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Norges Bank’s reports on fi nancial stability

Financial stability implies that the fi nancial system is robust to disturbances in the economy and can channel capital, execute payments 

and redistribute risk in a satisfactory manner.

Pursuant to the Norges Bank Act and the Payment Systems Act, Norges Bank shall contribute to a robust and effi cient fi nancial system. 

Norges Bank therefore monitors fi nancial institutions, securities markets and payment systems in order to detect any trends that may 

weaken the stability of the fi nancial system. Should a situation arise in which fi nancial stability is threatened, Norges Bank and other 

authorities will, if necessary, implement measures to strengthen the fi nancial system.

Experience shows that the foundation for fi nancial instability is laid during periods of strong debt growth and asset price infl ation. Banks 

play a key role in credit provision and payment services – and they differ from other fi nancial institutions in that they rely on customer 

deposits for funding. Banks are thus important to fi nancial stability. The Financial Stability report therefore focuses on the prospects for 

banks’ earnings and fi nancial strength and the risk factors to which banks are exposed.

The report is published twice a year. The main conclusions of the report are summarised in a submission to the Ministry of Finance. The 

submission is discussed at a meeting of Norges Bank’s Executive Board. Norges Bank’s annual Report on Payment Systems provides a 

broader overview of developments in the Norwegian payment system.
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Editorial 
Financial turbulence

The global credit crisis illustrates how quickly the envi-
ronment for fi nancial institutions can change. The turbu-
lence that began in segments of the US mortgage market 
has spread to global money and credit markets. This has 
quickly resulted in widening spreads between government 
bonds and bonds with credit risk (risk premiums).

Risk premiums in money and credit markets were very 
low up to summer 2007, and perhaps lower than war-
ranted. Since the fi nancial turbulence began, markets have 
been marked by uncertainty, abrupt shifts and high pre-
miums. Risk premiums in credit markets have declined 
since the peak in March. Premiums in money markets are 
still high. It is too early to say that the fi nancial turbu-
lence is over. The turbulence may persist and new waves 
of turmoil may emerge. And even if the turmoil should 
abate, risk premiums cannot be expected to return to their 
pre-turmoil level. Households and enterprises must be 
prepared for the possibility that borrowing will be more 
expensive.    

Central banks have adjusted their lending facilities in or-
der to curb fi nancial turbulence. By supplying liquidity 
with longer maturities, increasing the number of permitted 

counterparties and accepting a broader range of collateral 
for loans, central banks have contributed to more stable 
fi nancial markets. 

The fi nancial turmoil is also having a broad impact on 
Norwegian operators. Borrowing has become more expen-
sive for fi nancial institutions, enterprises, households and 
public entities.  Many have suffered losses on fi nancial 
investments. 

The turbulence in money and credit markets has made 
it more diffi cult for banks to obtain funding. Norwegian 
banks, however, employ a broad range of funding sourc-
es. This reduces their vulnerability. Nonetheless, banks’ 
liquidity management has been more demanding than 
normal recently, and may present new challenges if the 
turbulence in money and credit markets persists. There 
is little investment in high-risk bonds, which has limited 
banks’ capital losses. Strong growth in the Norwegian 
economy has resulted in low loan losses. Overall, Norwe-
gian banks have so far fared well through the turbulence 
and better than many foreign banks. After several years 
of strong results, banks are well equipped to cope with a 
period of lower earnings. 

Jan F. Qvigstad
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Summary    
Outlook for fi nancial stability in Norway
There is still considerable turbulence in global money and 
credit markets. In the wake of the crisis in some segments 
of the US housing market, banks became uncertain about 
their own and other banks’ liquidity requirements. Inter-
est rates on interbank loans increased. Risk premiums on 
money market loans remain high.

The uncertainty has contributed to a broad-based repric-
ing of risk. Risk premiums in credit markets, which were 
very low up to last summer, rose sharply until mid-March. 
Credit premiums have since fallen back slightly. The re-
versal came when the Federal Reserve announced that it 
would implement measures to prevent the bankruptcy of 
the investment bank Bear Stearns. 

Many foreign banks have recorded substantial loan losses 
and unrealised capital losses on bond holdings. As a result, 
they have had to raise new equity in order to maintain 
capital adequacy. Combined with more expensive funding, 
these losses have led to tighter credit standards both in the 
US and in Europe. Tighter credit standards in banks and 
more expensive funding in credit markets have curbed 
corporate and household demand. This will in isolation 
curb economic growth. 

Even though there have been signs of improvement in 
credit markets, it is uncertain how long the turbulence will 
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persist. The situation in money markets is still abnormal. 
If there are no more major negative surprises, confi dence 
may be restored in the interbank market, and risk appetite 
can then increase. In turn, this will result in lower risk 
premiums in credit markets and make it easier for banks 
to obtain funding. Lower risk premiums will also reduce 
unrealised capital losses on bonds. 

If developments follow this path, banks’ need for tighter 
credit standards will be reduced, making it easier and 
cheaper for enterprises and households to obtain funding. 
On the other hand, negative news about losses in fi nancial 
institutions would rapidly further erode confi dence. This 
would prolong the period of turbulence, as would a dete-
rioration in the situation in the US housing market.

