance	 through	 lower	 demand	 and	
prices	for	Norwegian	goods.	Recent	years'	favourable	trend	
in	 Norway	 is	 due	 inter	 alia	 to	 a	 hefty	 improvement	 in	 the	
terms	 of	 trade.	 Norwegian	 commodity‐based	 exports,	 in	
particular	oil,	are	selling	at	high	prices	on	the	world	market.	
Import	 prices	 have	 fallen	 in	 step	 with	 new	 producer	
countries'	 entry	 to	 the	 markets	 for	 consumer	 goods.	 The	
Norwegian	 economy	 is	 vulnerable	 to	 a	 weakening	 in	 the	
terms	of	trade.	Many	firms	are	already	struggling	with	high	
costs	and	a	strong	krone,	and	Norway	 is	marked	by	a	 two‐
track	 economy.	The	petroleum	 sector	 and	 sub‐suppliers	 to	
this	 sector	are	earning	well.	 The	oil	 price	 is	 of	 particularly	
large	 significance,	 and	 the	 Norwegian	 economy's	
dependence	on	the	petroleum	activities	is	growing.	A	lasting	
fall	in	the	oil	price	will	result	in	low	activity	in	the	petroleum	
sector	and	will	hit	Norwegian	 firms	 that	deliver	goods	and	
services	 to	 the	petroleum	business	both	on	 the	Norwegian	
shelf	 and	 abroad.	 The	 knock‐on	 effects	 to	 the	 mainland	
economy	 may	 be	 substantial.	 Lower	 demand	 will	 weaken	
corporate	 earnings.	 Weakened	 corporate	 earnings	 may	 in	
turn	 bring	 increased	 unemployment	 and	 reduced	
consumption,	 which	 will	 further	 intensify	 the	 decline	 in	
corporate	earnings.	

Of	 domestic	 factors,	 the	 high	 house	 prices	 and	 the	
unprecedented	 debt	 burden	 of	 Norwegian	 households	
represent	 the	 greatest	 risk.	 Forecasts	 suggest	 a	 further	
increase	 in	 house	 prices	 and	 debt	 alike	 in	 the	 years	

immediately	 ahead,	 and	 debt	 is	 growing	 faster	 than	
incomes.	This	trend	is	related	to	households'	expectations	of	
low	 interest	 rates,	 high	 employment,	 a	 high	 oil	 price	 and	
strong	income	growth.	Optimism	could	cause	households	to	
underestimate	the	danger	of	an	economic	setback.	A	setback	
could	trigger	a	loss	of	confidence	which	may	lead	to	a	fall	in	
house	 prices.	 Households'	 high	 and	 growing	 indebtedness	
heightens	their	vulnerability	to	an	interest	rate	hike.	

Norway	has	seen	considerable	labour	immigration	in	recent	
years.	 This	 has	 eased	 pressures	 in	 the	 economy	but	 at	 the	
same	 time	 led	 to	 heavier	 demand	 for	 housing.	 In	 urban	
pressure	 areas	 starts	 have	 in	 periods	 not	 kept	 up	 with	
population	growth,	thereby	further	pushing	up	house	prices.	
The	high	demand	and	the	rising	house	prices	may	prompt	a	
steep	 increase	 in	 housing	 construction.	 This	 could	 pose	 a	
risk	given	 the	 fact	 that	 some	60	per	cent	of	 the	population	
increase	 is	 due	 to	 immigration.	 Experiences	 from	 other	
European	 countries	 show	 that	 large	 sections	 of	 labour	
immigrants	relocate	when	economic	conditions	change.	Any	
reversal	 of	 net	 immigration	 could	 bring	 a	 housing	 surplus	
and	falling	prices	in	Norway.	

Commercial	 property	 accounts	 for	 the	 bulk	 of	 lending	 by	
Norwegian	banks	to	corporates.	Persistent	buoyant	growth	
in	consumption	and	employment	provides	good	framework	
conditions	 for	 commercial	 property.	 Should	 international	
growth	prove	 substantially	weaker	 than	 expected,	 demand	
for	 Norwegian‐produced	 goods	 will	 fall,	 employment	
growth	will	 slow	and	unemployment	may	 rise.	The	upshot	
could	 be	 lower	 consumption,	 which	 would	 reduce	 activity	
among	consumer	goods	and	services	producers	and	 impart	
negative	impulses	to	the	commercial	property	sector.	

The	 two	 largest	 banks	 in	 Norway	 have	 sizeable	 loans	 to	
Norwegian	and	foreign	firms	in	the	shipping	industry.	Some	
of	 the	 largest	 savings	 banks	 also	 have	 exposures	 to	 this	
industry.	 The	 market	 situation	 in	 traditional	 shipping	 has	
been	highly	demanding	 for	the	past	 four	years,	with	 falling	
capacity	 utilisation	 and	 freight	 rates.	 Although	 forecasts	
suggest	 an	 upswing	 in	 world	 trade	 ahead,	 the	 market	 is	
fundamentally	 weak	 after	 several	 years	 of	 high	 tonnage	
increment.	 For	 oil‐related	 shipping	 ሺoffshoreሻ	 too,	 risk	 is	
significant.	 High	 contracting	 activity	 both	 for	 supply	 ships	
and	rigs	in	recent	years	has	raised	capacity	in	the	market	by	
a	 sizeable	 margin.	 Fleet	 growth	 is	 expected	 to	 remain	
relatively	 high	 in	 the	years	 ahead.	 This	 could	put	pressure	
on	utilisation	ratios	and	rate	levels	alike.	A	lasting	lower	oil	
price	may	prompt	oil	companies	to	reduce	their	investments	
on	 the	 Norwegian	 continental	 shelf.	 This	 will	 reduce	
demand	 and	 result	 in	 weaker	 earnings	 in	 oil‐related	
shipping.	

The	securities	markets	are	of	vital	significance	to	Norwegian	
banks	 and	 insurers.	 The	 largest	 banks	 have	 substantial	
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market	 funding,	 and	 insurers	 have	 invested	 much	 of	 their	
portfolio	 in	 securities.	 The	 substantial	 uncertainties	 in	 the	
world	 economy	 make	 for	 nervous	 securities	 markets,	
latterly	 when	 Cyprus	 was	 compelled	 to	 seek	 financial	
support	from	the	EU	and	the	IMF.	Market	turbulence	and	the	
increased	uncertainty	often	lead	to	higher	risk	premiums	in	
money	and	bond	markets	and	declining	equity	markets.	This	
may	worsen	access	to,	and	raise	the	cost	of,	funding	for	the	
banks,	and	bring	a	decline	in	insurers'	earnings.	
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around	 1990.	 However,	 households'	 debt	 burden	 is	 even	
higher	today	than	on	that	occasion.	Additionally,	experience	
from	 other	 countries	 shows	 that	 downturns	 and	 falling	
house	 prices	 may	 be	 of	 longer	 duration	 than	 during	 the	
Norwegian	 banking	 crisis.	 Banks	 therefore	 need	 to	 make	
allowance	for	such	a	development	when	estimating	PD	and	
LGD.	 After	 reviewing	 banks'	 IRB	 models	 in	 2012,	
Finanstilsynet	will	require	adjustments	to	be	made	to	banks'	
models	for	estimating	PD	and	LGD.	

Risk	 weights	 for	 home	 loans	 at	 Norwegian	 banks	 using	
internal	risk	models	currently	average	10‐13	per	cent.	Since	
the	Basel	I	floor	is	in	effect	for	almost	all	IRB	banks,	even	a	
substantially	 higher	 risk	 weight	 would	 be	 of	 limited	
significance	 for	 the	 capital	 requirement.	 The	 Basel	 I	 floor	
means	 that	 the	capital	 tie‐up	 for	new	home	 loans	 is	 just	as	
large	 as	 it	 would	 have	 been	 with	 a	 40	 per	 cent	 risk	
weighting,	i.e.	80	per	cent	of	the	Basel	I	weighting	of	50	per	
cent.	 The	 additional	 floor	 applies	 to	 the	 entire	 calculation	
base	 and	 cannot	 be	 precisely	 assigned	 to	 the	 respective	
types	 of	 exposure	 and	 be	 converted	 to	 an	 "effective	 risk	
weight"	for	home	mortgage	loans.	If	the	home	loan	weights	
increase,	 the	 effect	 of	 the	 additional	 floor	 will	 be	 reduced	
and	at	a	certain	level	disappear.	This	level	depends	inter	alia	
on	 corporate	weights	 and	 the	proportion	of	home	 loans	 in	
the	portfolio.	At	a	20‐25	per	cent	risk	weight	for	home	loans,	
the	 floor	 will	 no	 longer	 have	 any	 effect	 for	 the	 most	 IRB	
banks,	but	for	some	banks	with	low	corporate	weights	or	a	
large	element	of	home	loans,	the	floor	will	remain	effective	
at	a	35	per	cent	risk	weight.		

On	22	March	the	Ministry	of	Finance	presented	a	discussion	
document	recommending	tighter	risk	weights	for	IRB	banks'	
home	 mortgage	 loans.	 Four	 alternative	 solutions	 were	
outlined:	

1. A	 standard‐approach	 weight	 of	 35	 per	 cent,	 also	
for	IRB	banks	

2. A	lower	threshold	of	20	per	cent	for	average	LGD	
3. A	risk	weight	multiplier	
4. A	lower	threshold	of	25	per	cent	for	risk	weights	

Finanstilsynet	 model	 tightening	 will	 be	 considered	 in	
connection	with	the	ministry's	round	of	consultation.		

By	 tightening	 the	 risk	 weights	 for	 home	 loans,	 Norwegian	
authorities	 are	 utilising	 the	 national	 scope	 for	 action	
allowed	under	CRD	 IV;	 see	Theme	 I	Regulation	 for	 specific	
measures	 to	 dampen	 risk	 in	 the	 housing	 market	 in	
particular	 and	 systemic	 and	 macro	 risk	 in	 more	 general	
terms.	The	supervisory	authorities	are	also	responsible	 for	
considering	whether	 the	models	 provide	 robust	 estimates,	
for	 example	 whether	 margins	 of	 error	 are	 adequate	 in	
relation	 to	 the	 uncertainty	 inherent	 in	 historical	 data	 and	
the	 models.	 If	 the	 supervisory	 authorities	 find	 significant	
deficiencies	in	the	models	or	in	the	use	of	models,	they	must	

demand	 that	 such	deficiencies	be	 rectified	or	 that	 steps	be	
taken	to	limit	their	consequences.	The	latter	can	be	achieved	
by	imposing	stricter	capital	requirements.		

LIQUIDITY RISK 
Liquidity	risk	is	the	risk	that	a	bank	will	be	unable	to	honour	
its	obligations	to	depositors	or	other	creditors	as	and	when	
its	funding	falls	due	for	repayment.	The	residual	maturity	of	
banks'	 funding	 has	 increased	 since	 the	 financial	 crisis,	
slightly	 improving	 the	 match	 of	 funding	 maturities	 to	
lending	 maturities.	 This	 maturity	 transformation	 is	 an	
important	function	in	banks'	operations,	but	renders	banks	
vulnerable	 if	 deposits	 and	 funding	 are	not	 renewed.	 In	 the	
first	 instance	 liquidity	 risk	 is	 related	 to	 the	 ongoing	
refinancing	 need	 in	 national	 and	 international	 money	 and	
capital	 markets.	 Banks	 with	 high	 deposit‐to‐loan	 ratios,	
long‐term	 market	 financing	 and	 liquid	 assets	 are	 less	
vulnerable	to	market	turbulence.				

SITUATION IN THE MONEY AND CAPITAL MARKETS 
Conditions	 in	 the	 international	money	 and	 capital	markets	
improved	 in	 the	 final	 months	 of	 2012,	 and	 the	 positive	
development	 continued	 into	 2013.	 Thus	 far	 this	 year	 the	
situation	 in	 the	 markets	 is	 better	 than	 one	 year	 ago.	 The	
market	for	senior	bonds	was	accessible	to	more	banks,	and	
more	 European	 banks	 started	 in	 December	 2012	 and	
February	 2013	 early	 repayments	 of	 loans	 taken	 up	 under	
the	 European	 Central	 Bank's	 long‐term	 refinancing	
operation	 ሺLTROሻ.	 However,	 the	 situation	 in	 Europe	 is	
uncertain	 and	 could	 give	 rise	 to	 rapid	 changes	 in	
international	 financial	 markets	 and	 trigger	 renewed	
turbulence	which	may	affect	banks'	funding	opportunities.		

For	Norwegian	institutions	the	primary	market	for	covered	
bonds,	 both	 in	 NOK	 and	 other	 currencies,	 worked	 well	
through	 2012	 and	 into	 2013.	 This	 was	 also	 true	 of	 the	
Norwegian	 market	 for	 senior	 bonds.	 Access	 to	 short‐term	
funding	 was	 also	 ample,	 and	 the	 differential	 between	 the	
key	policy	rate	and	the	money	market	rate	fell	ሺchart	2.20ሻ.	

Use	 of	 covered	 bonds	 for	 long‐term	 funding	 has	 been	
advantageous	for	banks	due	both	to	investor	preferences	for	
safe	bonds	and	to	lower	risk	premium	mark‐ups.	Moreover,	
the	variation	in	yield	has	been	lower	in	the	case	of	covered	
bonds	 than	 senior	 bonds.	 Risk	 premiums	 dropped	 by	
relatively	 large	 margin	 in	 the	 final	 months	 of	 2012,	 and	
early	 in	 2013	 work	 at	 a	 lower	 level	 than	 prior	 to	 the	
turbulence	 in	 autumn	 2011	 ሺchart	 2.21ሻ.	 The	 interest	 rate	
on	 five‐year	 floating	 rate	 senior	 bonds	 and	 covered	 bonds	
has	 fallen	 by	 about	 100	 and	 45	 basis	 points	 respectively	
since	the	start	of	2012.	

