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(6)Financial stability implies a financial system that is robust to disturbances and is capable of ensuring funding, 
  executing payments and distributing risk efficiently.


Financial stability is one of Norges Bank’s primary objectives in the work on promoting economic stability. Norges 
 Bank’s tasks and responsibilities in this area are set out in Section 1 of the Norges Bank Act, which states that the 
 Bank shall “promote an efficient payment system domestically as well as vis-à-vis other countries”, but that the 
 Bank may also “implement any measures customarily or ordinarily taken by a central bank”. Section 3 states that 


“the Bank shall inform the ministry when, in the opinion of the Bank, there is a need for measures to be taken by 
 others than the Bank in the field of monetary, credit or foreign exchange policy”. 


Norges Bank acts as lender of last resort. The central bank can provide extraordinary liquidity to individual  institutions 
 in the financial sector or to the banking system when liquidity demand cannot be satisfied from alternative sources. 


The role of lender of last resort provides an independent justification for Norges Bank’s function in monitoring the 
 financial system as a whole and its particular focus on the risk of systemic failure. 


Experience shows that financial instability builds up in periods of strong credit growth and asset price inflation. 


Banks play a key role in credit provision and payment services – and they differ from other financial institutions in 
 that they rely on customer deposits for funding. Banks are thus important to financial stability. 


The Financial Stability report focuses on the prospects for banks’ earnings and financial strength and the risk  factors 
 to which banks are exposed. The analysis is based on the same assessment of developments in the Norwegian 
 and global economy as in the previous Monetary Policy Report. It is of particular interest to analyse how robust 
 banks are to severe economic shocks. Stress testing of bank solvency in the Financial Stability report is therefore 
 ordinarily based on alternative scenarios for the economy ahead with a lower probability of being realised than the 
 alternative scenarios analysed in the Monetary Policy Report.


The Financial Stability report is published twice a year. The report is presented to the Executive Board for discussion 
 of the main conclusions. On the basis of the analyses and the discussion, the Executive Board adopts recommen-
 dations for measures to be implemented by the authorities. The “Executive Board’s assessment” is published in 
 the report and communicated in a submission to the Ministry of Finance.


Norges Bank’s Annual Report on Payment Systems provides a broader overview of risk and developments in the 
 Norwegian payment system.



Norges Bank’s reports on financial stability



(7)loans and will have to reduce consumption. A marked fall 
 in household demand will have a negative impact on cor-
 porate earnings, which may lead to higher bank losses on 
 corporate loans further ahead. 


Norges Bank has also conducted stress tests of banks’ 


capital adequacy. The stress tests show that due to the 
 increase in capital adequacy ratios since 2009 the Norwe-
 gian banking sector is better equipped to weather a severe 
 international downturn, but that a further increase in capital 
 adequacy ratios is necessary for banks to be able to main-
 tain the supply of credit in bad times. 


Follow-up measures by the authorities


The current challenges in international financial markets 
 illustrate the need for a more robust long-term regulatory 
 framework for the financial sector. A new directive is being 
 drawn up within the EU to implement the Basel III frame-
 is of the view that these regulatory changes are important 
 steps in the right direction. As the Executive Board has 
 previously pointed out, it would be an advantage if the new 
 capital adequacy requirements could be incorporated into 
 Norwegian law as quickly as practically possible. Being 
 subject to a robust and consistent regulatory framework can 
 serve as a stamp of quality for banks in turbulent periods. 


The provisional requirement of a 9% Core Tier 1 capital 
 ratio for the largest banks in the EU from 1 July 2012 may 
 lead to the establishment of higher minimum capital ade-
 quacy requirements in the market. The largest Norwegian 
 banks should therefore strengthen their Core Tier 1 capital 
 ratios. In order to ensure relatively stable credit standards, 
 it would be preferable if this was mainly achieved through  
 earnings retention.


In November 2011, the G20 countries agreed that global 
 systemically important financial institutions (G-SIFIs) will 
 be subject to higher capital requirements as from 2016. In 
 addition, the G20 countries agreed that the framework 
 should also be adapted for banks that are systemically 
 important at national level. The Swedish authorities have 
 already proposed higher capital requirements for the four 
 largest Swedish banks. According to the proposal, the banks 
 will be required to have a 10% Core Tier 1 capital ratio as 
 from 1 January 2013, increasing to 12% as from 1 January 
 2015. The  Norwegian authorities should consider similar
 At its meeting on 5 October, Norges Bank’s Executive 


Board discussed issues relevant to this report. At its meeting 
 on 23 November, the Board discussed the outlook for finan-
 cial stability and the need for regulatory measures. 


The outlook for financial stability


Owing to turbulence in international financial markets and 
 weaker growth prospects abroad, the financial system in 
 Norway is more vulnerable than at the time of publication 
 of the May 2011 report. Already weak public finances in 
 many countries have deteriorated further as a result of the 
 financial crisis. The situation is bleakest in some euro area 
 countries, and market participants are uncertain whether 
 these countries will meet their debt obligations. Many Euro-
 pean banks have large exposures to these countries. The 
 situation in money and credit markets is strained. 