The environment has also become more demanding for 
Norwegian banks. Nonethless, the outlook for the fi nancial 
system in Norway is still satisfactory. After several years 
of high earnings, banks are well equipped to cope with a 
period of international turbulence and weaker results.

Norwegian banks are feeling the impact of the turbulence 
in money and credit markets in two ways:

First, funding costs have increased. Premiums paid by 
banks for long-term funding have risen considerably. As 
a result, banks have to a greater extent used short-term 
loans. But short-term money market funding has also be-
come more expensive. More expensive market funding 



NORGES BANK FINANCIAL STABILITY 1/2008 9

0

1

2

3

4

5

6

1987 1990 1993 1996 1999 2002 2005 2008
0

1

2

3

4

5

6

Source: Statistics Norway

Chart 3 Banks’ interest margin. Percentage points. Quarterly
figures. 87 Q1 – 08 Q1

has led to intensifi ed competition for customer deposits. 
Interest rates on deposits have increased. Thus, all forms 
of debt fi nancing have become more costly. 
 
Second, banks have had to record unrealised capital losses 
on bonds. The fall in bond prices is less serious for Nor-
wegian banks than for many international banks. Bonds 
account for a limited share of Norwegian banks’ assets. In 
addition, Norwegian banks have not been directly exposed 
to losses in the US subprime mortgage market, which 
resulted in substantial losses in foreign banks. 

After falling for many years, banks’ interest margins 
(lending rates minus deposit rates) have stabilised over 
the past year. Lending rates, however, have not kept up 
with money market rates, which have risen more than 
Norges Bank’s key policy rate. Lending margins (the dif-
ference between lending rates and money market rates) 
are now very low. If the difference between the key rate 
and money market rates does not diminish, banks will 
probably raise lending rates. In addition, slower growth 
in the Norwegian and global economies may imply higher 
credit risk premiums in the period ahead. However, it will 
take time for all the loans to be fully repriced.

Increased competition for deposits will probably con-
tribute to reducing the difference between deposit rates 
and money market rates (deposit margins). The fi nancial 
turbulence may thereby affect both lending and deposit 
margins. In addition, household loan growth will probably 

moderate due to higher interest rates, a high level of debt 
in many households and slower house price infl ation. It is 
also uncertain how long strong growth in lending to the 
business sector can persist. As a result, growth in banks’ 
net interest income will probably be slower.

Banks’ loan customers are fi nancially sound. Corporate 
earnings have been high for a long period. Due to slower 
growth in the Norwegian and global economies, corporate 
earnings ahead will be more moderate. Higher funding 
and labour costs are having the same effect, and will re-
duce enterprises’ debt-servicing capacity. The commercial 
property market has previously refl ected considerable 
optimism and sharply rising prices. Commercial property 
prices have fl uctuated widely and in pace with capacity 
utilisation in the economy. Lower economic activity will 
reduce property companies’ earnings.

Households’ overall fi nancial position is sound. Income 
growth is holding up, and unemployment is low. However, 
household saving has been low, and debt is still expand-
ing rapidly. House price infl ation slowed in autumn 2007 
after several years of sharp increases. Higher interest rates 
and high debt in many households may reduce their debt-
servicing capacity. 

With somewhat lower household and corporate debt-serv-
icing capacity, banks’ loan losses will probably increase 
somewhat in the years ahead, albeit from unusually low 
levels. Along with lower growth in net interest income, 
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this will probably result in lower profi ts as a percentage 
of total assets than in 2004–2007, which was a very fa-
vourable period for banks. 

Risk outlook
The risk of fi nancial instability in Norway seems on bal-
ance to have increased since the previous report. This is 
primarily due to developments in global money and credit 
markets and uncertainty about the effects on domestic 
and global activity. We will focus on four developments 
in particular:

Market turmoil challenges banks’ liquidity management. 
Short-term loans account for a substantial share of banks’ 
funding, and must be rolled over regularly. The scale of 
short-term funding has increased somewhat in the past 
year due to limited access to long-term funding, which 
increases liquidity risk. 

The problems in the US housing market and the ensuing 
turmoil in money and credit markets, along with tighter 
bank credit standards, increase the uncertainty about glo-
bal economic developments. A global downturn might 
lead to lower earnings in Norwegian fi rms and higher 
losses in Norwegian banks.

Household debt is still growing rapidly. Low saving and 
uncertainty in the housing market entails a risk of an 
abrupt rise in the saving ratio. A sudden change in house-
hold expectations about their own fi nancial position ahead 
may also lead to a change in saving behaviour, which will 
reduce corporate earnings.

Banks have sizeable loans to the property industry. Market 
prices for commercial property have risen substantially in 
the past few years, partly based on expectations of continued 
solid growth in rental income. If these expectations are not 
met, property companies’ profi tability may be reduced. 
The optimism and the rise in prices in the commercial 
property market seem, however, to have abated since 
2007. Banks have become more reluctant to lend to the 
property industry. Combined with any weaker develop-
ments in the housing market, this may also reduce activity 
and earnings in the construction industry. 

Chart 5 12-month growth in credit to mainland Norway.
Per cent. Jan 1997 – Mar 2008
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1 International banks 
and fi nancial markets

The global economy is still feeling the impact of the prob-
lems that arose in the US housing market. Although we 
have seen some signs of improvement in fi nancial market 
conditions in recent months, the global fi nancial outlook 
has deteriorated since the previous report (Financial Sta-
bility 2/07).