In	 recent	 years	 banks	 have	 issued	 substantially	 higher	
amounts	in	covered	bonds	than	in	senior	bonds	ሺchart	2.22ሻ.	
Most	covered	bond	issues	by	Norwegian	banks	are	done	in	
the	international	capital	market.	The	volume	of	senior	bond		
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 40 FINANSTILSYNET RISK OUTLOOK 2013 

THEME I REGULATION 

A	number	of	regulatory	changes	are	under	preparation	in	the	
financial	 area.	 The	 EU's	 draft	 capital	 framework,	 CRD	 IV,	
proposes	stricter	capital	requirements	for	credit	institutions	
and	 investment	 firms.	 New	 solvency	 rules	 for	 insurers,	
Solvency	 II,	 are	 to	 replace	 current	 solvency	 margin	
requirements.	 The	 financial	 crisis	 has	 led	 to	much	 focus	on	
systemically	 important	 banks	 and	 crisis	 management	
systems.	 New	 rules	 have	 been	 drafted	 in	 both	 these	 areas.	
Rules	 have	 also	 been	 proposed	with	 a	 view	 to	 a	 safer	 and	
more	 transparent	 market	 for	 derivatives	 not	 traded	 on	 a	
stock	exchange	or	 regulated	marketplace	–	OTC	derivatives.	
In	 the	 accounting	 field	 new	 rules	 regulating	 loan	 loss	
assessment	and	accounting	treatment	of	insurance	contracts	
will	be	of	major	significance	for	financial	institutions.		

CRD IV – NEW PRUDENTIAL FRAMEWORK FOR 
CREDIT INSTITUTIONS AND INVESTMENT 
FIRMS 
CRD	 IV,	 implementing	 the	 new	 standards	 from	 the	 Basel	
Committee,	 Basel	 III,	 was	 adopted	 by	 the	 European	
Parliament	 on	 16	 April.	 The	 new	 framework	 is	 to	 be	
approved	by	the	European	Council	before	summer	and	will	
go	live	on	1	January	2014.	

CRD	 IV	 comprises	 a	 Regulation	 setting	 minimum	
requirements	 for	 various	 forms	 of	 capital,	 quantitative	
liquidity	 requirements,	 provisions	 on	 large	 exposures	 and	
disclosure	of	financial	information,	and	a	Directive	including	
licensing	 provisions,	 provisions	 on	 prudential	 supervision,	
on	 corporate	 governance	 and	 risk	 management	 at	
institutions	and	requirements	as	to	capital	buffers	in	excess	
of	minimum	requirements.	

The	 new	 capital	 requirements	 ensuing	 from	 Basel	 III	 and	
their	 impact	 on	 Norwegian	 institutions	 were	 discussed	 in	
Finanstilsynet's	 report,	 Financial	 Trends,	 in	 October	 2012.	
An	 update	 on	 areas	 in	which	 important	 clarifications	 have	
been	made	follows	below.	
	

SYSTEMIC RISK   
Member	 countries	 are	 required	 to	 identify	 globally	
systemically	important	institutions	ሺG‐SIIሻ	and	to	impose	on	
them	 a	 buffer	 comprising	 common	 equity	 tier	 1	 capital.	
Identification	 is	 to	 be	 based	 on	 criteria	 established	 by	 the	
Basel	 Committee.	 Five	 classes	 of	 rising	 buffer	 levels	 are	
established,	ranging	from	1	to	3.5	per	cent	of	risk‐weighted	
assets	 for	 capital	 requirements.	 The	 G‐SII	 buffer	 is	 to	 be	
introduced	stepwise	from	2016	to	2019.	

Member	countries	can	identify	other	systemically	important	
institutions	 ሺO‐SIIሻ	 and	 impose	 on	 them	 a	 buffer.	 The	
assessment	 criteria	 are	 similar	 to	 the	G‐SII	 criteria	but	 are	
tailored	 to	 the	 degree	 of	 systemic	 importance	 at	 member	
country	and	EU	level.	The	buffer	can	be	set	at	between	0	and	
2	 per	 cent	 of	 risk‐weighted	 assets.	 The	 European	
Commission,	the	European	Systemic	Risk	Board	ሺESRBሻ	and	
the	 European	 Banking	 Authority	 ሺEBAሻ,	 and	 affected	
member	 countries	 must	 be	 informed	 when	 buffers	 are	
introduced	 and	 revised.	 A	 banking	 group	 that	 qualifies	 for	
both	 an	O‐SII	 and	 a	 G‐SII	 buffer	 shall	 only	 take	 account	 of	
the	higher	of	the	two.	A	subsidiary	of	a	G‐SII	or	O‐SII	shall	be	
subject	 to	a	buffer	of	1	per	 cent	or	 the	 level	of	 the	group's	
overall	buffer	requirement,	whichever	is	higher.	

Member	countries	may	also	introduce	a	systemic	risk	buffer	
to	prevent	and	mitigate	"long‐term	non‐cyclical	systemic	or	
macro	 risk"	 that	 could	 lead	 to	 serious	 negative	
consequences	for	the	financial	system	and	the	real	economy.	
This	buffer	may	only	be	introduced	where	the	above	risk	is	
not	 already	 covered	 by	 the	 ordinary	 prudential	
requirements.	The	systemic	risk	buffer	may	be	 imposed	on	
institutions,	 or	 groups	 of	 institutions,	 that	 have	 relatively	
similar	 sectoral	 exposures	 or	 risk	 profiles.	 The	 above‐
mentioned	EU	bodies	and	affected	member	 countries	must	
be	informed	of	the	introduction	of	and	changes	to	the	buffer.	
Member	countries	may	set	buffer	levels	between	1	and	3	per	
cent	 of	 risk‐weighted	 assets.	 As	 from	 2015	 member	
countries	can	set	a	buffer	of	up	to	5	per	cent	for	exposures	
at	 home	 and	 outside	 the	 EEA.	Higher	 buffer	 levels	 require	
approval	by	the	European	Commission.	The	authorities	are	
expected	 to	 review	 the	 buffer	 requirement	 every	 second	
year.	 Requirements	 on	 systemic	 risk	 buffers	 apply	 in	
principle	 exclusively	 to	 the	 home	 country's	 institutions,	
while	 other	 countries'	 authorities	 can	 choose	 whether	 to	
impose	 a	 systemic	 risk	 buffer	 on	 their	 own	 institutions	
operating	in	the	country	ሺvoluntary	reciprocityሻ.	

For	 institutions	 eligible	 for	 both	 SII	 and	 systemic	 risk	
buffers,	the	Directive	draws	a	distinction	between	systemic	
risk	 buffers	which	 ሺiሻ	 only	 apply	 to	 exposures	 localised	 in	
the	home	country,	and	ሺiiሻ	systemic	risk	buffers	applying	to	
exposures	 localised	 both	 at	 home	 and	 abroad.	 In	 situation	
ሺiሻ	 banks	 are	 required	 to	 fulfil	 both	 requirements.	 In	
situation	ሺiiሻ,	on	the	other	hand,	banks	are	only	required	to	
take	 into	 account	 the	 larger	 buffer.	 An	 institution	 which	
does	 not	 fulfil	 the	 overall	 buffer	 requirements	 will	 be	
subject	 to	 restrictions	 on	 the	 distribution	 of	 its	 profit.	 The	
introduction	 of	 and	 changes	 to	 the	 buffer	 requirements	
must	be	published.	

NATIONAL DISCRETION 
In	addition	to	systemic	risk	buffers	and	buffer	requirements	
for	 national	 systemically	 important	 institutions,	 national	
authorities	 are	 also	 required	 to	 establish	 a	 countercyclical	
capital	 buffer.	 Further,	 national	 authorities	 are	 entitled	 to	
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impose	 on	 individual	 institutions	 or	 groups	 of	 institutions	
extra	capital	 requirements	based	on	 individual	or	 systemic	
factors	ሺPillar	2ሻ.	

Since	the	property	market	has	distinctive	national	features,	
the	 authorities	 can	 impose	 stricter	 requirements	 as	 to	 risk	
weighting	 of	 home	 mortgage	 loans	 and	 loans	 secured	 on	
commercial	property:	

 Standardised	approach:	Supervisory	authorities	assess	at	
least	annually	whether	the	criteria	and	risk	weighting	for	
home	loans	and	loans	secured	on	commercial	property	of,	
respectively,	35	and	50	per	cent	are	justified,	and	may	set	
a	 higher	 risk	 weight	 or	 lower	 cap	 on	 the	 loan‐to‐value	
ratio	ሺthan,	respectively,	80	and	60	per	centሻ	to	qualify	for	
these	weightings.	

 IRB	 approach:	 Supervisory	 authorities	 assess	 at	 least	
annually	whether	a	lower	threshold	for	average	loss	given	
default	 ሺLGDሻ	 for	 home	 loans	 of	 10	 per	 cent	 is	 justified,	
and	may	set	a	higher	lower	threshold.	

The	 assessments	 must	 be	 based	 on	 historical	 loss	
experience,	 market	 prospects	 ahead	 and	 the	 need	 for	
financial	 stability.	 These	 measures	 will	 apply	 to	 all	 loans	
secured	 on	 property	 in	 the	 country,	 regardless	 of	 the	
lender's	home	country.	

CRD	 IV	 permits	 national	 authorities	 to	 take	 special	
measures	 in	 response	 to	 increased	macro	 or	 systemic	 risk	
that	 may	 have	 major	 negative	 consequences	 for	 financial	
stability	 and	 the	 real	 economy.	 Among	 such	measures	 are	
higher	 capital/buffer	 requirements,	 tighter	 liquidity	
requirements	 and	 higher	 risk	 weights	 to	 counteract	
property	 market	 bubbles.	 Such	 measures	 can	 only	 be	
resorted	 to	 where	 other	 possibilities	 offered	 by	 the	
legislation	 have	 been	 exhausted.	 The	 measures	 must	 be	
assessed	by	 the	EBA,	ESRB	and	 the	European	Commission,	
and	be	 approved	by	 the	Council,	 although	 some	 tightening	
actions	may	 be	 taken	without	 approval.	 The	measures	 can	
last	for	up	to	two	years,	and	can	be	continued	for	one	year	at	
a	time.	

EQUITY CERTIFICATES  
It	was	previously	unclear	whether	equity	certificates	would	
fulfil	 the	 requirement	 that	 common	 equity	 tier	 1	 capital	
should	 cover	 the	 first	 loss	 and	 the	 proportionally	 largest	
portion	 of	 losses	 compared	 with	 all	 other	 capital	
instruments	 issued	 by	 the	 institution.	 A	 widespread	 view	
among	European	supervisory	authorities	has	been	that	such	
capital	 instruments	 in	 cooperative	 and	mutual	 institutions,	
savings	 institutions	 and	 similar	 institutions	 fulfil	 this	
requirement	even	though	the	contributors	of	the	capital	do	
not	own,	or	own	only	parts	of,	 the	retained	earnings	of	 the	
institution.	

Another	 precondition	 for	 equity	 certificates	 to	 qualify	 for	
inclusion	 as	 common	 equity	 tier	 1	 capital	 is	 that	 savings	
banks	 should	 be	 regarded	 as	 "savings	 institutions"	 under	
the	 supplementary	 provisions	 to	 be	 established	 for	
institutions	 that	 are	 not	 organised	 as	 limited	 liability	
companies.	 However,	 the	 proposed	 Regulation	 text	 makes	
clear	 that	 savings	 institutions	 and	 cooperative	 and	mutual	
companies	 that	 are	 licensed	 under	 national	 legislation	 in	
effect	 prior	 to	 31	 December	 2012	 can	 form	 a	 part	 of	 a	
grouping	 that	 is	 exempt	 from	 certain	 of	 the	 requirements	
regarding	common	equity	tier	1	capital.	

Hence	 Finanstilsynet	 assumes	 that	 equity	 certificates	 do	
fulfil	 the	 requirements	 on	 common	 equity	 tier	 1	 capital	
when	 account	 is	 taken	 of	 the	 exemptions	 in	 favour	 of	
institutions	 that	 are	 not	 organised	 as	 limited	 liability	
companies.	

BONUS ARRANGEMENTS  
The	 rules	 governing	 remuneration	 were	 tightened	 in	 CRD	
III.	 Norwegian	 regulations	 on	 remuneration	 at	 financial	
institutions	 entered	 into	 force	 on	 1	 January	 2011.	 The	
regulations	 require	 the	 composition	 of	 fixed	 and	 variable	
remuneration	 for	 senior	 employees	 to	 be	 balanced.	 The	
fixed	element	of	remuneration	must	be	sufficiently	high	for	
the	employer	to	be	able	to	refrain	from	paying	the	variable	
element	 of	 remuneration.	 The	 same	 applies	 to	 employees	
with	 functions	 of	 vital	 significance	 for	 the	 entity’s	 risk	
exposure,	employees	with	control	tasks	and	elected	officers.	
For	 the	CEO	and	members	of	management	 team	of	a	bank,	
variable	 remuneration	 cannot	 exceed	 half	 of	 the	 fixed	
remuneration.	 The	 latter	 provision	 is	 specific	 to	 Norway.	
CRD	 IV	 introduces	 a	 cap	 on	 variable	 remuneration	 of	 100	
per	 cent	 of	 fixed	 remuneration.	 This	 cap	 can	 be	 raised	 to	
200	 per	 cent	 by	 a	 qualified	 majority	 of	 the	 institution’s	
general	meeting.		