Norwegian banks are well capitalised and have posted solid
 countries in Europe are very limited. However, banks’ reliance 
 on foreign sources of funding may pose a challenge in the 
 short term. Wholesale funding costs have increased and acces-
 sibility is more limited, particularly for the longer maturities. 


The two new quantitative liquidity requirements proposed 
 by the Basel Committee (Basel III) are designed as stress 
 tests of banks’ funding structure. Pending the implementa-
 tion of the new requirements in 2015 and 2018, Norwegian 
 banks’ should increase their liquidity buffers and their share 
 of long-term market funding. It would be to banks’ own 
 advantage to ensure that their liquidity situation is suffi-
 ciently robust to withstand financial market turbulence. 


Banks should therefore make use of opportunities to raise 
 long-term market funding where possible. 


Norwegian enterprises are basically solid with good debt-
 servicing capacity. However, low growth among trading 
 partners will affect Norwegian export firms and reduce their 
 earnings, increasing banks’ losses on loans and securities.


Challenges to the financial system may also arise further 
 ahead. Household debt burdens are high and house prices 
 are rising rapidly. There is a risk that household behaviour 
 will in many cases result in vulnerability when interest 
 rates rise again to more normal levels or if prospects for 
 the real economy deteriorate in Norway. In such a situation, 
 many households may find it challenging to service their 



The Executive Board’s assessment


earnings so far in 2011. Direct exposures to the most vulnerable         work to be introduced as from 2013. The Executive Board 


requirements for the largest Norwegian banks.



(8)Current banking sector regulations in the EU/EEA impose 
 minimum requirements on national regulation of banks, 
 which is an advantage in a single market. However, the 
 European Commission favours more harmonised banking 
 regulations in the EU, and the proposed directive provides 
 for limited national policy options allowing national author-
 ities to apply stricter requirements. Structural and cyclical 
 conditions in the financial sector may necessitate a stricter 
 use of instruments in a country. The Norwegian authorities 
 should therefore seek to influence the EU’s work on the 
 directive to achieve national leeway in financial sector reg-
 ulation.


Housing market developments and household debt may be 
 a source of instability in the Norwegian economy in the 
 longer term. Bank credit standards may have a consider-
 able impact on house prices and household borrowing. 


Prudent lending is therefore essential for financial stability. 


The share of high loan-to-value residential mortgages is 
 now substantial and interest-free periods are used exten-
 sively. This gives cause for concern. The Executive Board 
 is therefore positive to Finanstilsynet’s (Financial Super-
 visory Authority of Norway) proposed tightening of the 
 guidelines for prudent residential mortgage lending. The 
 Executive Board would also stress the importance for finan-
 cial stability of intensified efforts to ensure compliance. 


Non-compliance with the guidelines may be a sign of 
 general shortcomings in banks’ credit assessment. The 
 Executive Board wishes to call attention to the possibility 
 of applying higher capital requirements through Pillar 2 
 for banks that do not comply with the guidelines. 


The Executive Board has on previous occasions highlighted 
 the challenges related to low risk weights on residential 
 mortgages for banks using internal models (IRB models) to 
 calculate capital requirements. The National Budget for 2012 
 states that the Ministry of Finance will consider strengthen-
 ing capital requirements related to residential mortgages 
 within the limits set by the international framework, includ-
 ing stricter requirements regarding the IRB models used by 
 banks. It is the view of the Executive Board that this will be 
 an important step towards linking capital requirements for 
 residential mortgage loans more closely to the risk high 
 household debt burdens pose to the financial system and not 
 just to the individual bank. The Executive Board has previ-
 ously recommended retaining the Basel I transitional floor 
 until Basel III has been introduced in order to prevent banks’ 


risk weights.1 The Ministry of Finance is now planning an 
 extension of this transitional arrangement.


The international turbulence illustrates the importance of 
 sound and credible plans for managing banking crises. 


Because of the absence of such plans during the financial 
 crisis, a substantial share of banks’ losses ended up on gov-
 ernment balance sheets, contributing in some countries to the 
 sovereign debt crisis. Passing on losses in this way may 
 encourage increased financial sector risk-taking, making new 
 crises more likely. As the Executive Board has previously 
 indicated, the Norwegian crisis resolution system should also 
 be improved. The authorities’ powers  to split up a bank to 
 maintain essential public services performed by the bank 
 without the use of public funds should be expanded. The 
 forthcoming EU directive on crisis resolution and deposit 
 guarantees will contribute to this. An important part of a crisis 
 resolution regime is that credible plans for both recapitalisa-
 tion and the orderly resolution of a troubled bank are in place. 


EU countries such as the UK and Spain have already begun 
 to draw up such plans. Nordea is to complete its plans in the 
 course of 2012 in order to meet the requirements recently 
 agreed on by the G20 countries. The current state of the 
 European banking sector may delay the EU’s work on a new 
 crisis resolution system. In the view of the Executive Board, 
 there is no reason to wait for possible EU provisions before 
 starting work on plans for the largest banks in Norway.