Subprime mortgages
The global economy has for many years been charac-
terised by high liquidity growth, low interest rates, low 
losses and strong risk appetite. This is refl ected in the 
narrow spreads between high-risk and safe investments 
up to summer 2007 (see Chart 1.1). 

In investors’ search for yield, available capital found 
its way to both prime and subprime segments of the US 
housing market. The subprime loan market, for borrow-
ers with low creditworthiness, has grown strongly during 
recent years. With these loans, interest rates are often 
low at the beginning of the loan term, rising to an agreed 
higher rate at a later stage. Subprime loans were based 
on expectations of increasing house prices. If house 
prices increased, borrowers could refi nance their loans 
and consequently maintain their ability to repay their debt. 
However, in 2006 house prices in the US started to de-
cline, and it became diffi cult for borrowers to refi nance. 
As a result, defaults increased sharply (see Chart 1.2).

Contagion effects
A large share of mortgages is collected in portfolios and 
used as collateral for bonds sold to investors all over the 
world. With increasing default rates, market prices for 
these bonds declined. In addition, the resale of large vol-
umes of mortgages in the form of complex securities has 
given rise to a very high degree of uncertainty as to the 
distribution and size of subprime-related losses. This has 
contributed to a broad-based repricing of risk. Investors 
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Chart 1.4 Writedowns and credit losses together with
capital raised for selected international banks. 
Jan 07 – 29 May 08
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now require higher returns for other types of securities 
as well. There has been a marked rise in credit premiums 
compared with government bonds since summer 2007 
(see Chart 1.1). 

Major international banks have suffered substantial loss-
es as the value of their securities holdings has declined. 
Banks and a number of fi nancial institutions operate with 
minimum requirements regarding the debt-to-equity ratio. 
Rebalancing this ratio after large losses can be achieved 
by reducing lending volumes, raising new equity or re-
paying debt. In order to repay debt, one alternative is 
to dispose of securities. This solution has probably put 
further downward pressure on prices for a broad range 
of securities, with subsequent losses for other banks and 
investors. 

Banks have long been uncertain about their own and other 
banks’ fi nancial position. The interest rate banks have to 
pay on money market loans is still high compared with 
expected key policy rates (see Chart 1.3).

Credit market conditions improved in mid-March when 
the Federal Reserve announced that it would implement 
measures to prevent the bankruptcy of the investment 
bank Bear Stearns (see box on page 54). These measures 
allayed fears that the turbulence might lead to a serious 
systemic crisis. 

Banks’ losses in the billions
In total, the largest banks have so far announced write-
downs and loan losses in the order of USD 382bn since 
summer 2007. Securities portfolios have to be marked 
to market1, and most of the losses are due to unrealised 
capital losses on bonds and complex securities. A number 
of banks have raised new equity (see Chart 1.4), which to 
a certain extent has been provided by sovereign wealth 
funds in Asia and the Middle East.

1 In accordance with International Financial Reporting Standards (IFRS)
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The International Monetary Fund (IMF) estimated in 
April that losses in the over 23-trillion-dollar US credit 
market may come to USD 945bn. Global banks are ex-
pected to shoulder about half of the losses. Analyses from 
the Bank of England2, however, indicate that the losses 
may be smaller, pointing out that it may be diffi cult to use 
a mark-to-market approach to valuing illiquid securities. 
For example, with low trading volumes of subprime-relat-
ed securities, the market price may be considerably lower 
than implied by the underlying mortgage payments. 

Share prices for many large banks fell considerably up to 
mid-March, and in some instances prices for bank bond 
insurance rose sharply in the same period (see Charts 
1.4 and 1.5).

Loans sold to own special purpose vehicles 
Credit risk is spread among more investors when mort-
gages are securitised. Many banks were nevertheless 
heavily affected by the problems with subprime mort-
gages, as they had resold bad mortgages to special pur-
pose vehicles (SPVs) they had set up themselves. 

The SPVs obtained funding by issuing securities with 
these loans as collateral. These securities were then 
bought by, for example, other SPVs which in turn issued 
new securities with the original securities as collateral. 
Hence, the original mortgages could be packaged with 
other securities and resold as new securities several times. 
Banks often bought the most risky securities themselves 
since fi nding interested external investors for these papers 
often proved diffi cult.  

Some of the mortgage-backed securities were also bought 
by a third type of SPV the banks set up, so-called struc-
tured investment vehicles (SIVs). These SIVs fi nanced 
purchases of long-term bonds with a fairly high interest 
rate through the sale of short-term paper with a lower 
interest rate. These SIVs achieved favourable conditions 
on their funding, since the bonds they owned usually had 
a high credit rating, and because liquidity was secured 

2 Financial Stability Report, April 2008.
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Chart 1.7 Share prices for the biggest bond insurers. USD.
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through credit lines to the bank that had set up the SIVs 
in the fi rst place. Due to shortcomings in the capital ad-
equacy framework, banks were not required to set aside 
capital for these lines of credit as long as they were not 
drawn upon. 

