Norges Bank’s submission of 27 August 2003 to Kredittilsynet (the Financial
Supervisory Authority of Norway)

Application concerning a merger between
DnB Holding ASA and Gjensidige NOR ASA

We refer to the letter dated 26 May 2003 frontive group. Although the group’s main focus will be on
Kredittilsynet (the Financial Supervisory Authority ofthe Norwegian market, DnB and NOR state in their
Norway) requesting an opinion on the application corapplication that the group will be of a size and strength
cerning a merger between DnB Holding ASA andhat may make expansion possible outside of Norway in
Gjensidige NOR ASA, as well as Den norske Bank ASAreas where the new company has advantages. DnB and
and Gjensidige NOR Sparebank ASA. NOR estimate annual net synergies of NOK 1 360 mil-
Owing to its special nature and major importance ti@on for the group as from 2007. Restructuring expenses
society, the financial sector is subject to more contrake estimated at NOK 1 860 million.
and regulation than other business sectors. This means,
for instance, Ilcc_ensmg reqwrements_fo_r sta_rt—up; as W‘Fi'inancial stability and the group’s
as for changes in the structure of existing financial inst}- .
tutions. Norges Bank has a special responsibility to primanC'aI soundness
mote financial stability and foster robust and efficienRobust and efficient financial markets as well as pay-
financial infrastructures and payment systemsnent systems and financial institutions that enjoy the
Therefore, in this assessment we attach importancegeneral confidence of money and capital markets and
the financial soundness of the proposed group, risksdepositors promote financial stability. In general, a fail-
the payment system and consequences for the authare in a larger financial group will have more wide-rang-
ties’ ability to handle any crises and for the system @fig consequences than a failure in a smaller financial
guarantee funds. Because competition is essential fpoup. Thus, it is important to assess the impact on
robust and efficient financial infrastructures and payfinancial stability of a merger of the two largest
ment systems, the impact of a merger on competitidforwegian financial groups.
will be evaluated. The discussion of competition will be A merger will result in the concentration in a single
restricted to the market for banking services. financial services group of a larger share of the total risk
relating to the provision of credit and other financial ser-
Main pOiﬂ’[S in the application vices. Thus, the stability of the fi|_1ancial system WiII_
become more dependent on the risk management, risk
- Merger of the parent companies DnB Holding ASA handling and internal control of this group. If there is an
(“DnB”) and Gjensidige NOR ASA (“NOR”) with operational failure or an error in strategy at DnB NOR,
DnB as the acquiring company. The name of the the consequences may be more serious than if this were
merged entity will be DnB NOR ASA. to happen at one of the groups today. Disturbances in
- Merger of the two banks Den norske Bank ASA andmacroeconomic developments or in the securities mar-
Gjensidige NOR Sparebank ASA, with the latter bankets may also increase the risk of financial instability if

as the acquiring company. the merged group adapts itself in such a way that it is
- For the time being, the life insurance businesses in vulnerable to such developments.
Gjensidige NOR Spareforsikring ASA and Vital However, a merger will provide an opportunity for a

Forsikring ASA will continue to be run throughsomewhat greater degree of national as well as interna-
existing companies. The activities of DnB’s and tional diversification. Losses in connection with weaker
NOR's other subsidiaries are to be coordinated to tlievelopments in individual industries or regions may be
extent and manner that is reasonable from a busineksver in relation to capital for the new group than for the
standpoint. The merged group will seek to concentrasem of the two banks.
similar activities in one company. If the expected cost savings are realised, the group’s
As justification for the merger, the two banks adducability to cover losses from ongoing operations will be
the increasing importance of economies of scale seenmproved! Its size may also make the group more
light of the internationalisation of the Norwegian finanattractive in international capital markets, enabling it to
cial services market. DnB and NOR will merge as equedise new capital on more reasonable terms. Economies
parties and seek to develop a strong and more compefiscale relating to the development of systems for mea-