Inadequate information can lead to higher uncertainty in the 
 financial system. Ready access to reliable and relevant infor-
 mation on banks’ solvency and funding structure can dampen 
 uncertainty. Banks that are transparent in these areas are also 
 likely to strive for high standards and ensure that their 
 funding structure is robust. The new liquidity requirements 
 proposed by the Basel Committee and the European Com-
 mission require banks to disclose more information about 
 their funding structure. In the opinion of the Executive 
 Board, Norwegian banks should be instructed to disclose 
 more detailed information on term structure, different types 
 of deposit and volume of outstanding wholesale funding in 
 different markets and currencies. 


Øystein Olsen
 29 November 2011


1  According to the transitional rule, the minimum capital requirement applying to 
banks in 2011 calculated under the Basel II requirements should be at least 80% of the 
capital calculated under the Basel I requirements. The requirement is referred to as the 
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Outlook for financial  stability 


Norges Bank’s analyses of financial stability provide an 
 assessment of the resilience of the financial system in 
 Norway to potential shocks. The outlook for financial 
 stability will be positive if both vulnerability in the system 
 is low and the probability of shocks is small. 


The financial system in Norway is more vulnerable than 
 at the time of publication of the May report. The increased 
 risk of financial instability in Norway is in particular due 
 to the situation in global money and credit markets (see 
 Chart 1.1). Over the course of recent months, turbulence 
 in global financial markets has intensified, resulting in 
 higher risk premiums, while bank funding has become 
 less access ible. Macroeconomic conditions are also giving 
 rise to somewhat higher risk. Growth prospects for the 
 global economy have weakened and uncertainty is high. 


The growth outlook for the Norwegian economy has also 
 been revised down somewhat. In the longer term, house-
 hold debt burdens and high house price inflation entail a 
 risk of financial instability. 



Sources of vulnerability in the  Norwegian banking sector


Capital and earnings


Since 2009 Norwegian banks have posted solid earnings 
 and increased equity ratios. Nevertheless, banks are 
  vulnerable to turbulence related to the debt problems in 
 Europe 


Banks’ earnings so far in 2011 are solid, but somewhat 
 weaker than for the same period in 2010 (see Chart 1.2). 


The deterioration is primarily due to non-recurring effects1
 that boosted earnings in 2010. Adjusted for these effects, 
 banks’ earnings as a percentage of average total assets 
 (ATA) are approximately as at the same time last year.


1  Personnel expenses in the first half of 2010 were unusually low owing to the 
 implementation of new rules for the contractual early retirement scheme, while other 
 operating income was high in the same period owing to a non-recurring gain related to 
 the merger between Nordito (holding company for BBS and Teller) and the Danish 
 company PBS Holding


Financial Stability 1/11 
 Financial Stability 2/11 


Structure of 
 banking sector 


Funding of 
 banking sector 


Capital and 
 earnings in 
 banking sector 


Enterprises 


Households 
 Money and credit 


markets 
 Macroeconomic 


conditions 
 Vulnerability in  banking sectorExternal sources of  risk to banking sector


1) A value of 0, ie. origo, denotes the lowest level of risk or vulnerability. A value of 10 denotes the 
 highest level of risk or vulnerability. 


Source: Norges Bank 


Chart 1.1 Vulnerabilities in the Norwegian banking sector and external sources 
 of risk to the banking sector1)  
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Chart 1.2 Banks’1) pre-tax profit as a percentage of average total assets. Per 
 cent. Annual figures. 2002 – 2010. 2010 Q1 – Q3 and 2011 Q1 – Q3 
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Chart 1.3 Return on equity. Norwegian banks1) and enterprises.  


Per cent. Annual figures. 1988 – 2010 


1) All banks excluding branches of foreign banks in Norway 
Source: Norges Bank 



(10)Loan losses are low, amounting approximately to an annu-
 alised 0.1% of ATA through the first three quarters of 
 2011. At the same time, banks’ net interest income was 
 somewhat higher compared with the same period last year 
 (see Chart 1.2).


Solid earnings in recent years have boosted banks’ return 
 on equity. Banks’ return on equity was 13% in 2010 (see 
 Chart 1.3). This is higher than the average for the previ-
 ous 15 years and approximately at the same level as for 
 Norwegian enterprises. New capital and liquidity regula-
 tions will make banks more robust. This will make bank 
 equity less exposed to risk and reduce the return on equity 
 required by investors ahead. 


Bank wholesale funding costs have risen since 2007 (see 
 Chart 1.4). As funding raised before 2007 is eventually 
 rolled over at higher premiums, bank funding costs will 
 rise. Low loan losses and cost-cutting in the past decade 
 have enabled banks to reduce their interest margins, with 
 scant room for further reduction likely. However, banks 
 have been reluctant to pass higher funding costs on to their 
 mortgage and corporate customers so far this year (see Chart 
 1.5 and Chart 1.6). If banks are to maintain profitability, 
 they will need to start passing on higher funding costs to 
 customers. In Norges Bank’s lending survey for 2011 Q3, 
 banks reported that they would increase lending margins 
 on loans to households and enterprises. 