Because of the problems in the housing market, inves-
tors lost confi dence in the securities owned by the in-
vestment fi rms, and became less willing to invest in the 
securities they issued. This created liquidity problems 
for the investment fi rms which made them draw upon 
their lines of credit to the bank. To avoid extensive fi re 
sales of the investment fi rms’ assets, banks brought the 
investment fi rm back onto their own balance sheet. Thus 
the problems spread from the SPVs to the banks that had 
set them up.

Shortcomings in credit rating system
The aim of high earnings has been pursued at the expense 
of credit ratings. Some lending institutions based their 
business on reselling mortgages to large banks to be used 
as collateral for securities. A large share of subprime loans 
were in addition intermediated by brokers operating on 
a commission basis. The origination and distribution of 
loans reduced incentives for brokers to thoroughly assess 
credit risk to avoid losses. The rating agencies probably 
also have insuffi cient experience in rating complex mort-
gage securities.

Some US companies have specialised in guaranteeing the 
timely repayment of bond principal and interest. These 
monoline insurers have been given top ratings by the rat-
ing agencies but have in the wake of the turmoil been at 
risk of being downgraded. Poorer ratings refl ect reduced 
confi dence in the ability of these companies to cover fu-
ture insurance claims. Any downgrading may lead to a 
further fall in market prices for bonds as the quality of the 
insurance would be considered poorer. At the beginning 
of the year, the companies had insured bonds worth about 
USD 2.4 trillion. Share prices for the two largest insurers 
have fallen markedly over the past year (see Chart 1.7).
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Weaker growth outlook
It has become more expensive for banks and enterprises 
to raise loans by issuing securities. Banks have to com-
pensate for higher borrowing costs through higher rates 
on lending to enterprises and households. Surveys con-
ducted in the US, the euro area and the UK indicate that 
banks have tightened credit standards (see Charts 1.8 and 
1.9). Profi table projects may thus be postponed because 
enterprises are not able to obtain funding. 

There are divergent trends in the global economy, but 
there are prospects for lower economic growth (see 
Chart 1.10) Housing markets have cooled in the US and 
a number of other countries (see Chart 1.11). The rise 
in energy and food prices is another contributing factor. 
Reduced demand from the US and Europe will prob-
ably contribute to lower growth in a number of emerging 
market economies as well. On the other hand, higher con-
sumption and higher investment in, for example, China 
may have a curbing effect on any decline in global eco-
nomic growth in the years ahead.
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2 Norwegian fi nancial 
institutions

2.1 Banks

Norwegian banks have been affected by the turmoil in 
global markets through increased funding costs and loss-
es on securities carried at market value. In addition, the 
mortgage company Eksportfi nans ASA has had to raise 
new equity as a result of unrealised losses on bonds in 
its liquidity portfolio. 

Chart 2.1 shows banks’ assets and liabilities. The turmoil 
in credit and money markets is affecting banks’ liabilities, 
around 40% of which are securities debt and deposits from 
fi nancial institutions. The turmoil is also affecting banks’ 
assets, around 7% of which are exposed to market fl uc-
tuations. Loans to Norwegian households and enterprises 
account for around two-thirds of banks’ assets, so devel-
opments in domestic credit risk are of key importance to 
banks’ earnings and fi nancial stability.

Higher funding costs
Deposits from customers are regarded as a stable form of 
funding and account for the largest share of Norwegian 
banks’ funding (see Chart 2.2). This share has decreased 
slightly over the last decade. As long as Norwegian banks 
manage to maintain a high deposit-to-loan ratio, they will 
have limited exposure to turbulence in money and credit 
markets. 

Non-deposit funding (market funding) has increased as 
a share of gross lending over the last decade, but fell 
slightly in the second half of 2007. A higher proportion of 
market funding makes banks more exposed to turbulence 
in money and credit markets. Market funding in foreign 
currency has increased and now accounts for more than 
half of total market funding.
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Chart 2.1 Banks’1) assets and liabilities. Per cent. 
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Market funding can be both more expensive and more 
sensitive to changes in market conditions than customer 
deposits. Norwegian banks have experienced this during 
the turmoil since autumn 2007. The spread between yields 
on Treasury bills and the rates banks pay for borrowing 
in money markets has widened considerably (see Chart 
2.3). 

Long-term funding has also grown more expensive since 
autumn 2007. The spread between yields on government 
bonds and the rates banks pay for borrowing in bond 
markets has widened markedly (see Chart 2.4). Banks 
largely extend long-term loans at fl oating rates, so they 
also prefer fl oating rates on long-term borrowing. When 
banks issue bonds at fi xed rates, they convert the interest 
payments to fl oating money market rates using interest 
rate swaps. The rise in money market rates has therefore 
made long-term funding more costly. 

The mark-up that banks pay above the fl oating money 
market rates has also increased. For all of the largest banks 
in Norway, the fi ve-year bank bond yield has risen sub-
stantially more than the fi ve-year fi xed swap rate (see 
Chart 2.5). 

The market turmoil has also had an indirect effect on 
deposit rates. Higher prices for market funding fuel com-
petition for deposits, thereby pushing up deposit rates. 
Deposit rates have risen more than yields on Treasury 
bills (see Chart 2.3). 