IMPLEMENTATION IN NORWEGIAN LAW 
On	 22	 March	 2013	 the	 Ministry	 of	 Finance	 presented	 a	
proposal	for	changes	to	the	financial	institutions	act	and	the	
securities	trading	act	to	enable	transposition	of	CRD	IV	into	
Norwegian	law.	The	proposed	changes	entail	that	the	capital	
and	 buffer	 requirements	 of	 CRD	 IV	will	 enter	 into	 force	 in	
Norway	 on	 1	 July	 2013.	 The	 ministry	 recommends	 a	
permanent	systemic	risk	buffer	of	at	 least	3	per	cent	and	a	
buffer	of	 2	per	 cent	 for	 systemically	 important	 institutions	
ሺwith	 authority	 to	 change	 these	 levels	 by	 regulationsሻ.	
Under	 transitional	 arrangements	 the	 systemic	 risk	 buffer	
will	 be	 at	 least	 2	 per	 cent	 in	 the	 first	 year,	 thereby	
continuing	 the	requirement	of	a	9	per	cent	common	equity	
tier	1	ratio	ሺthe	sum	of	the	minimum	requirement	of	4.5	per	
cent	plus	a	2.5	per	cent	conservation	buffer	plus	a	2	per	cent	
systemic	risk	bufferሻ.	The	buffer	for	systemically	important	
institutions	is	to	be	introduced	as	from	1	July	2015	and	will	
stand	 at	 1	 per	 cent	 the	 first	 year.	 The	 law	 proposal	 also	
provides	a	basis	for	implementing	the	more	detailed		
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NIBOR FIXING 
Nibor	 ሺNorwegian	 Interbank	 Offered	 Rateሻ	 states	 what	
interest	 rate	 Nibor	 banks	 would	 on	 average	 demand	 for	
unsecured	 loans	 in	 Norwegian	 kroner	 to	 other	 banks	 that	
are	active	 in	 the	money	market.	Nibor	 is	quoted	by	 the	six	
banks	 comprising	 the	Nibor	panel:	DNB	Bank	ASA,	Danske	
Bank,	 Handelsbanken,	 Nordea	 Bank	 Norway,	 SEB	 AB	 and	
Swedbank.	 Nibor	 is	 fixed	 daily	 at	 noon	 ሺCETሻ	 and	 is	
published	 for	 ten	 different	 maturities.	 The	 rates	 are	
estimates,	 and	 the	 panel	 banks	 are	 not	 obliged	 to	 quote	
prices	 matching	 their	 own	 Nibor	 quote.	 Nibor	 is	 an	
important	 benchmark	 rate	 and	 is	 used	 to	 price	 financial	
derivatives,	bonds	and	commercial	loans.	

Except	 for	 very	 short	 O/N	 and	 T/N	 transactions,	 the	
interbank	market	 in	Norwegian	kroner	 is	very	limited.	Due	
to	 lack	 of	 actual	 transactions,	 the	 panel	 banks	 have	
established	a	practice	where	Nibor	is	fixed	on	the	basis	of	a	
USD	rate	swapped	to	Norwegian	kroner.		

Since	 the	 financial	 crisis	 Nibor	 has	 been	 highly	 volatile	
compared	with	other	reference	rates	such	as	Libor,	Euribor,	
Stibor	and	Cibor	 ሺchart	1.5ሻ.	This	may	have	 contributed	 to	
reduced	 confidence	 in	 Nibor.	 Nibor's	 volatility	 can	 be	
explained	 by	 daily	 fluctuations	 in	 the	 forward	 exchange	
market.	 Large	 fluctuations	 are	 not	 uncommon	 in	Norway's	
small	 currency	 market,	 and	 are	 mostly	 explained	 by	
underlying	market	conditions.	For	example,	repayments	on	
large	 loans	 swapped	 to	 Norwegian	 kroner	 could	 move	
forward	 prices.	 However,	 high	 volatility	 can	 also	 make	 it	
easier	 to	 conceal	 manipulation	 of	 Nibor,	 and	 may	 lead	 to	
reduced	confidence	in	the	fixing	process.	

Finanstilsynet	 considers	 there	 are	 insufficient	 grounds	 to	
claim	 that	 Nibor	 has	 been	 subject	 to	 manipulation	 or	
attempted	 manipulation,	 but	 cannot	 give	 a	 definite	
conclusion	on	the	matter.	Since	there	is	no	clear	alternative	
to	 market‐based	 Nibor	 fixing,	 the	 fixing	 process	 needs	 to	
become	 more	 transparent	 and	 robust	 to	 manipulation.	
Finanstilsynet	 considers	 Nibor	 should	 be	 a	 private	
arrangement	in	which	the	banks	themselves	are	responsible	
for	the	code	of	conduct	and	the	fixing	process.	Finanstilsynet	
has	 recommended	 a	 number	 of	 measures	 to	 strengthen	
Nibor,	including:	

 The	panel	banks'	 responsibility	 for	quoting	Nibor	should	
be	stated	more	clearly	in	the	legislation.	

 In	 compliance	 with	 international	 proposals	 and	
guidelines,	 Finanstilsynet	 points	 to	 the	 need	 to	 impose	
requirements	on	the	panel	banks'	documentation,	logging	
and	control	of	fixing,	and	their	underlying	assessments.	

 The	 panel	 banks	 should	 carry	 out	 sensitivity	 analyses	
showing	 profit	 and	 loss	 effects	 on	 respective	 banks'	
results.	

 Clearer	 requirements	 should	 be	 set	 for	 the	 panel	 banks'	

internal	 organisation	 of	 the	 Nibor	 quotation	 in	 order	 to	
prevent	and	deal	with	any	interest	conflicts.	

 A	 separate	monitoring	 and	oversight	 body	 should	be	 set	
up	 to	 ensure	 that	 these	 functions	 are	 separate	 from	 the	
steering	 committee	 that	 establishes	 limits	 and	 rules	 for	
the	fixing	of	Nibor.	

 A	separate	body,	 independent	of	 the	steering	committee,	
should	 be	 established	 to	 evaluate	 approaches	 and	 tips	
regarding	 irregularities	 or	 manipulation	 of	 the	 fixing	
process.	

 The	 steering	 committee	 and	 the	 body	 that	 evaluates	
approaches	 and	 tips	 regarding	 irregularities	 or	
manipulation	 should	 have	 a	 broader‐based	 composition	
than	 at	 present	 and	 include	 members	 not	 representing	
panel	banks.	

According	to	Finance	Norway,	the	industry	itself	 intends	to	
initiate	 measures	 to	 strengthen	 the	 robustness	 of	 and	
confidence	in	Nibor.	

Finanstilsynet	 has	 pointed	 out	 that	 each	 bank	 has	 an	
independent	 responsibility	 for	 proper	 organisation	 and	
appropriate	market	conduct.	The	panel	banks	are	subject	to	
Finanstilsynet's	supervision.	Any	suspicion	of	market	abuse	
or	 breach	 of	 business	 or	 organisational	 rules	will	 be	 acted	
on.	Finanstilsynet	will	conduct	inspections	at	all	panel	banks	
in	the	course	of	the	second	quarter	of	2013.	The	inspections	
will	 include	 the	 banks'	 handling	 of	 interest	 conflicts	 and	
information.	

In	 collaboration	 with	 ESMA,	 the	 EBA	 has	 issued	
recommendations	for	strengthening	Euribor	fixing.	Further,	
the	EBA	recently	concluded	a	public	hearing	of	proposals	for	
principles	to	apply	to	financial	reference	rates	and	indices	in	
Europe.	 Finanstilsynet	 will	 consider	 the	 need	 for	 public	
regulation	based	on	 international	 recommendations,	which	
are	 under	 preparation,	 inspections	 at	 panel	 banks	 and	
proposals	 for	 reinforcing	 the	 Nibor	 fixing	 system	 to	 be	
drawn	up	by	Finance	Norway.	

SOLVENCY II – A NEW FRAMWORK FOR 
INSURANCE  
Risk‐based	 solvency	 rules	 for	 insurers,	 the	 Solvency	 II	
Directive,	were	adopted	in	2009.	Negotiations	on	changes	to	
the	Solvency	II	Directive	have	been	under	way	for	some	time	
through	the	Omnibus	 II	Directive.	Owing	 to	delays	 in	 these	
negotiations,	 the	Solvency	 II	 framework	will	not	enter	 into	
force	on	1	 January	2014,	as	previously	expected.	A	 revised	
timetable	 has	 yet	 to	 be	 established.	 In	 Finanstilsynet's	
assessment,	 full	 entry	 into	 force	 of	 Solvency	 II	 will	 take	
place	 on	 1	 January	 2015	 at	 the	 earliest.	 A	 further	 delay	
cannot	 be	 ruled	 out.	 The	 Solvency	 II	 Directive	 will	 be	
supplemented	 by	 implementing	 measures	 and	 technical	
standards	 and	 guidelines.	 A	 proposal	 for	 such	 provisions	
will	not	be	published	until	agreement	has	been	reached	on	
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Omnibus	 II.	 This	will	 be	 in	 the	 second	 half	 of	 2013	 at	 the	
earliest.	

The	 European	 Insurance	 and	 Occupational	 Pensions	
Authority,	EIOPA,	points	out	 that	 the	current	rules	are	risk	
insensitive	 and	 provide	 an	 inadequate	 basis	 for	
harmonisation	 between	 countries.	 EIOPA	 is	 therefore	
planning	 temporary	 measures	 to	 facilitate	 application	 of	
parts	of	the	Solvency	II	framework	as	from	2014.	This	could	
cover	 requirements	 on	 insurers'	 system	 of	 internal	
governance,	 the	 insurer's	 own	 risks	 and	 solvency	
assessment	 ሺORSAሻ,	 requirements	 on	 supervisory	 review,	
requirements	 on	 the	 pre‐application	 process	 for	 internal	
models	 and	 reporting	 requirements.	 On	 27	 March	 2013	
EIOPA	published	draft	 guidelines	 for	 a	public	 consultation.	
Finanstilsynet	attends	EIOPA	meetings	as	an	observer,	and	
plans	to	act	on	EIOPA's	guidelines	 for	 temporary	measures	
prior	to	the	entry	into	force	of	Solvency	II.	However,	closer	
consideration	will	 be	 needed	 once	 the	 concrete	 guidelines	
are	 finalised.	 EIOPA	 stresses	 that	 supervisory	 authorities	
should	 adopt	 a	 forward‐looking,	 risk‐based	 approach.	 In	
Finanstilsynet's	assessment	such	temporary	measures	could	
be	 implemented	 in	 Norway	 through	 adjustments	 to	
supervisory	processes,	without	the	need	for	changes	 to	the	
current	body	of	rules.	

Under	Solvency	II	insurers	can	apply	for	approval	of	internal	
models	 to	 compute	 the	 capital	 requirement	 or	 parts	 of	 it.	
Finanstilsynet	will	 continue	 the	pre‐application	process	on	
internal	 models	 with	 insurers	 that	 have	 developed	 such	 a	
model.		

In	 the	 first	half	of	2013	EIOPA	 is	assessing	 the	 impact	of	a	
number	of	the	proposals	under	discussion	in	the	Omnibus	II	
process.	These	are	key	proposals	associated	with	long‐term	
guarantees,	 which	 mainly	 cover	 various	 proposals	 for	
adjustments	 to	 the	 yield	 curve	 for	 discounting	 liabilities,	
with	a	view	to	reducing	the	fluctuations	in	 insurers'	capital	
and	capital	requirements.	The	results	of	the	calculations	will	
be	summarised	in	a	report	scheduled	for	publication	at	the	
end	of	June	2013.	The	results	will	constitute	a	key	basis	for	
further	negotiations	and	final	adoption	of	Omnibus	II.	

The	 various	 proposals	 regarding	 long‐term	 guarantees	
should	be	viewed	 in	 light	of	 recent	years'	developments	 in	
fixed	 income	markets.	The	decline	in	the	level	of	 long	rates	
has	 weakened	 the	 financial	 position	 of	 life	 insurers	 that	
have	 issued	 long‐term	 interest	 guarantees,	 and	 this	 will	
become	 visible	 under	 Solvency	 II.	 Hence,	 for	 many	 life	
insurers	 the	 capital	 requirement	 under	 Solvency	 II	 could	
prove	 significantly	 higher	 than	 under	 current	 rules.	 Some	
proposals	 regarding	 long‐term	 guarantees	 entail	
adjustments	 to	 the	 discount	 rate	 for	 liabilities	 in	 order	 to	
smooth	 fluctuations	 resulting	 from	 value	 changes	 of	
interest‐rate‐dependent	 assets	 such	 as	 government	 bonds.	
The	 proposals	 also	 cover	 extrapolation	 techniques	 to	

achieve	greater	stability	 in	 fixing	the	yield	curve	 for	 longer	
maturities.	 In	 addition,	 there	 is	 a	 proposal	 for	 a	 gradual	
switch	 from	 the	 existing	 discount	 rate	 ሺminimum	
guaranteed	interest	rateሻ	to	discounting	using	the	Solvency	
II	yield	curve.	

EMIR – REGULATION OF DERIVATIVES 
MARKETS 
The	European	Parliament	and	Council	adopted	a	Regulation	
on	 OTC	 derivatives,	 central	 counterparties	 and	 trade	
repositories	ሺEMIRሻ	in	July	2012.	The	Regulation	introduces	
a	 clearing	 obligation	 for	 eligible	 OTC	 derivatives	 and	 risk‐
mitigation	 techniques	 for	 OTC	 derivative	 contracts	 not	
cleared	 by	 a	 central	 counterparty.	 All	 eligible	 OTC	
derivatives	 are	 subject	 to	 a	 clearing	 obligation	 through	 a	
central	counterparty.	EMIR	regulates	central	counterparties	
established	 in	 the	 EU,	 as	 well	 as	 the	 European	 Security	
Markets	 Authority's	 ሺESMAሻ	 power	 to	 recognise	 central	
counterparties	established	in	third	countries.	EMIR	requires	
derivative	 contracts	 to	 be	 reported	 to	 a	 trade	 repository,	
and	 sets	 rules	 for	 ESMA's	 registration	 and	 supervision	 of	
such	repositories.	ESMA	 is	also	responsible	 for	 recognising	
third	country	trade	repositories.	