The debt crisis in the euro area may have an impact on 
 banks’ earnings. Norwegian banks’ direct exposure to 
 indebted euro area countries is limited. At end-2010, 
  Norwegian banks’ total direct exposures to the most 
 heavily indebted euro area countries amounted to less 
 than 1.3% of total assets. Nevertheless, claims on coun-
 terparties that in turn have claims on indebted countries 
 may be a risk factor for Norwegian banks. 


Financial market turbulence may result in impairment of 
 banks’ securities portfolios. Norwegian banks were not 
 directly exposed to the US sub-prime market in 2008, but 
 in the turbulence following the collapse of Lehman Brothers, 
 capital losses on corporate bonds and equities accounted 
 for half of the reduction in earnings for Norwegian banks 


Chart 1.4 Indicative risk premiums on 5-year Norwegian bank bonds and 
 covered bonds. Spread against swap rates. Percentage points. Weekly figures. 
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1) Banks with total assets between NOK 5bn and 15bn and rated A by DNB Markets 
 Source: DNB Markets 


Chart 1.5 Yield on 5-year covered bonds1) and weighted average lending rate 
 on new residential mortgages2). Per cent. Daily figures. 2 July 2007 – 23 
 November 2011 
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1) Sum of 3-month NIBOR and indicative credit spreads on 5-year covered bonds 


2) Interest rate on new residential mortgages of NOK 1m within 60% of purchase price with variable 
 interest rate. Figures for the 20 largest banks, weighted by market share 


Sources: Norsk Familieøkonomi AS, DNB Markets and Norges Bank  4 


Chart 1.6  Average bank lending rate for non-financial private enterprises1) and 
 yield on 5-year bank bonds2). Per cent. Quarterly and daily figures. 2007 Q2 – 
 2011 Q3 and 2 July 2007 – 23 November 2011 
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Sources: Statistics Norway, DNB Markets and Norges Bank  Norges Bank Finansiell stabilitet   5 
 1) All Norwegian banks 


2) Sum of 3-month NIBOR and indicative credit spreads on 5-year bank bonds 



(11)from 2007 to 2008 (see Chart 1.2). At end-2010, securities 
 exposed to market fluctuations (carried at fair value) 
 accounted for 19% of Norwegian banks’ assets (see Chart 
 1.7). This is somewhat higher than at the beginning of 
 2008 when adjusted for banks' holdings of Treasury bills 
 under the swap arrangement.2 Approximately 6% of 
  Norwegian banks’ assets are securities classified as non-
 current assets (see Chart 1.7).3 Although the carrying 
 amount of these securities is not directly affected by 
 changes in market value, banks will have to bear losses 
 in the event of default. 


Growth among Norway’s trading partners has slowed, and 
 there are prospects for low growth ahead. This will affect 
 export firms and reduce their earnings (see “Enterprises”, 
 page 22), increasing banks’ losses on loans and securities. 


Solid earnings in recent years have helped to make 
  Norwegian banks more robust. Since end-2009, banks 
 have raised their equity ratios by approximately 0.7 per-
 centage point (see Chart 1.8). Banks’ total assets have 
 grown in the same period. Equity ratios are therefore 
 higher because banks have increased equity. 


Norwegian banks meet the new minimum Tier 1 capital 
 ratios under Basel III. However, some banks do not have 
 Tier 1 capital ratios high enough to meet the proposed 
 countercyclical buffer and capital conservation buffer 
 requirements. 


The provisional 9% Core Tier 1 capital ratio for the largest 
 banks in the EU from 1 July 2012 may result in the estab-
 lishment of higher minimum capital adequacy ratios in the 
 market (see box “Measures to strengthen the EU banking 
 sector”, page 31). The largest Norwegian banks should 
 therefore increase their Core Tier 1 capital ratios. Banks 
 have ample opportunity to increase Tier 1 capital ratios by 
 retaining a portion of earnings at year-end (see Chart 1.9).4


2  OMF covered bonds used by banks in the swap arrangement are also carried on the 
 assets side in banks’ balance sheets


3  Guidelines from 16 October 2008 permitted Norwegian banks to reclassify securities 
 from current assets to non-current assets. Six banks availed themselves of this opportunity. 


This explains the sharp increase in securities carried as non-current assets in Chart 1.7.


4  For a discussion of banks’ various adjustment options and projected effects, see also 
 Jacobsen, Kloster, Kvinlog and Larsen (2011): “Makroøkonomiske virkninger av høyere 
 kapitalkrav for bankene” [Macroeconomic effects of higher capital requirements for 
 banks] (Norwegian only), Staff Memo 14/2011 
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Chart 1.7 Banks’1) securities holdings as a percentage of total assets. 
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1) All banks excluding branches of foreign banks in Norway           
 Sources: Norges Bank 
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Chart 1.8 Banks’1) and OMF covered bond mortgage companies’2)  Tier 1 capital 
 ratio and equity ratio. Per cent. Quarterly figures. 1991 Q2 – 2011 Q33) 


1) All banks excluding branches of foreign banks in Norway 
 2) Norwegian OMF covered bond mortgage companies 
 3) Figures for Tier 1 capital ratio as at 2011 Q2 


Sources: Finanstilsynet (Financial Supervisory Authority of Norway) and Norges Bank 
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(12)Chart 1.12  Banks and covered bond mortgage companies’1) weighted residual 
 maturity of gross market funding maturing in more than one year. In years.  