The overall effect of these rate increases on banks’ fund-
ing costs depends on how important the different sources 
of funding are, and how long it takes for the rate increases 
to have their full impact on banks’ funding costs. The 
bond market has gradually become a more important 
source of funding for Norwegian banks (see Charts 2.6 
and 2.7). A growing proportion of residential mortgages 
are being funded through covered bonds issued by mort-
gage companies1. Since summer 2007, Norwegian banks’ 
mortgage companies have issued covered bonds worth 

1 For more detail, see box “Covered bonds” in Financial Stability 2/2007.
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Chart 2.8 Norwegian banks’1) market funding by maturity.
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NOK 115bn. 73% of these bonds were issued in foreign 
currency. Yields are lower on covered bonds than on bank 
bonds. However, covered bond yields have risen as a re-
sult of the market turmoil. The decrease in bond funding 
in 2007 was probably related to the market turmoil which 
made it harder and more expensive to procure long-term 
funding. This has put a damper on banks’ plans for new 
issues. 

Short-term market funding as a share of total debt in-
creased slightly in the second half of 2007 (see Chart 2.8). 
55% of Norwegian banks’ market funding matures within 
a year. A higher share of short-term market funding is 
making banks more sensitive to the turmoil in money and 
credit markets. Loans in the markets that mature during 
periods of fi nancial turbulence need to be replaced with 
new market loans. During the fi nancial turmoil, these 
new loans have had a higher price and often a shorter 
maturity than the loans they replace. Chart 2.9 shows 
the proportions of assets and market funding maturing 
within a year for all Norwegian banks. The banks to the 
left of the diagonal have more market funding than assets 
maturing in the next year. A few small banks lie well to 
the left of the diagonal. These banks will have relatively 
large funding requirements in the coming year, making 
them more exposed to the market turmoil. Most banks lie 
to the right of the diagonal. Taken together, these banks 
do not have a net funding requirement in the market in the 
coming year, assuming no new lending. In isolation, this 
indicator suggests that most banks have good short-term 
liquidity management. 

Retail customer deposits have grown less than gross lend-
ing in recent years (see Chart 2.7). The proportion of cor-
porate deposits has been more stable, as enterprises’ solid 
results over a number of years have resulted in surplus 
liquidity. If enterprises’ results and liquidity deteriorate, 
the proportion of corporate deposits may fall. Customer 
deposits as a proportion of lending to customers fell at 
small banks in the fi rst quarter of 2008 (see Chart 2.10). 
The same applies to DnB NOR. However, there was an 
increase in the deposit-to-loan ratio at medium-sized 
banks. The transfer of mortgages to mortgage compa-
nies is pushing up deposit-to-loan ratios at DnB NOR 
and some medium-sized banks.
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The level of short-term foreign funding has decreased 
in recent years at medium-sized banks (see Chart 2.11). 
With the exception of DnB NOR, short-term foreign debt 
accounts for a small share of Norwegian banks’ funding. 
The proportion of short-term foreign debt at DnB NOR 
increased sharply in the fi rst quarter of 2008. Banks seek 
to neutralise foreign exchange risk in their foreign bor-
rowing using currency derivatives.

The liquidity indicator2 shows that there is still a favour-
able balance between stable funding sources and illiquid 
assets (see Chart 2.12). 

Each year, Kredittilsynet (Financial Supervisory Author-
ity of Norway) and Norges Bank conduct a survey of the 
largest Norwegian banks’ counterparty exposures. The 
most recent survey was based on fi gures at 31 March 
2008. Few of the exposures were so large that banks’ 
fi nancial strength would be seriously compromised if a 
major counterparty could not meet its obligations. The 
greater spread between money market rates and yields 
on Treasury bills since autumn 2007 may be a sign that 
banks generally believe counterparty risk to be higher 
than before. 

Norges Bank has launched a regular survey of banks’ 
liquidity position. Banks generally reported a signifi cant 
deterioration in the supply of funding in March 2008, but 
a slight improvement in April 2008. Funding beyond one 
year has become particularly expensive and hard to fi nd. 
This has made it more challenging for some banks to re-
main within their internal limits for long-term funding. 

2 The liquidity indicator is calculated as the ratio of stable funding sources to illiquid 

assets. An increase in this ratio indicates a lower risk of liquidity problems. Deposits 

from households, non-fi nancial enterprises and municipalities, bonds, subordinated loan 

capital and equity are regarded as stable funding. Illiquid assets include gross lending to 

households, non-fi nancial enterprises and municipalities, other claims, assets acquired 

through recovery of claims, and fi xed assets. Off-balance sheet items, such as drawing 

facilities and unused lines of credit, are not included.  
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Low lending margins
Banks’ total interest margin3 has stabilised in the past 
year (see Chart 2.13). Margins on loans to households 
and non-fi nancial enterprises increased during 2007 Q4 
and 2008 Q1 (see Chart 2.14), but are still low from a 
historical perspective. Analyses of banks’ lending rates on 
loans to non-fi nancial enterprises may suggest that lending 
margins need to be increased further to cover the rise in 
funding costs and other costs related to lending.

The higher price of market funding may explain the de-
crease in the deposit margin. Higher prices for market 
funding are fuelling competition for deposits, thereby 
pushing up deposit rates. 
 