EMIR	 introduces	 a	 clearing	 obligation	 for	 financial	
institutions	 and	 private	 actors	 with	 regard	 to	 derivative	
contracts	 that	 are	 currently	 settled	bilaterally,	 for	 example	
various	currency	and	commodity	derivative	contracts.	In	the	
case	 of	 OTC	 derivatives	 not	 cleared	 by	 a	 central	
counterparty,	 the	parties	 to	 the	 transaction	must	exchange	
collateral	 and	 there	 must	 be	 effective	 processes	 for	 the	
confirmation	 of	 completed	 trades.	 The	 trade	 repository	 is	
required	 to	 publish	 aggregated	 information,	 and	 to	 make	
information	available	to	supervisory	authorities	and	central	
banks	 etc.	 The	 Regulation	 also	 contains	 rules	 on	 the	
authorisation	 and	 supervision	 of	 central	 counterparties	
since	 there	 is	 a	 need	 to	 ensure	 that	 these	 are	 financially	
sound	and	well	functioning.	

Other	 initiatives	 in	 the	 securities	 legislation	area	 in	 the	EU	
are	 a	 new	 legal	 framework	 for	 central	 securities	
depositories,	and	revision	of	MiFID,	and	a	new	body	of	rules	
on	securities	 law.	Together	with	EMIR	these	 initiatives	will	
be	 an	 important	 aspect	 of	 the	 EU's	 efforts	 to	 improve	 the	
security	 and	 robustness	 of	 the	 financial	 system	 and	 to	 lay	
down	 pan‐European	 rules	 for	 all	 systemically	 important	
infrastructure	entities	in	the	securities	area.	

ACCOUNTING RULES 
The	 International	 Accounting	 Standards	 Board	 ሺIASBሻ	 has	
launched	a	series	of	projects	to	take	a	closer	look	at	possible	
improvements	 to	 the	 international	 accounting	 standards	
ሺIFRSሻ.	The	IASB	published	in	March	2013	an	exposure	draft	
for	 expected	 credit	 losses	 on	 financial	 instruments	 ሺthe	
third	exposure	document	since	2009ሻ.	The	proposal	will,	 if	
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adopted,	 require	 a	 write‐down	 for	 expected	 credit	 losses	
over	the	coming	12	months	from	the	date	that	a	loan	is	first	
entered	 in	 the	 balance	 sheet,	 which	 is	 a	 major	 departure	
from	the	current	standard.	If	the	IASB's	proposal	is	adopted	
within	 a	 reasonable	 period	 after	 public	 consultation,	 entry	
into	 force	 in	 2017	 appears	 realistic.	 It	 is	 the	 EU	 that	 will	
decide	whether	the	new	standard	is	applicable	to	European	
companies,	 and	 from	 what	 date	 the	 standard	 will	 in	 the	
event	be	applicable.	

The	 IASB	 has	 under	 way	 a	 project	 on	 insurance	 contracts	
ሺIFRS	 4	 phase	 2ሻ.	 The	 object	 is	 to	 formulate	 a	 single	
principle‐based	 accounting	 standard	 for	 all	 types	 of	
insurance	 contracts.	 The	 current	 IFRS	 4	 is	 an	 interim	
standard	 that	 allows	 insurance	 companies	 to	 continue	
existing	 practice.	 The	 IASB	 published	 an	 exposure	 draft	 in	
July	2010	that	should	eliminate	inconsistencies	and	flaws	in	
current	practice	by	replacing	the	interim	standard.	A	model	
has	 been	 developed	 for	 measuring	 insurance	 liabilities	
based	 on	 the	 discounting	 of	 future	 cash	 flows	 from	
insurance	contracts,	adjusted	for	risk	with	the	addition	of	a	
residual	margin.	This	model	appears	to	stand	fairly	firm,	but	
the	IASB	has	seen	a	need	to	publish	a	revised	exposure	draft	
inviting	 comments	 on	 certain	 aspects	 of	 the	 proposal.	
Publication	 of	 the	 consultation	 document	 is	 scheduled	 for	
the	 first	 half	 of	 2013.	 If	 the	 IASB's	 proposal	 is	 adopted	
within	a	 reasonable	period	after	 completion	of	 the	hearing	
process,	entry	into	force	in	2017	appears	realistic.	Assuming	
EU	 approval,	 the	 new	 standard	 will	 be	 mandatory	 for	 the	
consolidated	accounts	of	listed	insurance	companies.	 	
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THEME III HOUSEHOLDS' 
FINANCIAL 
VULNERABILITY 

Household	debt	 is	 record	high	 and	 is	 still	 growing	quicker	
than	 incomes.	 The	 proportion	 of	 households	 with	 a	 high	
debt	 burden	 is	 rising.	 The	 interest	 burden	 is	 growing	 but	
remains	lower	than	prior	to	the	financial	crisis.	Despite	high	
saving,	financial	buffers	have	not	increased	in	relation	to	the	
debt.	 The	 corollary	 of	 high	 saving	 has	 been	 housing	
investment.	 The	 average	 income	 of	 persons	 on	 a	 start‐up	
mortgage	has	risen	considerably	in	recent	years.	

Loans	 to	 households	 ሺmainly	 home	mortgage	 loansሻ	make	
up	more	 than	 one	 half	 of	 banks'	 overall	 lending	 exposure.	
Banks'	 losses	 on	 loans	 to	 households	 are	 low	 in	 historical	
terms.	 However,	 changes	 in	 household	 demand	may	 be	 of	
crucial	 significance	 for	 banks'	 financial	 soundness	 and	 for	
financial	 stability.	 Experience	 from	 recent	 decades	 shows	
that	 where	 an	 economic	 setback	 compels	 households	 to	
substantially	 tighten	 consumption,	 the	 knock‐on	 effects	 to	
the	wider	economy	are	large.	Lower	demand	for	goods	and	
services	 contributes	 to	 weaker	 corporate	 debt‐servicing	
capacity,	and	in	the	next	instance	to	rising	losses	on	loans	to	
corporates.	 Unemployment	 rises,	 household	 incomes	 are	
weakened,	 consumption	 is	 further	 tightened,	 and	 the	
economy	may	enter	a	downward	spiral.	

HOUSEHOLDS' DEBT AND INTEREST BURDEN 
Between	 the	 turn	 of	 the	 century	 and	 the	 international	
financial	 crisis	 of	 2008,	 household	 debt	 grew	 substantially	
faster	 than	 household	 income.	 After	 a	 brief	 period	 when	
debt	developed	in	step	with	incomes,	the	debt	burden	ሺdebt	
in	proportion	to	incomeሻ	has	continued	to	grow,	albeit	at	a	
slower	pace	 than	prior	 to	 the	 financial	 crisis.	 In	 the	 fourth	
quarter	of	 2012	debt	was	 about	 twice	 the	 size	of	 incomes;	
see	chart	III.1.	The	increase	in	the	debt	burden	applies	to	a	
majority	 of	 households.	 Debt	 burden	measured	 as	 debt	 in	
relation	 to	overall	 income	shows	 that	an	 increasingly	 large	
proportion	 of	 households	 have	 a	 high	 debt	 burden7;	 see	
chart	 III.2.	The	rising	share	of	households	with	a	high	debt	
burden	 means	 that	 more	 households	 are	 increasingly	
vulnerable	 to	 income	 loss	 and	 interest	 rate	 hikes.	 The	
 
7 Norges Bank uses disposable income (chart III.1), whereas Statistics 
Norway uses aggregate income (chart III.2). Aggregate income is a gross 
concept that includes occupational income, capital income and private and 
public social security benefits. Disposable income is a net concept 
denoting overall income less tax, interest expenses and other expenses. 
Other expenses consist inter alia of transfers to other domestic sectors and 
abroad. Further, corrections are made for reinvested share dividend in 
2000-2005 and redemption/reduction of equity capital 2006-2015. Differing 
income concepts mean that Statistics Norway's debt burden figures are not 
comparable with Norges Bank's figures. 

proportion	of	households	with	debt	between	three	and	five	
times	 aggregate	 income	 has	 risen	 at	 the	 expense	 of	 the	
proportion	 without	 debt	 or	 with	 debt	 below	 or	 equal	 to	
aggregate	 income.	The	proportion	of	households	with	debt	
larger	than	three	times	aggregate	income	rose	from	9	to	15	
per	 cent	 from	 2004	 to	 2011.	 Further	 factors	 have	
contributed	to	the	increase	in	household	debt:	increased	use	
of	interest‐only	loans	ሺwhich	reduces	the	liquidity	burden	in	
the	 initial	 yearsሻ,	 equity	 release	 loans	 ሺenabling	 increased	
consumption	 particularly	 among	 the	 elderlyሻ,	 low	 interest	
rates	 and	 low	house	 taxes	 are	 among	 the	 factors	 that	may	
contribute	 to	 debt	 growing	more	 than	 income.	 Changes	 in	
Finanstilsynet's	 home	 mortgage	 lending	 guidelines	 have	
prompted	 tighter	 lending	 practice	 among	 banks,	 so	 that	
debt	 growth	 is	 lower	 than	 it	would	have	been	without	 the	
guidelines.	 According	 to	 survey	 carried	 out	 by	
Finanstilsynet,	 all	 banks	 in	 the	 survey	 had	 introduced	 a	
maximum	 loan‐to‐value	 ratio	 of	 85	 per	 cent	 in	 their	 in‐
house	guidelines.	

Interest	 rate	 increases	 between	 the	 mid‐2000s	 and	 the	
financial	 crisis	 led	 to	 a	 marked	 increase	 in	 households'	
interest	 burden	 ሺinterest	 expenses	 divided	 by	 disposable	
incomeሻ.	Sharp	reductions	in	key	policy	rates	after	the	onset	
of	 the	 financial	 crisis	 caused	 almost	 the	 entire	 increase	 in	
the	interest	burden	from	the	mid‐2000s	to	be	reversed	in	a	
single	year;	see	chart	III.1.	Although	the	interest	burden	has	
increased	 somewhat	 in	 recent	 years,	 it	 remains	 low	
compared	with	prior	to	the	financial	crisis.	This	is	due	to	the	
current	 low	 interest	 rate	 level	 which	 has	 improved	
households'	 debt‐servicing	 capacity.	 In	 the	 longer	 term,	
however,	households	must	expect	a	higher	interest	burden.	
According	 to	 Norges	 Bank's	 forecasts	 the	 interest	 burden	
will	increase	ahead,	but	will	at	end‐2016	still	be	lower	than	
the	 high	 level	 prior	 to	 the	 financial	 crisis.	 The	 forecasts	
assume	a	moderate	interest	rate	increase	from	a	 low	initial	
level.	A	future	interest	rate	in	line	with	the	level	prior	to	the	
financial	 crisis	 would,	 on	 the	 other	 hand,	 bring	 a	 sharp	
increase	in	the	interest	burden.	

HOUSEHOLDS' FINANCIAL BUFFERS 
Financial	 assets	 ሺbank	deposits	 and	 cash,	 insurance	 claims	
and	other	securitiesሻ	can	function	as	buffers	for	households	
in	economic	setbacks.	Both	 the	debt‐servicing	capacity	and	
willingness	to	consume	of	households	can	to	a	larger	extent	
be	 maintained	 when	 buffers	 are	 sound.	 The	 trend	 in	
households'	 financial	 assets	 indicates	 that	 households'	
financial	position	may	be	better	 than	 the	 trend	 in	 the	debt	
burden	 alone	 would	 suggest.	 Financial	 assets	 have	 largely	
kept	pace	with	debt	growth	over	the	period	1996‐2012;	see	
chart	III.3.	

However,	the	trend	in	aggregate	financial	assets	 in	relation	
to	 debt	 gives	 an	 incomplete	 picture	 of	 the	 size	 of	
households'	financial	cushion.	Different	financial	assets	have		
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Norway	 since	 the	 end	 of	 the	 1980s.	 However,	 levels	 vary	
widely	 from	 one	 industry	 to	 the	 next.	 In	 some	 segments,	
such	as	property,	a	relatively	long	asset	lifetime	is	the	norm,	
enabling	the	debt	commitment	to	be	spread	over	a	number	
of	 years.	 In	 other	 segments,	 for	 example	 retail	 trade	 and	
business	services,	asset	lifetimes	are	often	shorter.	

An	empirically	based	method	has	been	developed	to	project	
companies’	annual	accounts	at	the	individual	level	based	on	
estimates	 for	 central	 macro	 figures	 ሺincluding	 GDP,	 wage	
growth,	 interest	 rate	 level,	 property	 prices	 and	 lending	
growthሻ.	 This	 method	 is	 explained	 more	 closely	 in	 the	
following	box.		

|||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||||| 

STRESS TESTING IN BRIEF 

Introduction	
Stress	 testing	 of	 Norwegian	 non‐financial	 limited	 liability	
companies	 is	 based	 on	 assumptions	 for	 the	 future	
development	 of	 key	 macroeconomic	 variables.	 These	
variables	 are	 further	 linked	 to	 the	 companies’	 annual	
accounts	in	a	module	of	the	SEBRA	model.12		SEBRA	predicts	
the	probability	of	default	ሺPDሻ	one	year	ahead	in	time	based	
on	 information	from	the	companies’	annual	accounts.	PD	is	
then	multiplied	by	 the	 companies’	 interest‐bearing	debt	 to	
arrive	at	risk‐weighted	debt.	