Quarterly figures. 2007 Q4 – 2011 Q3 
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Funding


Norwegian banks are vulnerable to a prolonged inter-
 ruption in the supply of long-term wholesale funding. 


More long-term funding and more liquid assets will 
 reduce banks’ vulnerability to turbulence 


Deposits and long-term wholesale funding are the two 
 most important funding sources for Norwegian banks and 
 covered bond mortgage companies (see Chart 1.10). Insti-
 tutions with a high proportion of funding in the form of 
 deposits and long-term wholesale funding will be less 
 vulnerable to funding market failure. The proportion of 
 deposits is lower than before the financial crisis. Tempo-
 rary measures undertaken by the authorities in 2008 and 
 2009 sustained and to some extent increased the share of 
 long-term wholesale funding. 


The largest Norwegian banks’ share of long-term whole-
 sale funding still falls far short of what is needed to meet 
 proposed stable funding requirements (see Chart 1.11). 


These are international standards expected to be intro-
 duced in 2018. Banks that meet the standards early will 
 be more robust to market turbulence.


Maturities for Norwegian banks’ and covered bond mortgage 
 companies’ long-term funding have shortened somewhat 
 since the May report (see Chart 1.12). Turmoil linked to 
 sovereign debt has made it difficult for European banks to 
 roll over their long-term wholesale funding. Investors and 
 counterparties are hesitant to lend at the same maturities as 
 previously. While these problems have particularly affected 
 bank bonds, it has also been somewhat more difficult to 
 attract buyers for new covered bonds. Norwegian banks are 
 vulnerable to a prolonged interruption in the supply of long-
 term wholesale funding (see Chart 1.13). In the coming 
 months, maturities will be dominated by bank bonds. 


Norwegian banks are facing large amounts scheduled to 
 mature in 2014 as the swap arrangement is wound up. This 
 entails a considerable rollover risk. The Ministry of Finance 
 has therefore provided for early termination of swap agree-
 ments. This will facilitate a more gradual winding-up of 
 the swap arrangement and smooth banks’ borrowing. In 
 addition to replacing the amounts maturing in the swap 
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Chart 1.10 Funding as a percentage of assets. Norwegian-owned banks and 
 covered bond mortgage companies. Quarterly figures. 2007 Q4 – 2011 Q3
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Chart 1.11 Banks’1) stable funding as a percentage of stable funding 
 requirement (NSFR).2) Weighted average for group. End of quarter  


The broken line shows the requirement under the Net Stable Funding Ratio (Basel III) 
 1) All banks excluding branches of foreign banks in Norway.  


2) Norges Bank’s estimate 
Source: Norges Bank 



(13)arrangement with long-term borrowing in the market, banks 
 need more long-term funding to meet proposed stable 
 funding requirements. 


In many countries, banks’ access to important short-term 
 funding markets has also been reduced. Maturities have 
 also shortened for Norwegian banks. Norwegian banks 
 rely on short-term funding (see Chart 1.14), a substantial 
 share of which is in foreign currency. Banks reduce some 
 of their liquidity risk by holding current assets in foreign 
 currency. In turbulent times, such foreign funding may 
 make banks more vulnerable if investors are less willing 
 to finance foreign borrowers. So far, highly rated Scan-
 dinavian banks have retained the confidence of inter-
 national credit market participants.


Banks with ample liquid assets will be better able to 
 weather a turbulent market situation. Banks’ stocks of 
 government securities have fallen in the past two years 
 as a result of government securities added to bank balance 
 sheets through the swap arrangement in 2008 and 2009. 


Some of these are resold, and as swap agreements expire, 
 banks’ stocks of government securities will fall further. 


Many banks do not meet the new liquidity coverage require-
 ment expected to be introduced in 2015 (see Chart 1.15). 


The requirement is designed as a stress test of whether 
 banks’ liquid assets are capable of covering substantial 
  customer withdrawals over a 30-day period of severe market 
 stress. Banks can adjust to the requirement by increasing 
 their holdings of high quality liquid assets or by obtaining 
 more stable funding. This will make banks better positioned 
 to weather periods of turbulence in their funding markets.  


Structure


Customer deposits are an important source of funding for 
 smaller banks in Norway, while large banks rely on 
 foreign sources of funding


There are considerable differences in the way Norwegian 
 banks obtain funding. For large banks, debt to other credit 
 institutions is an important funding source (see Chart 
 1.16). Small and medium-sized banks rely to a greater 
 degree on customer deposits for funding, and a higher 
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Chart 1.13 Banks and covered bond mortgage companies’ senior bond debt by 
 maturity in NOK and foreign currency. As of 23 November 2011. In billions of 
 NOK 
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1) All banks excluding branches and subsidiaries of foreign banks in Norway. 