Continued satisfactory earnings and solid 
fi nancial strength
Banks’ total earnings before tax fell slightly relative to 
total assets from 2006 to 2007 (see Chart 2.15). Earn-
ings fell further in the fi rst quarter of 2008. Losses on 
Norwegian banks’ bond portfolios during the quarter led 
to a sharp drop in other operating income. These losses 
were due to higher credit premiums on corporate bonds. 
Losses on securities portfolios also led to heavy losses in 
the insurance arms of fi nancial conglomerates. Norwegian 
banks have relatively few assets directly exposed to mar-
ket fl uctuations on their own books. Bond portfolios held 
as a reserve can, in principle, be sold if it is hard to bor-
row in the markets. It is primarily this portfolio that has 
dropped in value. Banks’ total holdings of bonds, short-
term paper and equities held as current assets amounted to 
5.9%, 0.6% and 0.6% respectively of their total assets. 

3 The interest margin is defi ned as the average lending rate minus the average deposit 

rate. The interest margin shows what banks earn from lending when loans are fi nanced 

by deposits. The three-month effective money market rate (NIBOR) is used to divide 

the interest margin into a lending margin and a deposit margin. The lending margin is 

defi ned as the lending rate minus the money market rate, whereas the deposit margin 

is the money market rate minus the deposit rate. The lending rate in the statistics is 

annualised, but does not include arrangement fees and instalment charges (commission 

on lines of credit are included). The lending rate is therefore not entirely an effective 

rate. As a result, the estimated lending margin and total interest margin are somewhat 

underestimated. 
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The price of funding has increased, but this had little 
impact on banks’ net interest income in 2007 and the fi rst 
quarter of 2008 because it is taking time for the increase to 
fully feed through to banks’ interest expenses. Increased 
funding costs have to a large extent been passed on to 
borrowers through higher lending rates.

Loan losses are still very low. Favourable developments 
in household and corporate fi nances have led to a marked 
drop in non-performing loans as a share of total lending to 
municipalities, non-fi nancial institutions and households 
since the second quarter of 2003. The share is very low 
for both enterprises and households (see Chart 2.16).

The fi nancial strength of Norwegian banks is solid. The 
capital adequacy ratio fell slightly at both DnB NOR and 
medium-sized banks in the fi rst quarter of 2008 (see Chart 
2.17). In isolation, the high lending growth of recent years 
has eroded capital adequacy. The transition to new capital 
adequacy rules in 2007 has led to lower risk weights for 
the bulk of banks’ lending, which is helping to underpin 
capital adequacy.

Return on equity for the largest Norwegian banks is some-
what lower than for other Nordic fi nancial conglomerates 
(see Annex 3, Table 7). The turmoil in money and credit 
markets appears to have put a slight damper on analysts’ 
earnings expectations. With the exception of Sparebanken 
Vest, expectations for 2008 earnings at medium-sized 
savings banks have been revised down. The same ap-
plies to DnB NOR. This may be why bank shares have 
underperformed the benchmark index since the beginning 
of the year.

Continued strong lending growth 
Banks’ and mortgage companies’ lending growth has been 
high for several years (see Chart 2.18). This strong lend-
ing growth means that the potential for future loan losses 
is increasing. 

Loans to the retail market account for 54% of combined 
bank and mortgage company lending to households, non-
fi nancial enterprises and municipalities. 91% of these 
loans are mortgage loans (including home equity lines 
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of credit). Experience shows that the risk of default on 
mortgage loans is low. A high proportion of mortgage 
loans means that the value of banks’ collateral will vary 
with fl uctuations in house prices. Around 90% of bank 
loans secured on residential property have an original 
loan-to-value ratio of no more than 80%. However, this 
fi gure covers only banks that report capital adequacy using 
the standardised method under the Basel II rules. These 
banks have a combined market share of 28% based on 
total assets.

Bank and mortgage company lending to the corporate 
market is growing rapidly. The fastest growth is to the 
construction, utilities, mining, manufacturing and oil and 
gas sectors. Property management and commercial serv-
ices account for the largest share of loans from banks and 
mortgage companies. These loans accounted for 19% of 
banks’ and mortgage companies’ total lending at the end 
of the fi rst quarter of 2008. The fi gure is higher for large 
banks than for small banks. 

In Norges Bank’s latest Survey of Bank Lending (see box 
on page 52), banks reported a slight tightening of credit 
standards for loans to non-fi nancial enterprises and a mar-
ginal tightening for loans to households in the fi rst quarter 
of 2008. The tightening of credit standards for enterprises 
was due to changes in the macroeconomic outlook, sector-
specifi c factors, banks’ risk appetite and the funding situa-
tion. Banks expect a further tightening of credit standards 
for non-fi nancial enterprises and a marginal tightening for 
households in the second quarter. 