More	on	the	transition	from	macro	variables	to	accounting	
variables	
The	 impact	 of	 various	 future	 scenarios	 on	 the	 companies'	
financial	position	is	quantified	using	estimated	correlations	
between	 macroeconomic	 variables	 and	 companies'	 annual	
accounts.	 Empirical	 analyses	 indicate	 that	 macroeconomic	
variables	 are	 to	 a	 relatively	 large	 extent	 reflected	 in	 non‐
financial	 companies'	 aggregated	 accounts.13	 	 There	 is	 for	
example	a	relatively	close	connection	between	the	trend	 in	
the	companies'	overall	operating	revenues	and	the	trend	in	
GDP,	 and	between	aggregate	wage	costs	and	overall	 actual	
wage	 growth	 in	 Norway.	 These	 correlations	 apply	 on	 an	
aggregated	 level.	 There	 will	 be	 differences	 between	
companies	 and	 industries.	 For	 example,	 the	 operating	
revenues	of	one	company	may	grow	in	step	with	GDP,	while	
others	will	grow	quicker	or	slower	than	GDP.	However,	the	
differences	 go	 both	 ways,	 and	 an	 average	 the	 method	
 
12SEBRA stands for System for EDB Based RegnskapsAnalyse 
(AccountingAnalysis). See Bernhardsen, E and K. Larsen, 2007. 
"Modelling of credit risk in the corporate sector – Refinement of the 
SEBRA model."** Penger og Kreditt (Norges Bank), 2/2007. Eklund, T., K. 
Larsen and E. Bernhardsen. 2001 "Model for analysis of credit risk in the 
corporate sector."** Penger og Kreditt (Norges Bank), 2/2001. For 
projection and stress test methodology see Bernhardsen, E. and 
Syversten, B.D. 2009. "Stress testing the Enterprise Sector's Bank Debt: A 
Micro Approach." International Journal of Central Banking, September 
2009. See footnote 10 for references to the SEBRA model. **In Norwegian 
only.  
13 See Bernhardsen and Syversten (2009). 

appears	to	be	well	suited	for	stress	testing	purposes.	

Selection	in	the	SEBRA	database	
The	 selection	 includes	 all	 Norwegian	 non‐financial	 limited	
companies	 that	 have	 filed	 their	 annual	 accounts	 with	 the	
Brønnøysund	 Register	 Centre,	 and	 for	 which	 the	 accounts	
contain	 sufficient	data	 to	 compute	probability	of	default	 in	
the	 SEBRA	 model.	 Types	 of	 company	 other	 than	 limited	
liability	companies	ሺfor	example	unincorporated	businesses	
and	sole	proprietorshipsሻ	and	companies	registered	abroad	
are	not	included.	In	total	about	two‐thirds	of	banks'	loans	to	
non‐financial	companies	are	included	in	the	selection.	

More	on	the	projections	
Technically	 speaking	 the	 projections	 take	 the	 following	
course:	 ሺiሻ	 selection	of	 benchmark	and	 stress	 scenario,	 ሺiiሻ	
transformation	of	the	benchmark	and	stress	scenario	to	the	
companies'	 annual	 accounts	 and	 ሺiiiሻ	 estimation	 of	 new	
probabilities	of	default	and	risk‐weighted	debt	based	on	the	
projected	 annual	 accounts.	 It	 is	 also	 possible	 to	 go	 a	 step	
further	by	making	estimates	 for	banks'	 loan	 losses	and	the	
effect	on	banks'	capital	adequacy.	However,	 in	this	analysis	
we	have	 focused	on	non‐financial	 companies'	 credit	 risk.	A	
further	description	of	ሺiሻ	–	ሺiiiሻ	follows	below.	

ሺiሻ	Selection	of	benchmark	and	stress	scenario	

Statistics	 Norway's	macroeconomic	 estimates	 are	 taken	 as	
the	benchmark	scenario.	The	stress	scenario	is	based	on	an	
economic	 downturn.	 The	 downturn	 scenario	 should	 be	
"serious	but	not	inconceivable".	In	many	cases	several	stress	
scenarios	 are	 employed	 to	 illustrate	 the	 effect	 of	 different	
downturn	 scenarios.	 In	 the	 stress	 tests	 in	 the	 present	
analysis,	 a	 basis	 is	 taken	 in	 the	 development	 of	 relevant	
macroeconomic	 variables	 during	 the	 banking	 crisis	 at	 the	
end	of	the	1980s	and	start	of	the	1990s.	

ሺiiሻ	 Transformation	 of	 benchmark	 and	 stress	 scenario	 to	
companies'	annual	accounts	

The	most	 central	 items	 in	 the	 companies'	 annual	 accounts	
are	 projected	 using	 the	 relevant	macroeconomic	 variables.	
As	mentioned	above,	empirical	analyses	indicate	a	relatively	
close	 correlation	 between	 the	 relevant	 macroeconomic	
variables	 and	 the	 relevant	 items	 in	 the	 companies'	
aggregated	annual	accounts.	The	same	percentage	change	in	
the	macroeconomic	 variables	 is	 posited	 for	 all	 companies.	
The	 projected	 accounts	 are	 consistent	 from	 an	 accounting	
vantage	point.		New	annual	accounts	are	produced	for	each	
individual	company	for	each	of	the	years	 in	the	benchmark	
and	stress	scenarios.	

	



THEME IV FINANCIAL VULNERABILITY OF NON-FINANCIAL COMPANIES 

 
 FINANSTILSYNET RISK OUTLOOK 2013 67

ሺiiiሻ	Calculation	of	probabilities	of	default	and	risk‐weighted	
debt	

Key	figures	from	the	projected	annual	accounts	are	used	in	
the	 same	 way	 as	 for	 the	 historical	 accounts	 to	 calculate	
probabilities	 of	 default	 in	 the	 SEBRA	 model.	 A	 new	
probability	 of	 default	 is	 calculated	 for	 each	 individual	
company	 in	 the	 benchmark	 and	 stress	 scenarios.	 Risk‐
weighted	 debt	 is	 arrived	 at	 by	multiplying	 probabilities	 of	
default	by	projected	interest‐bearing	debt.	

It	 should	 be	 noted	 that	 the	 selection	 is	 kept	 constant	
throughout	the	projection	period.	It	is	accordingly	assumed	
that	no	 company	goes	bankrupt	or	 is	wound	up	no	matter	
how	 weak	 the	 key	 figures	 in	 the	 annual	 accounts.	 Hence	
some	 companies	 will	 remain	 in	 the	 selection	 with	 an	
"unrealistically"	 high	 probability	 of	 default,	 and	 thereby	
push	 up	 the	 estimate	 for	 risk‐weighted	 debt.	 On	 the	 other	
hand,	a	bankruptcy	or	winding	up	will	cause	all	or	parts	of	
the	 creditors'	 loans	 to	 be	 written	 off.	 	 An	 unchanged	
selection	also	means	that	no	new	companies	are	included	in	
the	course	of	 the	projection	period.	New	start‐ups	have	on	
average	a	greater	likelihood	of	defaulting	or	going	bankrupt	
than	 established	 companies.	 	 It	 is	 difficult	 to	 quantify	 the	
effect	of	this	"disposal	and	addition	issue".		

In	chart	IV.1	and	in	the	ensuing	analyses,	Statistics	Norway's	
estimate	 for	 the	 trend	 in	 macro	 figures	 is	 taken	 as	 the	
benchmark	scenario.	Developments	through	the	Norwegian	
banking	crisis	at	the	end	of	the	1980s	and	start	of	the	1990s	
are	employed	as	the	stress	scenario;	see	table	IV.1.	

In	the	benchmark	scenario,	companies'	overall	earnings	and	
debt	increase	at	about	the	same	pace	in	the	period	to	2016	
ሺchart	 IV.1ሻ,	 entailing	 that	 overall	 debt‐servicing	 capacity	
remains	more	or	less	unchanged	in	this	period.	In	the	stress	
scenario,	earnings	weaken	substantially	while	debt	remains	
at	 about	 the	 same	 level,	 bringing	 companies'	 overall	 debt‐
servicing	 capacity	 below	 the	 lowest	 level	 seen	 during	 the	
banking	crisis	by	the	end	of	2016.		

Both	 the	 median	 company	 and	 the	 weakest	 companies	
ሺmeasured	 by	 debt‐servicing	 capacityሻ	 saw	 their	 debt‐
servicing	capacity	weaken	in	the	initial	years	of	the	financial	
crisis;	see	table	IV.2.	A	marginal	improvement	followed.	But	
debt‐servicing	 capacity	 was	 still	 weaker	 for	 the	 median	
entity	and	the	weakest	companies	at	the	end	of	2011	than	at	
the	 start	 of	 the	 financial	 crisis.	 Further,	 the	 weakest	
companies	had	about	the	same	debt‐servicing	capacity	as	at	
the	 start	 of	 the	 banking	 crisis.	 Hence	 they	 are	 no	 better	
placed	 now	 to	 tackle	 a	 period	 of	 impaired	 earnings	 than	
they	were	prior	to	the	banking	crisis.	

Table IV.1 Benchmark- and stress scenario. Percentage change from preceding year 

 Baseline scenario Stress scenario 

  2012  2013  2014  2015  2016  2013  2014  2015  2016 

Real economy                   

GDP  for  Mainland  (non‐oil) 
Norway at fixed prices 

3.5  2.6 3.1 2.8 2.8 1.4 ‐1.1  ‐1.5  0.9

                    

Interest rates and exchange rate       

Three‐month  money  market  rate 
(NIBOR) 

2.2  1.9 2.5 3.5 4.0 1.3 1.5  1.5  1.8

Banks'  average  lending  rate 
(companies) 

4.8  4.8 5.4 6.4 6.9 4.3 4.5  4.5  4.8

Nominal exchange rate (1‐44)  ‐1.2  ‐3.2  ‐1.1  0.5  1.7  2.9  0.6  0.6  ‐1.0 

        

Prices and wages       

Annual pay  4.0  3.8 3.9 4.1 4.5 1.9 1.0  2.1  2.3

Consumer prices, CPI  0.8  1.5 1.4 1.8 2.4 0.5 0.5  0.5  0.5

Commercial property prices  1.0  3.6  3.7  3.1  2.8  ‐2.5  ‐27.5  ‐4.3  ‐15.7 

                    

Credit                     

Credit to households  7.1  7.8  8.5  8.3  8.0  5.6  2.5  ‐1.8  ‐2.3 

Credit to non‐financial companies  6.7  7.8  7.5  6.8  6.5  3.4  ‐1.3  ‐3.7  ‐2.3 

Sources: SSB and Finanstilsynet 
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also	 risen	 substantially	 relative	 to	 households'	 overall	
consumption.	The	levels	of	these	ratios	are	now	higher	than	
they	 were	 at	 the	 start	 of	 both	 the	 banking	 crisis	 and	 the	
financial	 crisis.	 This	 also	 indicates	 that	 non‐financial	
companies	 are	 vulnerable	 to	 a	 slowdown	 of	 economic	
growth.	

An	 international	 analysis	of	 the	effect	of	debt	on	economic	
growth	 indicates	 that	where	non‐financial	 companies'	debt	
measures	more	than	about	90	per	cent	of	GDP	there	will	be	
a	negative	 impact	on	economic	growth.17	 	According	 to	 the	
analysis,	 Norwegian	 non‐financial	 companies'	 debt	
measured	 174	 per	 cent	 of	 GDP	 at	 the	 end	 of	 2010.	 The	
weighted	 average	 for	 the	 18	 countries	 was	 113	 per	 cent.	
Only	 Sweden	 ሺ196	 per	 centሻ,	 Spain	 ሺ193	 per	 centሻ	 and	
Belgium	 ሺ185	 per	 centሻ	 had	 a	 higher	 ratio	 value	 than	
Norway.	 The	 "overall	 debt	 burden"	 in	 Norway,	 i.e.	 debt	 of	
non‐financial	 companies,	households	and	 the	public	 sector,	
came	 to	 334	 per	 cent.	 This	 was	 higher	 than	 the	 weighted	
average	 of	 306	 per	 cent.	 Norway	 has	 relatively	 speaking	
little	 government	 debt,	 which	 is	 why	 the	 debt	 of	 non‐
financial	 companies	 and	 households	 pushes	 up	 the	 overall	
figure.	

	 	

	
inputs. Gross fixed investment shows acquisitions of new fixed capital, plus 
purchases minus sales of existing fixed capital. Fixed capital includes 
buildings, installations, vehicles, machinery and other production 
equipment. 
17 See Cecchetti, S.G., M.S. Mohanty and F.Zampolli. September 2011. 
"The real effects of debt". Bank for International Settlements (BIS). The 
analysis includes 18 countries, including the largest countries in the world 
and Norway. The figures used in the analysis are not directly comparable 
with the figures in chart IV.7 since the selection differs as do definitions of 
corporate debt. 
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least	 to	 the	 1930s.	 The	 basic	 issues	 being	 discussed	 are	
largely	the	same	now	as	then.	

FINANCIAL CRISES AND MOTIVATION FOR 
REGULATION 
Given	 the	banks'	 unique	 role	 in	 the	 economy,	 a	 collapse	of	
the	banking	system	would	bring	economic	activity	to	a	halt.	
The	 financial	 infrastructure	 is	 the	 bloodstream	 of	 the	
economy.	 For	 that	 reason	 the	 banks	 are	 subject	 to	 a	
comprehensive	system	of	regulation	and	supervision.	

Regulation	 and	 supervision	 are	 designed	 to	 ensure	 that	
institutions	 and	 markets	 distribute	 capital	 and	 risk	
efficiently	 and	 effectively.	 A	 goal	 is	 to	 ensure	 that	markets	
function	satisfactorily	in	normal	times,	but	it	 is	particularly	
important	 to	 avoid	 financial	 instability	 and	 systemic	
collapse	accompanied	by	bank	runs	and	credit	 contraction.	
Financial	 crises	 are	 very	 costly	 and	 have	 major	 negative	
long‐term	 impacts	 on	 the	 economy.	 Regulation	 and	
supervision	lessen	the	likelihood	of	financial	crises,	dampen	
fluctuations	 in	 the	 economy,	 protect	 depositors	 and	
borrowers,	and	help	to	maintain	confidence	in	the	economic	
system.	