Source: Norges Bank 


Chart 1.14 Banks’1) gross short-term market funding as a percentage of total 
 assets. Per cent. Quarterly figures. 2002 Q1 – 2011 Q3 
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Chart 1.15 Banks’1) liquid assets as a percentage of required liquid assets 
 (LCR).2) Weighted average for group. End of quarter  


The broken line shows the requirement under the Liquidity Coverage Ratio (Basel III)  
 1) All banks excluding branches of foreign banks in Norway.  


2) Norges Bank’s estimate 
Source: Norges Bank 



(14)proportion of deposits are guaranteed by the Norwegian 
 Banks’ Guarantee Fund. These banks are too small for it 
 to be profitable to issue bonds in foreign markets. 


Issuing covered bonds has become an important funding 
 source for banking groups. For the two largest Norwegian 
 banking groups, DNB Bank and SpareBank 1 SR-Bank, 
 covered bonds accounted for approximately 1/6 of funding 
 at end-2010 (see Chart 1.17). Joint ownership of covered 
 bond mortgage companies, such as Terra Boligkreditt, 
 gives collaborating banks heft, enabling several Norwe-
 gian covered bond mortgage companies to obtain funding 
 in foreign bond markets.


The largest Norwegian banks rely heavily on foreign funding. 


For a number of years, lending growth in the Norwegian 
 banking sector has been higher than deposit growth and the 
 Norwegian bond market has not been large enough to breach 
 this funding gap. From end-1999 to end-2010, bank and 
 covered bond mortgage company lending to customers grew 
 by 232%, while customer bank deposits grew by 154%. 


A substantial share of large banks’ debt to credit institutions 
 comes from foreign sources. One reason is that the three 
 largest foreign-owned institutions, the subsidiary Nordea 
 Bank Norge and the branches Fokus Bank and Han-
 delsbanken, largely rely on funding from their foreign parent 
 banks. Market funding in foreign currency gives banks 
 access to more investors and enables banks to issue larger 
 volumes. On the other hand, reliance on foreign funding 
 sources may make the Norwegian banking sector vulner-
 able to severe turbulence in international financial markets.


Because of their funding structure, subsidiaries and 
 branches of foreign banks in Norway are dependent on 
 parent banks’ funding capacity. Parent banks obtain 
 funding in international markets. Centralising banking 
 groups’ funding activities in this way probably lowers 
 funding costs and offers greater opportunities for diver-
 sification of funding sources. Funding capacity also 
 depends on investors’ views of a parent bank’s solvency, 
 which is affected by the economic situation in its home 
 country and in other countries where the bank operates. 


Thus, a poor economic outlook in its home country may 
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Chart 1.16 Funding structure of Norwegian banks1). Division into groups based 
 on total assets (TA).2) Percentage of total assets. As at 2011 Q2 


1) All banks excluding branches of foreign banks in Norway 
 2) Nordlandsbanken is included in the group TA > NOK 50bn 
 Source: Norges Bank 
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Chart 1.17 Funding structure of the five largest banking groups.1) Percentage of 
 total assets.2) As at 2010 Q4 


1) DNB Bank, Nordea Bank Norge, Fokus Bank filial av Danske Bank, Handelsbanken NUF and 
 SpareBank 1 SR-Bank 


2) Shares of lending for Fokus Bank filial av Danske Bank and Handelsbanken NUF 
 3) Including loans transferred to SpareBank 1 Boligkreditt 


Sources: Public financial information from the institutions and Norges Bank’s estimates 
 3) 
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Chart 1.18 Composition of Norwegian banks’1) assets. Division into groups 
 based on total assets (TA) as at 2011 Q2.2) Percentage of total assets.  


As at 2006 Q4 and 2011 Q2 


1) All banks excluding branches of foreign banks in Norway 


2) Big: TA > NOK 50bn, medium: NOK 10bn < TA < NOK 50bn, small: TA < NOK 10bn 
 Nordlandsbanken is included in the group of big banks 


Source: Norges Bank 



(15)also reduce the parent bank’s willingness and capacity to 
 fund subsidiaries and branches. On the other hand, the 
 presence of foreign banks in Norway may help to make 
 Norwegian banking sector funding less vulnerable in 
 periods when economic developments in the Norwegian 
 economy are weaker than abroad.


Since the rules pertaining to covered bonds were introduced 
 in 2007, banks have transferred large portions of their res-
 idential mortgage loans to covered bond mortgage compa-
 nies. This has led to substantial changes in the composition 
 of bank assets (see Chart 1.18). The share of retail market 
 lending, 82% of which was residential mortgages at end-
 2011 Q3, has fallen sharply, declining most for large banks. 


At the same time, the share of financial assets carried at fair 
 value and lending to credit institutions have increased.