The risk of individual banks running into solvency and/
or liquidity problems (probability of failure) has been 
estimated on the basis of banks’ accounts (see box on 
following page). The fi nancial turmoil has only slightly 
increased the estimated failure probability for the major-
ity of Norwegian banks (see Chart 2.19). At the end of 
2007, the failure probability for 90% of banks was below 
0.02%. However, a few banks had a high and rising failure 
probability. These were banks with a low capital adequacy 
ratio, a low liquidity indicator, high-risk loan portfolios 
and/or a low return on assets. 
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We have estimated a model that 
attempts to explain why banks 
run into solvency or liquidity pro-
blems (see Norges Bank Working 
Paper 2008/2 for a more detailed 
presentation). A bank is defi ned 
as failed if, as a result of solvency 
or liquidity problems, its capital 
adequacy ratio falls below the 
statutory minimum of 8% or it is 
liquidated or taken over by another 
bank. The model has been estima-
ted on the basis of quarterly data 
from the third quarter of 2000 to 

the third quarter of 2005. In the 
model, a lower capital adequacy 
ratio increases the probability of a 
bank failing. A low return on as-
sets and a low liquidity indicator 
(see footnote on page 19) also 
result in an increased probability 
of failure. As historical losses on 
residential mortgage loans are 
very low, the probability of failure 
rises if mortgage lending falls as a 
share of gross lending. The model 
also includes an indicator to cap-
ture the concentration risk in the 

loan portfolio and an indicator for 
expected loan losses based on the 
composition of the loan portfolio 
and models for historical losses. 
A high concentration risk and high 
expected loan losses increase the 
probability of failure. The model 
has strong explanatory power 
during the estimation period. The 
model generally also gives strong 
and accurate early warning signals 
when tested on bank failures du-
ring the crisis of 1990-1993. The 
model is defi ned as follows:

Estimating the probability of solvency 
or liquidity problems at banks

Probability of failure = F(9.55 – 0.93  capital adequacy ratio – (50.5  return on assets – 0.059  share of mortgage 
lending – 0.094  liquidity indicator + 1908.3  expected loss indicator + 8.4  concentration risk indicator)
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Chart 2.20 Life insurance companies’ buffer capital1) and asset mix. 
Per cent of total assets. Quarterly figures. 01 Q1 – 08 Q1
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As a result of the turmoil in global fi nancial markets in the 
fi rst quarter of 2008, life insurance companies reported 
negative value-adjusted results for the fi rst time since 
2002. The value-adjusted loss for the quarter was NOK 
15.3bn, equivalent to 8.3% of total assets, and was due 
primarily to a drop in equity prices. As a result of this 
loss, buffer capital (the sum of surplus Tier 1 capital, 
securities adjustment reserve, supplementary provisions 
with an upper limit of one year, and undistributed profi ts) 
fell from 6.7% of total assets at the end of 2007 to 4.6% 
at the end of the fi rst quarter. 

Life insurers are more exposed to market risk than banks, 
since a far higher share of their total assets is invested in 
equities and bonds. At the end of the fi rst quarter, bonds 
and short-term paper accounted for 47% of total assets 
(see Chart 2.20). The equity portion fell from 23% at the 
end of 2007 to 21% at the end of the fi rst quarter due to 
the downturn in the equity market and sales of equities. 
Property accounted for 13% of total assets. The equity 
market has rebounded since the fi rst quarter, which would 
suggest a substantial improvement in life insurers’ results 
in the second quarter.

2.2 Other fi nancial institutions

Mortgage companies’ fi rst-quarter results were substan-
tially weaker in 2008 than in 2007. Relative to total assets, 
operating profi t fell by 0.21 percentage point to 0.03%, 
due to Eksportfi nans ASA reporting negative results for 
the fi rst quarter of 2008. As a result of losses on bonds 
in its liquidity portfolio, Eksportfi nans raised new equity 
of NOK 1.2bn in January 2008. In addition, its largest 
private-sector shareholders undertook to cover further 
losses in the liquidity portfolio. Excluding Eksportfi nans, 
mortgage companies’ earnings were largely unchanged 
from the fi rst quarter of 2007.

Finance companies are a diverse group serving a number 
of different markets. At the end of the fi rst quarter, year-
on-year growth in their lending was 32.1%. Unsecured 
consumer loans have a high credit risk. Companies charge 
consumers for this credit risk through high effective inter-
est rates. Finance companies’ fi rst-quarter results were 
solid. Recorded loan losses were slightly higher than in 
2007. Non-performing loans have increased by 28% over 
the past year, which suggests that loan losses may be set 
to increase.   
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Chart 3.1 Household real disposable income1) and 
consumption2). Annual growth. Per cent. 1997 – 2007
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3 The Norwegian 
macro-fi nancial 
environment

3.1 The Norwegian economy and 
securities markets

The Norwegian economy has experienced almost fi ve 
years of strong growth, although growth in productivity 
declined in 2008 Q1. During the fi rst part of this period, 
productivity growth in the business sector was strong. 
Over the past two years, increased labour force partici-
pation and high inward labour migration have facilitated 
continued strong growth. Actual output, however, has 
increased more rapidly than potential output, and capacity 
utilisation has now reached a high level. 

Productivity growth in the business sector is slowing, 
and wage growth is high. Investment is traditionally high 
towards the end of an economic upturn. Capacity utilisa-
tion rises, and enterprises must invest to increase capac-
ity. Total gross investment in the enterprise sector grew 
by more than 12% in 2007, according to the National 
Accounts.

Strong growth in household income has led to brisk 
growth in consumption and housing investment over a 
number of years (see Chart 3.1). Lower employment 
growth, higher net interest expenses and higher consumer 
price infl ation will lead to slower growth in household 
real disposable income. 