1n the literature there is a great deal of discussion as to whether economies of scale exist in banking. There is no snaewbidpadsuch economies of scale do not
exist.
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suring, managing and handling risk for increasinglynunication between banks will fail or break down.
complex financial products may also help to make DnBmong other things, this risk depends on the technical
NOR a sounder institution. solutions that are chosen and is to a large extent a ques-
Whether or not a merger between DnB and NOR witlon of cost. Awareness among operational staff of oper-
make the financial system more stable will depend ational risk is also important. If IT operations are
whether such gains are realised and on how capital adeerged, the impact of a failure in this system will be
quacy is affected by the strategic choices, including tlyggeater than if this failure affects one of the systems
choice of risk profile, made by the merged gréufm today. However, this may be compensated for by devot-
help to ensure that the stability of the financial system iisg more resources to security. Although Norges Bank is
not weakened by a merger, if approved, there is a nesule to set requirements in this connection, the responsi-
for close supervisory monitoring of DnB NOR'’s activi-bility for operating the settlement system and handling
ties, not least in respect of choice of risk profile and sythe operational risk lies with the bank.
tems for managing risk.
' There is reason to gxpect that DnB NOR wiill bg s“lﬁrisis management
ject to greater attention from a broader selection 0 o
lenders and credit rating agencies than the two bank&€ authorities’ role
individually are today. The monitoring by the marketn crisis situations where the existence of a business
may thus serve to discipline DnB NOR. Attempts t@appears to be threatened, the regulations that apply to
increase the group’s profitability at the expense of dmancial institutions differ from those that apply to 167
adequate risk profile would carry their own punishmertdther businesses. If neither the bank’s management and
more quickly than before in the form of a higher riskowners nor the guarantee funds can solve liquidity or
premium on funding from the capital markets. capital adequacy problems, the authorities will have to
consider appropriate crisis management.
The impact on Norwegian payment . According to the_Guarantee _Schemes _/-\ct, a bank t_hat
oes not have a financial basis for continued operation
systems and for which a private solution whereby it is acquired
Today, DnB and NOR are settlement banks for thelty or merged into another bank is not possible, will at
respective groups of savings banks. These settlemémé outset be placed under public administration.
systems are the source of various types of risk for patowever, a bank may be so important to the financial
ticipating banks and for DnB and NOR. There is reas@ystem that other solutions to the crisis may be more
to assume that DnB NOR will wish to merge the settleppropriate.
ment bank activities of the two banks. In the event of a crisis, large entities pose considerable
The participating banks’ use of DnB or NOR as a sethallenges to the authorities, challenges that may grow
tlement bank gives rise to risk because DnB or NORith the size and complexity of a financial institution.
may experience financial difficulties. The banks particHowever, the banking crisis demonstrated that the
pating in these settlement systems increase or redaedhorities were capable of dealing with a crisis involv-
their claims on DnB or NOR depending on the size afig a larger portion of the Norwegian banking system
the positions that arise in the settlements. A banktkan DnB NOR will constitute. If the supervisory
claims on another bank are not covered by deposit guatthorities closely monitor DnB NOR, and this group
antees. If financial problems should arise in the mergadso has a clearly outlined organisation and effective
bank, far more banks will be affected than if such prolzontrol systems, the basis for rapid and effective crisis
lems were to arise in one of the settlement banks todayanagement would be better.
However, calculations show that participating banks’ One concern in relation to large entities is that there
positions vis-a-vis DnB NOR are limited relative to theimay be expectations that such financial institutions will
core capital. Liquidity risk also appears to be limited. be rescued irrespective by the authorities if they experi-
DnB NOR may also suffer losses if one of the partience financial difficulties (“too big to fail”). This may
cipating banks experiences financial problems. This iead to inadequate monitoring of the bank’s activities
due to the fact that DnB NOR guarantees that the settéd insufficient risk awareness on the part of lenders and
ment will be completed vis-a-vis the other participatingredit rating agencies alike. Such an impairment of mar-
banks. However, calculations show that the maximuket discipline may contribute to moral hazard. In the
loss that DnB NOR may suffer in this connection wilview of Norges Bank, there should be no basis for such
normally be small relative to DnB NOR'’s core capital. expectations. Situations that threaten the financial sys-
Operating a settlement system is a source of opetam to the extent that the authorities must take special
tional risk, i.e. the risk that computer systems or conaction cannot be established in advance. Thus, one can-