At end-2011 Q3, residential mortgage lending by 
  Norwegian banks and covered bond mortgage companies 
 amounted to approximately NOK 1,540bn, with covered 
 bond mortgage companies accounting for 51%. The per-
 centage transferred to covered bond mortgage companies 
 varies considerably across banks (see Chart 1.19). Over 
 80% of DNB Bank’s residential mortgages have been 
 transferred to DNB Boligkreditt, while most other large 
 and medium-sized banks have transferred around 40%. 


If all Norwegian banks transferred an equally large frac-
 tion of their residential mortgages as DNB Bank, an addi-
 tional NOK 530bn of current residential mortgages could 
 be transferred to covered bond mortgage companies.
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1) Banks with more than NOK 35bn in total assets as at 2011 Q2 
 2) All banks excluding branches of foreign banks in Norway 
 3) As at 2010 Q4 for Nordea Bank Norge 


Sources: Public financial information from the institutions and Norges Bank’s estimates 
 Chart 1.19 Share of mortgage loans that banks1) have transferred to covered 
 bond mortgage companies. Average for all banks.2) Per cent. As at 2011 Q23) 


The banking sector in Norway accounts for a smaller 
 share of the economy than the banking sector in a 
 number of other countries (see Chart 1). During the 
 financial crisis, there were several examples of how 
 a large banking sector can pose a risk to government 
  finances. Iceland and Ireland were two of the clearest 
 examples, but countries such as the UK and Switzer-
 land have also become keenly aware of this risk. When 
 banks need government support, the government’s 
  financial position is weakened. When the banking sec-
 tor is large in relation to the economy and government 
 debt is already high, such an additional burden can 
 trigger a sovereign debt crisis. The crisis now plagu-
 ing Europe stems from this type of situation in some 
 countries such as Ireland and Spain, while in other 
 countries such as Greece and Italy the crisis is more 
 related to increased focus on old debt. 


The relationship between banking crises and sover-
 eign debt crises is not new. Reinhart and Rogoff doc-
 ument in their book This Time Is Different that such a 
 relationship is a common feature of crisis situations. 


But the relationship can go both ways. Banking crises 
 can trigger sovereign debt crises, but sovereign debt 
 crises can also trigger banking crises. The latter may 
 now occur in many European countries where banks 
 have large sovereign exposures. 



The size of the banking sector in  different countries


Sources: Central banks, Thomson Reuters, FDIC, Statistics Norway and Norges Bank  
 Chart1 Total assets in the banking sector as a share of GDP in different 
 countries. Per cent. As of 31 December 2010 
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(16)Only residential mortgages with a maximum loan-to-value 
 ratio of 75% count as part of a covered bond mortgage com-
 pany’s cover pool. Thus, covered bonds cannot be issued 
 based on all the loans in a bank’s residential mortgage port-
 folio. The particular share each bank elects to transfer will 
 depend on the composition of that bank’s residential mortgage 
 portfolio and the amount that can, in the view of the bank’s 
 governing bodies, be transferred without affecting the bank’s 
 credit rating and funding costs. To meet the regulatory require-
 ment for the value of the cover pool at any given time to 
 exceed the value of issued covered bonds, covered bond 
 mortgage companies are overcollateralised. This means that 
 they do not issue covered bonds for the entire volume of 
 residential mortgages in their balance sheets.



External sources of risk for the  banking sector


Macroeconomic conditions


Global growth prospects have weakened. Uncertainty 
 about future economic developments is particularly high 
 in Europe


Prospects for the real economy have weakened since the 
 May report. Growth for most trading partners has been 
 revised down for 2011 Q1, with the upswing slowing 
 markedly in several countries in 2011 Q2. Advanced 
 economies are likely facing a prolonged downturn. The 
 turbulence related to sovereign debt in some European 
 countries has intensified, spreading to more countries and 
 markets (see “Money and credit markets”, page 17). At 
 the same time, private demand for goods and services 
 remains weak and unemployment high in many countries. 


High sovereign debt in Europe, combined with unease 
 among market participants as to debt-servicing capacity 
 in the long term, provides little leeway for fiscal policy. 


In the US, households need to deleverage further, and 
 while the housing market now appears to have stabilised 
 somewhat, developments continue to be weak. Various 
 market participants have gradually revised down their 
 growth forecasts for Europe and the US (see Chart 1.20), 
 and leading indicators of future activity in OECD coun-
 tries have fallen. Growth abroad is now expected to be 
 lower than envisaged in the May report (see Chart 1.21). 