THE FINANCIAL CRISIS, FINANCIAL STRUCTURE 
AND BANKING 
The	 business	 of	 banking	 can	 be	 divided	 into	 traditional	
banking	and	investment	banking.	The	former	is	in	principle	
taking	deposits,	 lending	money	and	transmitting	payments.	
Investment	banks	 engage	 in	market	making	 in	 a	 variety	of	
financial	instruments,	in	trading	for	own	account	in	financial	
instruments,	 active	 and	 passive	 securities	management	 for	
clients	 as	 well	 as	 lead‐managing	 securities	 issues	 and	
providing	guarantees	 in	the	primary	market	for	shares	and	
bonds.		

Banks	 that	 both	 engage	 in	 traditional	 banking	 activity	 and	
provide	 investment	 services	 are	 often	 termed	 universal	
banks	 or	 full	 range	 banks.	 Lending	 outside	 the	 ordinary	
banking	system	is	termed	shadow	banking.	In	their	lending	
activity,	banks	transform	short‐term	deposits	into	long‐term	
loans.	 Deposits	 are	 liquid	 whereas	 loans	 are	 tied	 up	 for	 a	
long	 period.	 Their	 core	 business	 imposes	 on	 banks	 credit,	
liquidity,	 interest	 rate	 and	 operational	 risks.	 Interest	 rate	
risk	is	however	normally	limited	for	Norwegian	banks	since	
interest	 rates	 on	deposits,	market	 funding	 and	 lending	 are	
largely	floating	rates.	

An	important	reason	why	the	international	financial	crisis	of	
2008	 acquired	 such	 a	 large	 scale	 was	 the	 increasing	
complexity	 and	 reduced	 transparency	 of	 corporate	
structures	 and	 use	 of	 instruments.	 These	 have	 not	 been	
prominent	 features	 in	 Norway,	 an	 important	 reason	 being	
Norwegian	 legislation	 which	 regulates	 conglomerates	 and	
the	 activities	 of	 institutions.	 For	 example,	 financial	
conglomerates	 must	 be	 based	 on	 the	 holding	 model.	 This	

prevents	 problems	 in	 the	 banking	 and	 finance	 arm	 of	 a	
conglomerate	from	feeding	through	to	the	insurance	arm	of	
the	 same	 conglomerate.	 Transactions	 between	 group	
companies	 are	 regulated.	 Moreover,	 the	 Norwegian	
legislation	 limits	 the	 activity	 of	 financial	 conglomerates	 to	
financial	and	insurance	business.	A	shadow	banking	system	
has	never	arisen,	one	reason	being	that	all	lending	activity	is	
subject	 to	 a	 licensing	 obligation.	Moreover,	 the	 authorities	
have	maintained	a	restrictive	attitude	to	securitisation.	

A	 further	 reason	 for	 the	 scale	 of	 the	 consequences	 of	 the	
financial	crisis	is	the	vigorous	growth	of	the	financial	sector	
relative	 to	 the	 real	 economy.	 For	 several	 years	 up	 to	 the	
financial	crisis,	banks'	total	assets	grew	significantly	quicker	
than	GDP	in	several	countries.	This	coincided	with	increased	
concentration	 in	 the	 banking	 industry	 and	 with	 the	
emergence	 of	 large	 financial	 institutions	 offering	 a	 broad	
range	of	financial	services	and	instruments.	The	mutual	ties	
between	 financial	 institutions	 strengthened,	 and	 liquidity	
risk	in	the	system	grew	up	to	the	onset	of	the	financial	crisis.	
A	 number	 of	 institutions	 gained	 such	 size	 that	 the	
consequences	of	the	failure	of	an	institution	would	have	had	
substantial	negative	real	economic	impacts.	

The	 ratio	 of	 banks'	 total	 assets	 to	 GDP	 in	 important	
industrialised	countries	has	risen	from	70	per	cent	to	more	
than	 200	 per	 cent	 on	 average	 for	 these	 countries	 over	 the	
last	50	years.	 IMF	studies	conclude	that	 increased	financial	
depth	has	a	positive	influence	on	economic	growth,	but	only	
within	given	 limits.	Where	the	ratio	of	credit	 to	the	private	
sector	 to	 GDP	 reaches	 80‐100	 per	 cent,	 further	 growth	 is	
negative	 for	 economic	 development	 according	 to	 the	
studies.	 This	 is	 consistent	 with	 earlier	 studies	 concluding	
that	where	 the	ratio	exceeds	100	per	cent,	 the	 fluctuations	
in	GDP	increase.18		

Complexity	 and	 size	 are	 important	 reasons	 for	 regulating	
the	structure	of	the	banking	system.	Regulation	of	financial	
market	 structure	 affects	 systemic	 risk	 directly	 and	 not	
indirectly,	as	for	example	where	the	regulator	seeks	to	limit	
systemic	risk	by	raising	capital	charges.	

Norwegian	banks'	core	business	is	in	traditional	banking.	In	
their	 income	 statements,	 revenues	 from	 this	 activity,	
regardless	 of	 bank	 size,	 are	 clearly	 the	 most	 important	
elements.	 The	 largest	 Norwegian	 banks	 also	 earn	
considerable	 revenues	 from	 investment	 banking.	 Even	 so	
this	 share	 of	 revenues	 for	 the	 Norwegian	 banking	 sector	
overall	is	a	small	proportion	of	total	revenues;	see	part	1	of	
this	chapter.	

 
18 Panizza, U, & Arcand, J-L, Berkes E: Too much finance?, IMF working 
paper 12/161 (2012); Easterly, W, Islam, R, Stiglitz J: Shaken and stirred, 
explaining growth volatility, Annual Bank Conference on Development  
Economics, World Bank (2000); Haldane A: On being the right size, Bank 
of England speech (2012). 
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LIMITS TO BANKS' OPERATIONS 
In	 several	 countries	 crises	 have	 led	 to	 legislation	
introducing	 a	 separation	 of	 traditional	 banking	 activity,	
which	 is	 important	 to	 protect,	 from	 other	 business	 which	
the	 legislator	 has	 not	 wished	 to	 place	 under	 a	 protection	
system.	The	Glass‐Steagall	legislation	in	the	US	is	a	pertinent	
example.	 Regulation	 in	 this	 field	 changed	 greatly	 in	 the	
years	 preceding	 the	 latest	 financial	 crisis.	 In	 addition	 to	
lending,	 banks	 in	 many	 countries	 were	 given	 the	
opportunity	 to	 assume	 sizeable	 risks	 in	 the	 securities	 and	
foreign	 exchange	 markets.	 The	 separation	 of	 traditional	
banking	from	investment	banking	was	dispensed	with.	

Now	 national	 supervisory	 authorities	 and	 international	
bodies	 are	 again	 discussing	 the	 merits	 of	 setting	 limits	 to	
what	 activities	 banks	 can	 engage	 in.	 An	 extreme	 variant	 is	
narrow	banking.19	 	Narrow	banks	 are	 the	 only	 institutions	
able	 to	 take	 deposits,	 and	 must	 place	 deposited	 funds	 in	
liquid	 assets	 or	 loans	 with	 low	 credit	 risk.	 Payment	
transmission	 would	 be	 an	 integral	 part	 of	 narrow	 banks'	
business.	

The	discussion	on	what	limits	should	apply	to	banking	is	an	
old	one.	After	 the	crisis	 in	 the	1930s	 it	was	pointed	out	by	
some	 observers	 that	 the	 authorities	 lacked	 control	 of	 the	
money	supply	and	that	banks'	credit	growth	intensified	the	
fluctuations	 in	 the	 economy.	 The	 original	 narrow	 banking	
proposal	in	the	1930s	entailed	that	banks	that	were	entitled	
to	take	deposits	from	the	general	public	would	be	compelled	
to	 invest	 all	 such	 funds	 in	 government	 securities,	which	 is	
identical	to	a	reserve	requirement	of	100	per	cent.	In	such	a	
system	banks	 cannot	 create	money	or	 credit.	 The	 risk	of	 a	
bank	 run	 is	 removed,	 and	 the	 need	 for	 deposit	 guarantee	
schemes	no	longer	applies.	In	addition,	the	risk	that	losses	in	
investment	 banking	business	will	 feed	 through	 to	 the	 core	
business	 is	 reduced.	 Non‐bank	 institutions	 would	 have	
provided	 loans	 to	 households	 and	 non‐financial	 firms.	
Funding	 of	 this	 business	would	 have	 been	 through	 capital	
markets	by	issuing	shares,	bonds	or	mutual	fund	units.20		

There	was	insufficient	support	for	a	narrow	banking	system	
in	the	US	in	the	1930s.	However,	the	banking	legislation	led	
to	the	establishment	of	a	system	of	deposit	guarantees	and	
to	 the	 prohibition	 for	 traditional	 banks	 to	 engage	 in	 own	
account	 trading	 in	 securities	 or	 to	 lead‐manage	 and	
underwrite	stock	and	bond	 issues.	The	US	Federal	Reserve	
acquired	 new	 statutory	 authority	 with	 regard	 to	 open	
market	 operations	 and	 liquidity	 reserve	 requirements.	

 
19 Often termed utility banking, which draws a direct link to utilities such as 
electricity and water supply. 
20 It is pointed out that excessive credit growth and growth in property 
prices can also take place under such a structure. Hence it is unclear 
whether even such a radical recommendation would have prevented the 
latest financial crisis. See for example: What do banks do, what should 
they do and what public policies are needed to ensure best results for the 
real economy? Adair Turner, March 2010. 

However	 the	 central	 bank	 could	 not	 introduce	 a	 reserve	
requirement	of	100	per	cent.	

INCENTIVES AND RISK TAKING 
Shareholders	 in	general	have	 limited	liability,	meaning	that	
they	 can	 leave	 their	 company	 to	 the	 creditors	when	 things	
go	 badly.	 Shareholders	 cannot	 lose	more	 than	 the	 value	 of	
their	 shares,	 whereas	 the	 opportunities	 for	 gain	 are	 in	
theory	 unlimited.21	 	 Shareholders	 can	 increase	 the	
company's	 risk	 by	 making	 actual	 operations	 more	 risk‐
prone	 or	 by	 increasing	 the	 company's	 debt	 ratio.22	 	 The	
creditors	 protect	 themselves	 by	 inserting	 restrictions	 in	
loan	 contracts	 that	 prevent	 shareholders	 and	management	
from	 taking	 excessive	 risk.	 Typically,	 loan	 contracts	 may	
contain	 requirements	 regarding	 equity	 ratio,	 the	 type	 of	
investments	 that	 may	 be	 carried	 out,	 restrictions	 on	
mortgaging,	 limits	 on	 dividend	 payouts	 etc.	 In	 addition,	
creditors'	 required	 rate	 of	 return	 contains	 a	 risk	 premium	
which	 varies	 over	 time	 and	 which	 dampens	 incentives	 to	
take	excessive	risk.23			

There	are	aspects	of	financial	institutions	which	strengthen	
owners'	 incentives	 to	 take	 excessive	 risk.	 Because	 the	
banking	 industry	 has	 grown	 so	 large,	 individual	 banks	 so	
important	and	banks’	importance	to	the	economy	so	pivotal,	
expectations	 have	 arisen	 of	 government	 support	 in	 crisis	
situations.	An	upshot	of	 this	 is	 that	 it	 is	 less	 important	 for	
creditors	to	monitor	financial	 institutions	and	to	charge	for	
the	 risk	 associated	with	 funding	 the	 banks.	Most	 countries	
have	 in	 addition	 established	 arrangements	 that	 guarantee	
depositors'	 funds	 up	 to	 given	 amounts.	 Guaranteed	
depositors	 have	 limited	 incentives	 to	 monitor	 banks,	 and	
the	rate	of	interest	on	deposits	is	normally	very	low.24			

Banks	 can	 increase	 risk	 by	 for	 example	 lending	 more	 to	
risky	projects	where	the	agreed	interest	rate	is	higher	than	
on	 securer	 projects	 or	 by	 raising	 the	 debt	 ratio.	 Through	
investment	 banking	 activity,	 banks	 can	 trade	 in	 financial	
instruments	 for	 own	 account	 and	 risk.	Moreover,	 financial	
institutions	 have	 limited	 incentives	 to	 factor	 in	 the	 risk	
generated	by	the	banking	system	as	a	whole.	An	example	is	
the	 strong	 increase	 in	 banks'	 funding	 of	 dwellings	 and	 the	
 
21 In the economic sense this is analogous with shareholders' call option 
on the company. The value of this option is a function of the company's 
risk. When risk increases, the value of the option increases because the 
shareholders' opportunities for gain expand and the creditors' bear the risk 
of things going wrong. 
22 Management often have the same incentives as shareholders. Bonuses 
may depend on share price trend, either because management are 
assigned call options on the company's shares or because they own 
shares in the company. 
23 It is difficult to entirely remove incentives to take excessive risk. This is 
because it is difficult to regulate all aspects of loan contracts and because 
monitoring adjustments made by shareholders and management is 
problematic. It is equally not possible for creditors to continually reprice a 
company's loans. 
24 Guarantee arrangements where the levies paid by banks are dependent 
on a bank's risk are not usual. Such a system would have reduced or 
removed the incentives to take excessive risk. In other words higher risk 
than would have resulted under perfect competition with full information, 
absence of explicit and implicit unpriced guarantees, and rational actors. 
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mutually	augmenting	effect	of	credit	growth	and	house	price	
growth.	