2 The results of the G10 report “Report on consolidation in the financial sector” (BIS, 2001) show that the financial souimdinedsal institutions does not necessari-
ly increase as a result of consolidation in the financial sector and the formation of large, complex financial institctioses, Soene realise gains in the form of regional
and supranational diversification by increasing their risk-taking. Further, the size and complexity of these institutiead tagnl increase in operational risk. When this
is juxtaposed with the greater impact of such institutions’ financial problems, the risk to the financial system may aso incre
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not — regardless of the prevailing economic climate Lhe system of guarantee funds
decide in advance that certain banks are so importantibthe merger becomes a reality, it is obvious that the
so large that they cannot be placed under public admocemmercial banks’ and savings banks’ guarantee funds
istration. If public administration is not deemed approshould be merged. The two bankers’ associations are
priate in a given situation, the owners will neverthelesswow discussing how a prospective merger can be imple-
have to reckon on losing invested capital and the mamented. Norges Bank argued for a single fund in its
agement will have to be replaced. This applies regardemments on the Banking Law Commission’s Report
less of the size and complexity of the bank and will alsm. 2 (NOU 1995: 25) on the Guarantee Schemes Act.
apply to DnB NOR after a merger, if approved. Nor will There is little that weighs against a merger of the two
Norway be in a unique position internationally withguarantee funds. The business profiles and balance sheet
regard to having large entities: Sweden, Denmark asttucture of the commercial and savings banks have
Finland have an equal or larger concentration in thddecome increasingly similar. Since the savings banks
financial sectors. have been allowed to convert to limited liability compa-
A merger of the banking groups will not changeies, this trend may intensify in the future.
Norges Bank’s role or responsibility in a crisis. Should a Although the changeover to a single fund may, at the
situation arise in which the financial system is threabutset, be accomplished regardless of other possible
ened, Norges Bank, in consultation with other authorgchanges in this Act, it is the opinion of Norges Bank that
ties, will assess the need for, and, if necessary, initidtee Guarantee Schemes Act should be evaluated anew.
measures that may help bolster confidence in the finads part of Norges Bank’s comments on the Banking
cial system. Extraordinary provisions of liquidity in theLaw Commission’s Report no. 6 (NOU 2001: 23) on the
event of liquidity problems are among Norges Bank'activities of financial undertakings, we wrote the fol-
instruments. lowing: “Furthermore, an assessment of the guarantee
fund scheme should be made on a broad basis in which
one looks at how Norwegian practice affects the com-
petitiveness of Norwegian banks vis-a-vis other coun-
Through the Government Bank Investment Fund, thees.” In addition to the changeover to a single fund, it
central government owns 47.8 per cent of the shareswviril make sense in this connection to consider the size of
DnB. The merger will reduce this stake to about 28 péne deposit guarantee, the mandate for the funds and the
cent in the merged entity. The central government haie and formation of the deposit insurance fee.
previously indicated that its holdings in DnB may be
reduced, but_ not to less than 34 per cer_1t. If the C.e”t@'ompetitive conditions
government intends to hold an equally high stake in the i i
merged bank, the merger will mean that the central gol2€posit and lending markets
ernment’s direct involvement in the Norwegian bankin@nB NOR will have large market shares in some geo-
system will be substantially higher than today. graphical areas and businesses. Figures from 2002 indi-
Norges Bank assumes that decisions involving centredte that DnB NOR (including Nordlandsbanken) will
government holdings in the merged entity are a politicahve a market share of about 38 per cent in terms of
matter, but wishes to point out that negative control in doth bank lending (to parties other than financial insti-
important Norwegian bank raises certain questions relaitions) and deposits (from customers). This is approxi-
ing to the central government’s role with regard tonately equal to the market share of Nordea Bank
handling financial crises. As the supervisory and confrinland in Finland. Danske Bank has a somewhat lower
petition authority and through its economic policy as market share for bank lending and bank deposits in
whole, the central government has numerous tasks dddnmark, but has a higher market share measured by
makes a number of decisions affecting banks’ develofptal assets than what DnB NOR will have in Norway.
ments and financial soundness. Conflicts may ariseDnB NOR’s market share with regard to bank lending
between the considerations that the central governmemtd deposits will be even higher in eastern and northern
has to address as owner and the central governmei@rway, and highest in Vestfold county. In the securities
other tasks. Prior to the banking crisis, the central gofund market, the market share measured by DnB NOR’s
ernment did not have any stakes in Norwegian banks.share of combined total assets in this market will be 44
high level of central government involvement in theer cent. DnB NOR’s share of total loans from finance
banks might weaken the central government’s capacitpmpanies is even higher (47 per cent), whereas the cor-
for action if the banks’ situation were to become criticalesponding share for mortgage companies is 8 per cent.
again, since the central government, as owner, must b&he merged bank will have especially high market
assumed to have a considerable joint responsibility fshares in some geographical areas when banks that coop-
the situation. erate with Gjensidige NOR Sparebank ASA are includ-
ed. It is unfortunate that two banks in the same geo-