US 


Chart 1.20 Projected GDP growth in 2012, US and euro area. Per cent. Monthly 
 figures. Projections through 2011


Sources: Nomura, Consensus Economics, IMF and JP Morgan 
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Chart 1.21 Projected output gap1) for mainland Norway and Norway’s trading 
 partners. Per cent. Quarterly figures. 2008 Q1– 2014 Q4
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1) The output gap measures the percentage deviation between GDP and projected potential GDP 
Sources: Statistics Norway, IMF and Norges Bank 



(17)Chart 1.22 Bank lending surveys in the euro area. Net share of banks that have 
 tightened credit standards. Quarterly figures. 2003 Q1– 2011 Q3 


Source: ECB  3 
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The IMF’s assessment is that the risk associated with 
 global financial stability has increased considerably since 
 April.5 Uncertainty with regard to developments ahead is 
 high, and an exacerbation of debt problems in Europe 
 may further dampen growth prospects. Several European 
 banks are carrying a high proportion of government secu-
 rities issued by heavily indebted countries in their balance 
 sheets. Low market confidence in the debt-servicing 
 capacity of the most heavily indebted countries is thus 
 spreading to banks. Banks are tightening credit standards 
 (see Chart 1.22), further weakening growth prospects. On 
 the other hand, a credible plan to deal with debt problems 
 would improve growth prospects. Bank recapitalisation 
 (see box on page 31) could restore market confidence in 
 the banking system and economic activity ahead. 


The high level of activity in Norway is being sustained by 
 favourable terms of trade, high population growth, solid 
 growth in petroleum investment, fiscal stimuli and low 
 interest rates. Registered unemployment has been stable 
 and wage growth has edged up. But financial market tur-
 bulence and weaker demand for goods and services by 
 Norway’s trading partners are dampening activity in the 
 export sector. Household confidence indicators in Norway 
 have fallen owing to international unrest. If turbulence 
 abroad continues and the downturn becomes deeper and 
 more prolonged than expected, both households and enter-
 prises may become more cautious. Moreover, reduced 
 demand from other countries and lower export prices could 
 dampen activity in Norwegian export industries and have 
 ripple effects on other sectors. 


Money and credit markets


Turbulence in international money and credit markets has 
 gradually led to more costly and less accessible bank funding 
 Turbulence in money and credit market has intensified 
 since the May report. Yields on bonds issued by highly 
 indebted sovereigns have risen sharply and are at a very 
 high level (see Chart 1.23). The turbulence has led to 
 substantial volatility and high uncertainty in equity 
 markets (see Chart 1.24). European banks are being 


5  See IMF (2011): Global Financial Stability Report, October
 Chart 1.23 Government bond spreads. Compared with German government 


bonds. 10-year maturity. Percentage points. Daily figures.  


1 January 2007 – 23 November 2011 
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Chart 1.24 Equity index prices. Indices. 1 January 2007=100. Daily figures.  


2 January 2007 – 23 November 2011 


1) STOXX 600 Banks is a capital-weighted index comprising European banks 
 Source: Thomson Reuters 
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(18)affected by the sovereign debt crisis through several chan-
 nels. Losses on banks’ sovereign portfolios are dragging 
 down earnings. Weaker earnings and a fall in the collateral 
 value of government securities pledged by banks are 
 reducing banks’ access to funding. In addition, govern-
 ment guarantees lose value with deteriorating government 
 finances. Some banks have been benefiting from less 
 expensive wholesale funding due to investor expectations 
 that governments will cover those banks’ losses. When 
 government finances deteriorate government guarantees 
 lose value, possibly resulting in less favourable funding 
 terms for banks with such implicit government guarantees. 


Risk premiums on European bank bond funding are higher 
 than at time of publication of the May report (see Chart 
 1.25). Higher premiums reflect both increased credit risk 
 and reduced market liquidity. Many banks are experienc-
 ing funding problems and the European Central Bank 
 (ECB) has had to supply liquidity. Since July 2011, Euro-
 pean banks have issued a very low volume of senior 
 bonds. Uncertainty regarding the haircuts holders of 
 senior bonds will have to accept as part of a bank bailout 
 may have reduced demand for unsecured bonds. 


European banks’ access to short-term wholesale funding 
 has been weakened. The USD market, where US money 
 market funds are important investors, has been an impor-
 tant funding source for European banks. In recent months, 
 US money market funds have considerably reduced their 
 holdings of short-term loans to European banks. However, 
 US money market funds have increased their lending to 
 Scandinavian banks in the same period, reflecting the 
 view that Scandinavian banks are safer than a number of 
 other European banks. In the period ahead, European 
 banks may also feel the impact of the situation in the US 
 economy, which is being affected by weak growth, high 
 unemployment and political disagreements over how to 
 deal with fiscal problems in the US. 


Turbulence abroad raises the risk premiums Norwegian 
 banks and mortgage companies need to pay on new bond 
 issues (see Chart 1.4). Even though DNB’s CDS prices have 
 risen as a result of the international turbulence, they are still 
 lower than the average CDS prices of several European 


Chart 1.26 CDS prices. iTraxx Senior Financials1) and Nordic banks. Basis 
 points. Daily figures. 1 January 2007 – 23 November 2011 
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1) iTraxx Senior Financials comprises 25 large European financial institutions 
 Source Bloomberg 
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Chart 1.27 Volume of bonds and OMF covered bonds issued by Norwegian 
 banks and mortgage companies. In billions of NOK. Annual and monthly 
 figures. 2005–2010. January – November1) 2010 and 2011  


1) As at 23 November 
 Sources: Stamdata and Bloomberg 


Chart 1.25 Risk premium on European and US bank bond indices. 5-year 
 average maturity. AA-rating. Basis points.  
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