Deposit	 guarantee	 arrangements	may	 lead	 to	 banks	 taking	
excessive	 liquidity	 risk.	 The	 same	 can	 happen	 as	 a	
consequence	of	 central	 banks'	 role	 as	 lender	 of	 last	 resort.	
Both	banks	 and	banks'	 lenders	may	expect	 or	 assume	 that	
the	 central	bank	will	 supply	 the	 system	with	 liquidity.	The	
liquidity	 risk	 in	 traditional	 banking	 in	 general,	 and	 in	
investment	 banking	 and	 the	 shadow	 banking	 system	 in	
particular,	 is	 high	 since	 maturities	 for	 a	 large	 portion	 of	
market	 funding	 are	 very	 short.	 In	 this	 area	 too,	 the	
individual	bank	has	limited	incentives	to	take	systemic	risk	
into	 account.	 For	 example,	 the	 likelihood	 of	 financial	
institutions	 having	 to	 sell	 assets	 at	 cut	 prices	 rises	 if	
liquidity	 is	weak.	This	further	intensifies	a	decline	and	may	
lead	to	a	highly	detrimental	negative	price	spiral.	

A	 large	 funding	 advantage	 attends	 implicit	 and	 explicit	
credit	 and	 liquidity	 guarantees.	 Rating	 companies	 quote	
credit	 assessments	 for	 banks	 both	 with	 and	 without	
presumptive	 government	 support.	 The	 difference	 in	 credit	
assessment	 leads	 to	 a	 difference	 in	 average	 funding	 cost,	
which	 can	 be	 used	 to	 estimate	 the	 size	 of	 the	 funding	
advantage.	 The	 Bank	 of	 England	 has	 conducted	 such	
analyses	 and	 puts	 the	 cost	 saving	 at	 about	 50	 per	 cent	 of	
average	 pre‐tax	 profit	 for	 the	world's	 largest	 banks	 in	 the	
period	 2002‐2007.	 The	 size	 of	 the	 subsidies	 has	 risen	
significantly	 after	 the	 financial	 crisis	 when	 states	 injected	
substantial	funds	into	several	banks	to	avoid	bank	failures.25		

The	 separation	 of	 traditional	 banking	 from	 investment	
banking	 activities	 may	 weaken	 banks'	 incentives	 and/or	
opportunities	 to	 take	 excessive	 risk.	 Structural	 reforms,	
including	regulation	of	shadow	banking,	can	also	reduce	the	
risk	 of	 runs	 on	 the	 money	 market	 feeding	 through	 to	
traditional	banking.	In	addition,	higher	capital	requirements	
reduce	the	incentives	to	take	excessive	risk.	Equity	capital	in	
a	 firm	 has	 the	 same	 effect	 as	 excess	 in	 insurance.26	 	 High	
equity	 capital	 means	 that	 shareholders	 or	 policyholders	
must	 bear	 a	 significant	 portion	 of	 the	 losses	 and	 that	
creditors'	and	insurers'	risk	is	reduced.	Where	shareholders	
can	 lose	 significant	 sums,	 the	 will	 to	 take	 risk	 at	 the	
creditors'	expense	is	weakened.	

Both	 individual	banks	and	banking	systems	 in	general	may	
grow	excessively	 large	and	risk‐prone.	From	this	 it	 follows	
that	 measures	 to	 limit	 growth	 and	 complexity,	 and	 that	
underpin	greater	structural	simplicity,	may	be	of	advantage	
to	the	economy.	

 
25 Haldane, A: On being the right size (2012). 
26 This is a common way to reduce the problem of moral hazard, i.e. a 
change in behaviour after contract signing, which harms one of the parties. 

NEW REGULATION OF FINANCIAL MARKET 
STRUCTURE 
In	 November	 2011	 the	 European	 Parliament's	 decision	 to	
appoint	 a	 high‐level	 expert	 group	 to	 consider	 structural	
reforms	of	the	EU	banking	sector	was	published.	The	group	
was	 headed	 by	 Finland's	 central	 bank	 governor,	 Erkki	
Likaanen.	The	report	was	delivered	in	2012.	

The	 Likaanen	 group	 concluded	 that	 certain	 risk‐prone	
activities	must	be	separated	from	a	banking	group’s	deposit	
taking	bank	 ሺthe	deposit	bankሻ	 into	separate	 legal	 entities,	
and	that	new,	 improved	 legislation	for	capital	and	 liquidity	
etc	 was	 needed.	 Separation	 should	 include	 proprietary	
trading	 in	 financial	 instruments	and	other	activities	closely	
related	to	the	securities	and	derivatives	markets.	The	group	
recommends	that	loans,	lines	of	credit	and	unsecured	credit	
exposures	 to	 hedge	 funds,	 structured	 investment	 entities	
etc.,	and	investments	in	unquoted	shares	should	be	assigned	
to	 the	 investment	 bank	 entity	 ሺtrading	 entityሻ.	 Mandatory	
separation	 is	 recommended	 for	 activities	 representing	 a	
significant	 portion	 of	 the	 business,	 or	 where	 the	 activities	
are	 considered	 to	 be	 essential	 to	 financial	 stability.	 In	
addition,	the	group	recommends	that	only	the	deposit	bank	
should	be	 able	 to	offer	payment	 transmission	 services	 and	
finance	activities	by	offering	guaranteed	deposits.	Further,	it	
is	 recommended	 that	 hedging	 services	 for	 non‐bank	
customers	should	be	restricted	by	tight	risk	limits	relative	to	
equity	 capital	 in	 order	 for	 such	business	not	 to	 have	 to	 be	
transacted	 in	 the	 trading	 unit.	 However,	 guarantee	
provision	 linked	 to	securities	 issues	need	not	be	separated	
out.	 The	 separate	 deposit	 and	 trading	 units	 can	 function	
within	 a	 joint	 holding	 company	 structure.	 The	 group	
considers	that	this	ensures	banks'	continued	ability	to	offer	
a	 broad	 range	 of	 services	 to	 customers,	 that	 the	 same	
marketing	 organisation	 can	 be	 used	 and	 that	 customers'	
advantages	related	to	access	to	different	business	areas	can	
be	maintained.	

The	 Likaanen	 group	 states	 that	 the	 key	 object	 of	 the	
recommendations	 is	 to	 make	 the	 socially	 most	 important	
banking	 functions	 securer,	 less	 intermeshed	 with	 banks'	
trading	activities,	and	to	curb	central	government's	implicit	
and	 explicit	 interest	 in	 the	 investment	 banking	 arm	 of	
banking	 groups.	 Separation	 into	 different	 legal	 units	 is	
intended	 to	 simplify	 the	 structure	 of	 banking	 groups	 and	
promote	 transparency,	 thereby	 affording	 a	 better	basis	 for	
market	discipline	and	monitoring,	 recovery	and	resolution.	
According	 to	 the	 group,	 compulsory	 separation	 will	 in	
addition	 curb	 the	 incentives	 and	 opportunities	 to	 take	
excessive	risk	with	guaranteed	deposits,	isolate	losses	in	the	
trading	 unit	 from	 the	 deposit	 bank	 and	 limit	 central	
government's	 and	 deposit	 guarantee	 schemes'	 contingent	
liability.	Further,	separation	may	dampen	excessive	lending	
by	the	deposit	bank	to	other	financial	activities,	curb	the	ties	
between	 traditional	 banking	 and	 shadow	 banking	 and	
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assure	a	level	playing	field	for	investment	banking	activities,	
irrespective	 of	 whether	 they	 form	 part	 of	 a	 larger	 bank	
group	 or	 are	 carried	 out	 by	 an	 independent	 investment	
bank.	

In	 addition	 to	 separation	 as	 described	 above,	 the	 group	
suggests	that	further	separation	of	activities,	conditional	on	
recovery	and	resolution	plans,	would	need	to	be	considered.	
Further,	it	may	be	necessary	to	make	adjustments	in	the	use	
of	bail‐in	instruments,	to	review	capital	requirements	on	the	
trading	 portfolio	 and	 property	 loans,	 and	 strengthen	
steering	and	control	of	banking	business.	

The	 European	 Commission	 is	 currently	 considering	 the	
report	 and	 has	 completed	 a	 consultation	 round	 on	 the	
group's	recommendations	from	market	actors,	governments	
and	 supervisory	 authorities.	 It	 is	 still	 unclear	 whether	 the	
Likaanen	report	will	lead	to	regulatory	changes	in	the	EU.	

In	 the	 US	 new	 legislation	 ሺDodd‐Frank	 Actሻ	 based	 on	 the	
Volcker	 rule	 ሺafter	 an	 earlier	 central	 bank	 governorሻ	 will	
prohibit	 banks	 operating	 in	 the	 US	 from	 engaging	 in	
proprietary	trading	and	will	allow	them	only	limited	activity	
with,	or	exposure	to,	buyout	and	hedge	funds.	In	the	UK,	the	
Vickers	report	recommends	ring‐fencing	retail	banking.	

In	 Germany	 legislation	 is	 proposed	 that	 will	 require	 m	
deposit	 banks	 to	 separate	 out	 proprietary	 trading,	 lending	
and	guarantees	to	hedge	funds	and	high‐frequency	trading.	
The	 new	 legislation	 is	 scheduled	 for	 adoption	 in	 2014.	
Banks	must	have	 adjusted	 their	business	 to	 the	 separation	
requirement	by	July	2015.	The	German	proposal	is	followed	
by	 a	 corresponding	 French	 proposal.	 These	 proposals	 are	
based	on	the	Likaanen	group's	recommendations.	

The	 proposed	 legislation	 in	 this	 area	 introduces	 a	
distinction	 between	 traditional	 banking	 and	 investment	
banking.	 This	 will	 reduce	 the	 possibility	 for	 cross	
subsidisation,	 and	 the	 risk	 of	 problems	 spreading	 from	
investment	banking	to	traditional	banking	will	be	curbed.	A	
justification	 for	 this	 type	 of	 structural	 regulation	 is	 that	 it	
reduces	 the	 uncertainty	 in	 the	 system	 through	 simple	
regulation	of	 the	 system	as	a	whole.	 In	 the	debate	on	 such	
regulation	the	question	has	been	raised	whether	economies	
of	scale	related	to	banking	may	be	smaller.	How	large	such	
economies	 actually	 are	 is	 a	 moot	 point.	 Diseconomies	 of	
scale	 also	 attach	 to	 information	 and	management.	 Equally,	
several	studies	that	come	out	in	favour	of	economies	of	scale	
make	 no	 adjustment	 for	 implicit	 subsidies	 to	 large,	
systemically	important	institutions.	  
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THEME VI  
OCCUPATIONAL PENSION 
SYSTEM CHANGING 

Norway’s	 pension	 system	 has	 three	 tiers:	 old‐age	 pension	
from	 the	 National	 Insurance	 Scheme,	 occupational	 pension	
and,	where	 applicable,	 private	pension	 saving.	Occupational	
pension	 in	 the	 public	 sector	 is	 a	 "gross	 arrangement"	
whereby	 a	 member	 with	 full	 entitlement	 is	 guaranteed	 an	
overall	 benefit	 from	 the	 occupational	 pension	 plan	 and	
national	 insurance	 that	 is	 at	 least	 66	 per	 cent	 of	 pre‐
retirement	 income.	 Occupational	 pension	 in	 the	 private	
sector	 may	 be	 defined	 contribution	 or	 defined	 benefit,	 the	
latter	having	predominated	historically.	Defined	benefit	plans	
in	the	private	sector	are	"net	arrangements"	in	the	form	of	a	
mark‐up	to	the	national	 insurance	with	a	view	to	an	overall	
benefit	 level	 from	 occupational	 pension	 and	 national	
insurance	combined	equal	to	a	certain	percentage	ሺnormally	
50‐70	per	centሻ	of	pre‐retirement	income.			

2011	saw	the	introduction	of	pension	entitlement	based	on	
all	 years	 of	 service,	 and	 flexible	 retirement	 age	 under	 the	
national	 insurance	 system.	 Concurrently	 longevity	
adjustment	 of	 pension	 benefits	 was	 introduced	 such	 that	
either	benefits	 are	 reduced	 in	 step	with	 rising	 longevity	 in	
the	 population	 or,	 alternatively,	 the	 individual	 must	 work	
longer	 to	 achieve	 the	 same	 pension.	 The	 changes	 were	
designed	 to	 reduce	 the	 growth	 in	 national	 insurance	
expenditure	 on	 retirement	 pensions	 and	 to	 encourage	 the	
individual	 to	 stay	 at	 work	 longer.	 Public	 service	 pension	
plans	 were	 partially	 adjusted	 to	 the	 national	 insurance	
system	by	the	introduction	of	longevity	adjustment.	Private	
occupational	 pension	 plans	 were	 in	 the	 first	 instance	
accommodated	 by	 permitting	 flexible	 withdrawal	 of	
pension.	 The	 Bank	 Law	 Commission	was	 commissioned	 to	
review	 the	 need	 for	 further	 adjustments	 to	 the	 rules	
governing	occupational	pension	plans	in	the	private	sector.	

Adjustments	 to	 the	 national	 insurance	 system	 were	 the	
main	 justification	 for	 revising	 the	 legislation	 on	
occupational	 pensions.	 At	 the	 same	 time,	 defined	 benefit	
pension	 plans	 in	 the	 private	 sector	 have	 in	 recent	 years	
been	under	pressure	from	employers.	The	premium	needed	
to	fund	a	given	lifelong	benefit	in	the	future	is	unpredictable,	
and	 has	 moreover	 risen	 due	 to	 weaker	 rate‐of‐return	
prospects	and	rising	longevity.	The	accounting	rules	require	
firms	 to	 identify	 pension	 liabilities	 in	 their	 financial	
statements,	 and	 considerable	 amounts	may	 be	 involved.	 A	
number	 of	 employers	 have	 therefore	 opted	 to	 close	 their	
defined	benefit	pension	plans	and	replace	them	with	defined	
contribution	plans.	 In	 the	period	2006‐2012,	3700	defined	

benefit	 plans	 were	 closed	 and	 104,000	 employees	 were	
transferred	to	defined	contribution	plans.	