Ownership structure and crisis management
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graphical area have agreements that may hinder competion Plan contains several specific measures intended
tition. In their application, the parties to the merger state ensure this. Over time, this will contribute to stronger
that agreements that cover anti-competitive arrangesmpetition in Norway as well.
ments and market cooperation will not be continued.
DnB NOR's large market shares imply Weakeneq-
competition in parts of the banking market. The question
is how much competition is weakened and whether affijhe Norwegian money market is characterised by a
measures may be initiated to counteract this deteriommall number of big players, including foreign banks,
tion. Today, competition in most markets for bankinghat are established in Norway. Although DnB NOR will
services is strong. A reduction in the number of DnBecome a significant player in the money market, the
NOR branches may prompt some customers to chamgber players are probably large enough to prevent the
banks, and many companies may wish to have manew bank from acquiring dominating market power.
than one bank. Market shares may therefore fall someDnB is already one of the largest domestic players in
what. There are competitors who may establish therire Norwegian foreign exchange market, but due to the
selves in areas where any market power is exploitddrge element of foreign players, DnB cannot be said to
New technology and the Internet are contributing to thisave power over this market either. NOR is a minor
development. This applies especially to the private cuglayer in the Norwegian foreign exchange market.
tomer market. Large corporate customers that have aVith regard to the distribution of liquidity in the bank-
credit rating from a credit rating agency and are weithg system, DnB NOR can attain a high level of domi-
known in the market will have access to financing fromance. DnB and NOR are settlement banks for a large
foreign banks as well as the securities markets. Reduaegnber of smaller banks, and this, in addition to the size
competition is likely to have the biggest impact on smatlf the merged bank, will mean that DnB NOR will have
and medium-sized enterprises in outlying regions, large percentage of the surplus liquidity in the market.
where intimate knowledge of the individual companyt may be undesirable for a single player to control a
may be essential and customer relationships limit molarge share of the banking system’s liquidity and during
ing from one bank to another. The savings banks’ futuoertain periods to be the only provider of liquidity in the
commitment to this market will therefore be importantmarket. Weighing against the possibility that DnB NOR
To ensure real alternatives to the merged bank, greateitl have undesirable market power in the very short-
activity from savings banks aimed at customers of thisrm money market is the fact that there are no entry
sort would be desirable. Expanded cooperation, rastrictions in this market, since most banks, including
change in the form of organisation and possible mergdmeign subsidiary banks and branches, already have an
are measures that may be considered to assist local sscount with Norges Bank. However, Norges Bank will
ings banks in providing competition in a wider range dbllow developments in the money market closely and,
financial services. if necessary, intervene if market power is exploited.
Competition from abroad is also considerable and
growing. First, there are several Nordic banks th%et
define the Nordic region as their domestic market.
Foreign ownership in the Norwegian finance sector i$ the settlement systems of DnB and NOR are merged,
already at a high level compared with other Nordic arttiere will be one bank fewer to operate level 2 settle-
European countries. At the end of 2002, foreign-ownadent systems, i.e. in addition to Norges Bank’s settle-
subsidiaries and branches represented about 26 per ¢eant system (NBO). This may lead to less competition
of the total capital in the Norwegian banking markein this market, and the impact of a failure in the merged
This is the highest share in the Nordic region. Botbettlement system will be greater. However, there will
Nordea Bank Norge ASA and Fokus Bank ASA arstill be potential competitors. The market situation prior
parts of Nordic financial services groups. Percentag&sDnB receiving a settlement bank licence in June 2001
are higher in Luxembourg, Ireland and the Unitedas judged to be satisfactory.
Kingdom, due primarily to these countries’ roles as
financial centres. Second, the EEA regulations provicg
ample opportunities for competition from foreign finan-
cial services companies through subsidiaries, locAl merger between DnB and NOR will mean that a lar-
branches or cross-border activity. The rules for owneger share of the overall risk of providing credit and other
ship in Norwegian financial institutions have recentlyinancial services to Norwegian businesses and house-
been relaxed so that the possibilities for setting up cro$mlds will be concentrated in a single financial services
border businesses have increased. Third, increasigiup. If a financial crisis should hit DnB NOR, its
competition among providers of financial services is @npact on the financial system will be more far-reaching
high priority goal in the EU. The Financial Serviceshan if a crisis were to hit either one of the groups today.

he money mar ket

tlement systems

ummary
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At the same time, a larger size will facilitate cost sav-
ings, diversification and better risk management, which
may contribute to stable earnings and satisfactory finan-
cial strength. Whether or not a merger will make the
financial system more stable will depend on whether
such improvements are realised and, in general, on the
strategic choices made by the merged group.

There is a need for close supervisory monitoring of
DnB NOR's activities, not least regarding choice of risk
profile and systems for managing risk. Such monitoring
will also assist the authorities in dealing more quickly
and more efficiently with serious problems, should they
arise.

In crisis situations, the proposed financial group may
pose greater challenges to the authorities due to its size
and complexity. The banking crisis demonstrated that
the authorities were capable of dealing with a crisis
involving a larger portion of the Norwegian banking
system than DnB NOR will constitute. However, the
fact that the central government is a major shareholder
may be a complicating factor in the handling of a crisis
in the merged bank.

The merger will justify a broad review of the system
of guarantee funds. Nevertheless, a changeover to a sin-
gle fund should be implemented.

Norges Bank expects that competition in most markets
for banking services will continue to be satisfactory
after the merger. Reduced competition is likely to have
the most significant impact on small and medium-sized
enterprises in outlying regions, where intimate knowl-
edge of the individual company may be essential and
where customer relationships limit moving from one
bank to another. Therefore, the savings banks’ future
commitment to this market will be crucial.

Norges Bank cannot see that financial stability con-
siderations are a decisive impediment to the merger
desired by the two banks.

Jarle Bergo
Jon A. Solheim

Copy: Ministry of Finance
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