For	 life	 insurers	 and	 pension	 funds	 the	 risk	 attending	
defined	 benefit	 plans	 is	 significantly	 higher	 than	 they	
assumed	 when	 the	 contracts	 were	 written,	 when	 interest	
rates	were	higher	and	longevity	lower.	See	an	account	of	the	
need	for	provisioning	for	increased	longevity	in	chapter	3.	

Firms	 have	 adapted	 to	 the	 challenges	 by	 reducing	market	
risk	in	the	portfolio.	In	some	quarters	it	 is	pointed	out	that	
asset	 allocation	 under	 the	 defined	 benefit	 plans	 is	 not	
optimal	for	pension	saving	with	a	long	time	horizon.	At	the	
end	of	2012	the	equity	component	in	life	insurers'	collective	
portfolio	was	11	per	cent,	while	bonds	and	CDs	made	up	70	
per	 cent.	 Life	 insurers	have	 accumulated	 considerable	 rate	
of	 return	 risk	 on	 their	 products.	 In	 the	 current	 situation	
increased	 investment	 in	 risky	 assets	 presupposes	 higher	
buffers	to	meet	years	of	poor	return.	The	challenge	is	to	find	
other	 ways	 to	 distribute	 risk	 in	 the	 pension	 system	 that	
facilitate	a	more	appropriate	asset	composition	and	reduce	
businesses’	 and	 pension	 providers’	 vulnerability,	 at	 the	
same	 time	 as	 the	 individual	 has	 some	 certainty	 of	 an	
acceptable	level	of	pension.	

Over	the	past	year	the	Bank	Law	Commission	has	presented	
two	new	reports	proposing	changes	 to	 the	rules	governing	
occupational	 pension	 plans	 in	 the	 private	 sector.	 An	
important	object	of	the	recommendations	was	to	rework	the	
occupational	pension	rules	in	line	with	the	changes	made	to	
national	 insurance	 retirement	 pensions	 in	 the	wake	 of	 the	
pension	 reform.	 The	 Bank	 Law	 Commission's	
recommendations	 also	 seek	 to	 reduce	 employers'	 and	
pension	 providers'	 challenges	 related	 to	 defined	 benefit	
plans.		

The	workers’	organisations	state	that	they,	in	addition	to	the	
recommendation	 now	 to	 hand,	 wish	 to	 continue	 defined	
benefit	pensions	as	an	alternative.	The	Ministry	of	Finance	
accordingly	asked	the	Bank	Law	Commission	in	March	2013	
to	 also	 report	 on	 the	 possibility	 for	 establishing	 a	 form	 of	
defined	 benefit	 pension	 adapted	 to	 the	 new	 national	
insurance	regime.	

Finanstilsynet	 will	 issue	 its	 consultative	 statement	 on	 the	
Bank	 Law	 Commission's	 proposal	 in	 April	 2013.	 A	
description	 of	 the	 proposal	 and	 possible	 consequences	
follows	below.	

RISK SHARING TO CHANGE 
New	 rules	 governing	 life	 insurance	 contracts	 came	 into	
force	 in	 2008,	 inter	 alia	 replacing	 the	 former	 system	 of	
surplus	 sharing	between	policyholder	 and	company	with	a	
system	of	advance	payment	for	the	rate‐of‐return	guarantee		
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policy	 portfolio	 totalled	 about	 NOK	 160bn	 and	 had	 an	
interest	guarantee	averaging	some	3.7	per	cent.	

If	 the	 Bank	 Law	 Commission's	 proposal	 for	 a	 new	
occupational	 pensions	 law	 is	 adopted,	 the	 upshot	 for	 new	
accrual	 of	 pension	 entitlement	 and	 future	 pension	
entitlement	 certificates,	 which	 are	 to	 replace	 paid‐up	
policies,	will	be	significant	changes	in	the	distribution	of	risk	
and	 costs	 between	 pension	 provider,	 employer	 and	
employee.	 Part	 of	 the	 risk	 which	 has	 traditionally	 resided	
with	 insurers	 and	 employers	 would	 be	 transferred	 to	
pension	plan	members.	This	is	a	development	seen	in	many	
other	countries.	

Even	if	the	Bank	Law	Commission's	proposal	is	adopted,	life	
insurers	and	pension	funds	will	for	several	years	ahead	have	
substantial	 liabilities	 related	 to	 products	 carrying	 a	
guaranteed	 interest	 and	 lifelong	 benefits.	 Over	 time,	
however,	 the	 proportion	 of	 products	 without	 guaranteed	
return	 and	 with	 limited	 longevity	 risk	 will	 increase,	 and	
pension	 providers'	 activity	will	 change	 character.	 Changed	
risk	sharing	may	have	consequences	for	the	financial	market	
since	it	will	affect	market	dynamics	and	demand	for	various	
types	of	assets.		

HOUSEHOLDS' RESPONSIBILITY FOR THEIR 
OWN PENSION 
Historically	speaking,	the	national	insurance	system	and	the	
occupational	pension	system	have	been	structured	such	that	
the	 individual	 accumulates	 entitlement	 to	 a	 fixed	 annual	
benefit	from	age	67.	That	is	why	a	large	majority	of	pension	
customers	 have	 not	 needed	 to	 make	 personal	 decisions	
regarding	 their	 pension.	 Given	 the	 changes	 to	 the	 national	
insurance,	 all	 pension	 customers	 must	 now	 make	 a	 more	
active	 choice	 regarding	 start	 of	 pension	 withdrawal	 and	
retirement	age	ሺwhich	may	not	coincideሻ.	At	the	same	time	a	
larger	 proportion	 of	 employees	 have	 acquired	 defined	
contribution	occupational	pension	plans	 requiring	a	 choice	
to	 be	 made	 regarding	 the	 contributions'	 size	 ሺwithin	
regulated	maximum	ratesሻ,	investment	and	disbursement.	A	
plan's	members	may	in	principle	be	instrumental	in	shaping	
a	pension	plan.	

The	new	"hybrid"	occupational	pension	regime	requires	the	
employer	and	employee	to	choose	a	future	pension	plan.	At	
the	 same	 time	 the	 individual	 employee	 must	 take	 a	 more	
active	stance	on	what	factors	influence	the	level	of	his	or	her	
future	pension	and	consider	any	need	for	individual	pension	
saving.	

Paid‐up	policyholders	must	take	a	position	on	their	right	to	
exchange	annual	guaranteed	minimum	rate	of	return	for	the	
opportunity	 to	 personally	 decide	 the	 investment	 mix	 and	
possibly	achieve	higher	return	on	pension	assets.	

The	 switch	 to	 new	 pension	 products	 also	 means	 that	
employees	 must	 to	 a	 greater	 extent	 bear	 the	 risk	 of	 the	
return	on	their	pension	savings	being	 lower	than	expected.	
Return	 will	 potentially	 be	 higher	 by	 maintaining	 a	 high	
equity	 component	 in	 the	 unit	 linked	portfolio,	 but	 equities	
also	involve	greater	risk.	Although	equities	issued	over	very	
long	 periods	 have	 produced	 higher	 demand	 than	 bonds,	
there	have	also	been	fairly	 long	interim	periods	where	this	
has	 not	 been	 the	 case.	 Further,	 it	 is	 important	 to	 balance	
management	costs	against	increased	expected	return.	

According	 to	Finance	Norway,	about	one	half	of	employees	
who	were	on	defined	contribution	pension	plans	at	the	end	
of	 2012	 had	 the	 statutory	 minimum	 plan	 involving	
contributions	 of	 2	 per	 cent	 of	 salary.	 The	 Bank	 Law	
Commission	 presented	 in	 NOU	 2012:	 13	 numerical	
examples	 showing	 that	 persons	 desiring	 overall	 pension	
cover	 equal	 to	 two‐thirds	 of	 salary,	 which	 has	 been	 the	
norm	 in	 defined	 benefit	 plans,	 would	 have	 to	 pay	
significantly	 higher	 contributions	 or	 undertake	 additional	
private	 saving.	 Increased	 marketing	 of	 individual	 pension	
saving	 products	 as	 a	 supplement	 to	 collective	 plans	 is	
expected	in	the	future.	

The	 changes	 in	 the	 pension	 system,	 both	 in	 the	 national	
insurance	 system	 and	 occupational	 pensions,	 will	 add	 to	
households'	obligation	to	adopt	an	active	stance	on	pension	
saving.	 The	 pension	 system	 of	 the	 future	 is	 intended	 to	
afford	the	policyholder	an	overview	of	the	consequences	of	
the	 respective	 choices.	 This	 will	 give	 rise	 to	 a	 substantial	
need	for	guidance	since	the	decisions	taken	have	a	long	time	
horizon	 and	 are	 often	 irrevocable.	 In	 addition	 to	 stricter	
requirements	on	information	and	advice,	there	will	likely	be	
a	need	for	new	pension	products,	strengthened	competition	
and	 protection	 of	 sufficient	 transfer	 opportunities.	
Finanstilsynet	is	concerned	that	policyholders'	rights	should	
be	adequately	safeguarded,	and	in	2012	conducted	a	survey	
of	 life	 insurers'	 information	 and	 guidance	 accompanying	
their	 sales	of	 individual	unit	 linked	 life	 insurance	products	
where	 the	 customer	 takes	 the	 investment	 decisions.	 The	
abiding	 impression	 is	 that	 life	 insurers	 do	 arrange	 for	
sufficient	 information	 and	 advice	 prior	 to	 sale.	 However,	
there	 is	 room	 for	 improvement	 in	 information	 on	 costs,	
historical	 return,	 product	 structure	 and	 the	 nature	 of	 the	
counterparty.	The	requirements	on	personal	advice	increase	
for	products	with	a	complex	structure,	low	liquidity,	built‐in	
leverage	or	other	risk‐prone	investment	choices.	

In	 order	 for	 freedom	 of	 choice	 to	 function	 as	 intended,	 a	
prerequisite	 is	 that	 customers	want	 to	choose	and	are	 in	a	
position	 to	 make	 a	 qualified	 choice.	 For	 employees	 who	
continue	 to	 prefer	 a	 more	 passive	 stance	 on	 investment	
choice	 in	 their	 pension	 plan,	 pension	 providers	 have	 a	
specific	 responsibility	 for	 devising	 predefined	 solutions	 at	
reasonable	cost	that	meet	the	individual's	needs	in	a		
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system	 to	enable	all	policyholders	 to	decide	where	a	 small	
portion	of	their	pension	saving	should	be	invested.	By	2012,	
four	 in	 ten	 policyholders	 had	 not	made	 such	 a	 choice,	 and	
their	 assets	 are	being	managed	 in	 a	 state	 investment	 fund.	
Hence	 there	 is	 cause	 to	 suppose	 that	 a	 substantial	
proportion	of	Norwegian	pension	policyholders	would	also	
accept	 automatic	 assignment	 to	 a	 standardised	 profile.	
These	 customers	 will	 likely	 receive	 an	 equity	 component	
considerably	larger	than	policyholders	with	a	rate‐of‐return	
guarantee,	at	the	same	time	as	automatic	rebalancing	of	the	
portfolio	 will	 have	 a	 partially	 countercyclical	 effect	 since	
more	shares	will	be	bought	once	stock	markets	have	 fallen	
and	vice	versa.	

For	 pension	 policyholders	 who	 make	 an	 active	 choice	
regarding	investment	mix,	the	decision	will	likely	be	related	
to	 their	 other	 saving.	 Should	 a	 customer	 consider	 pension	
saving	 in	 light	 of	 all	 other	 wealth,	 including	 house	 and	
recreational	 properties,	 pension	 saving	 will	 account	 for	 a	
smaller	 share.	 A	 stable	 high	 equity	 component	 may	 then	
appear	 less	 risky.	 If,	 on	 the	 other	 hand,	 pension	 saving	
constitutes	 a	 large	 share	 of	 overall	 wealth	 or	 on	 other	
grounds	 is	 considered	 separate	 from	 other	 wealth,	 the	
desire	 for	 certainty	 with	 regard	 to	 future	 pension	 may	
prompt	 the	 policyholder	 to	 choose	 a	 lower	 equity	
component	 and	 more	 frequent	 adjustment	 of	 investment	
profile	in	light	of	market	conditions.	

In	 a	wider	 perspective	 the	 changes	 in	 the	 pension	 system	
may	 have	 secondary	 effects	 beyond	 the	 financial	 market.	
Less	 predictable	 future	 pension	 and	 presumptively	 larger	
fluctuations	 in	 personal	 pension	 assets	 as	 a	 result	 of	 a	
higher	 equity	 component	 may	 influence	 households'	
expectations	 and	 consumption	 decisions.	 More	
policyholders	may	choose	to	have	an	eye	to	developments	in	
financial	markets	and	increase	their	saving	in	the	event	of	a	
decline	 in	order	to	compensate	 for	reduced	pension	assets.	
This	 could	 cause	 private	 consumption	 to	 fall	 by	 a	 wider	
margin	 than	 is	 usual	 in	 an	 economic	 downturn,	 thereby	
intensifying	 the	 fluctuations	 in	 the	 economy.	 Much	
uncertainty	 regarding	 many	 variables	 makes	 it	 difficult	 to	
calculate	the	overall	effects	of	the	fact	that	a	 larger	portion	
of	 pension	 assets	 are	 likely	 to	 be	 invested	 in	 the	 stock	
market	in	the	years	ahead.	
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