Monetary Policy Report 1/08, published on 13 March, 
stated that the outlook and balance of risks suggested that 
it would be appropriate to raise the key policy rate further. 
The uncertainty surrounding the interest rate forecast is 
shown in Chart 3.2. Norges Bank’s key policy rate was 
raised from 5.25% to 5.5% on 23 April, and then remained 
unchanged at the key policy rate meeting on 28 May. The 
press release noted that the strategy in Monetary Policy 
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2008 2009 2010 2011
Private consumption 3½ 1¾ 2¼ 3
Public consumption 2¾ 3¼
Mainland gross investment 5¼ ¾
Traditional exports 5 1¼
Mainland GDP 3½ 2 2¼ 2¾
Output gap, mainland Norway1) 2½ 1¼ ½ ¼
LFS unemployment (rate) 2½ 3 3¾ 4
CPI-ATE2) 2¼ 2¼ 2½ 2¾
Annual wage growth3) 6 5½ 5 4¾
1) The output gap measures the percentage deviation between mainland GDP
and projected potential GDP
2) CPI-ATE: CPI adjusted for tax changes and excluding energy products

 Income Settlements and Norges Bank
Sources: Statistics Norway, Technical Reporting Committee on

Table 3.1 Macroeconomic aggregates. Percentage change on 

Projections Monetary Policy Report 1/08
previous year (unless otherwise stated)

3) Annual wage growth is based on the Technical Reporting Committee on Income
Settlements' definitions and calculations. The number for 2007 includes costs
related to the introduction of mandatory occupational pensions

Chart 3.3 Equity indices, Oslo Stock Exchange. 
Daily figures. 1 Jan 07 – 29 May 08. 1 Jan 07=100. 
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Report 1/08 is that the key policy rate should be in the 
interval 5-6% in the period to the publication of the next 
report on 25 June, unless the Norwegian economy was 
exposed to major shocks. Capacity utilisation in the Nor-
wegian economy is expected to fall gradually in the period 
to 2011 (see Table 3.1, output gap). 

Volatile Norwegian equity market 
The prospect of weaker US growth and greater uncertainty 
about the scale of the problems in global money and credit 
markets led to a marked drop in equity prices on the Oslo 
Stock Exchange (OSE) in January (see Chart 3.3). The 
monthly return in January 2008 was the third weakest 
ever recorded on the OSE. The Federal Reserve’s guar-
antee to support the acquisition of the investment bank 
Bear Stearns in March helped equity markets to rebound 
globally and in Norway. The rally was particularly strong 
in Norway. For the period as a whole, the OSE benchmark 
index has remained approximately unchanged since the 
previous report. The rise in oil prices has contributed 
to higher share prices for energy companies. Financials 
have long been underperforming the market, and the fi -
nancials index has lagged behind the benchmark index 
since March. 

Slightly higher implied volatility from equity options may 
imply that investors’ uncertainty about future earnings 
has increased since the previous report. During the same 
period, expected 2008 earnings for companies included in 
the OSE benchmark index have been revised up  by 5% 
(see Chart 3.19 in Section 3.3). These estimates suggest 
growth of more than 17% relative to corporate earnings 
in 2007.

Volatile equity prices and increased uncertainty have led 
to lower new issue activity in the Norwegian equity mar-
ket. The total volume of new shares and primary capital 
certifi cates issued in the fi rst four months of 2008 was 
just 13% of that in the same period last year. No new 
companies were listed on the OSE in the fi rst four months 
of 2008, compared with 12 in the same period in 2007. 
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Chart 3.4 Risk premium1 Norwegian bonds. 5- year maturity. 
Indicative price. Per cent. Weekly figures. 2 Jan 02 – 28 May 08
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Chart 3.5 Aggregated bond issues registered at Oslo Stock
Exchange. Monthly figures. In billions of NOK
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Higher risk premium on private bonds
The risk premium for private issuers in the Norwegian 
bond market has increased markedly since summer 2007 
(see Chart 3.4). Higher risk premiums make it more ex-
pensive for banks and enterprises to raise capital in the 
bond market. The increase has been particularly great 
for banks. The premium has increased further since the 
previous report. The higher risk premium probably refl ects 
weaker liquidity in the Norwegian market and increased 
uncertainty due to the turmoil in global credit markets. 
 
Enterprises issued far fewer bonds on the OSE in the fi rst 
four months of 2008 than in the same period in 2007 (see 
Chart 3.5). New issue volumes are also low relative to 
previous years. At the same time, banks and mortgage 
companies have increased their bond issues. This may 
indicate that enterprises have raised loans in banks instead 
of the bond market. 

A number of mortgage companies have issued covered 
bonds in the Norwegian market. In the period from June 
2007 to May 2008, covered bonds worth a total of NOK 
26bn were issued in the Norwegian market. Several mort-
gage companies have also issued covered bonds in other 
markets and currencies. Translated into NOK, the total 
volume of covered bonds issued since June 2007 is around 
NOK 115bn. 
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Chart 3.8 Household debt growth and investment in financial
assets1) by investment instrument. Sum last four quarters. In 
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3.2 Households

Households’ overall fi nancial position is sound. At the 
end of 2007, households had total housing wealth and 
fi nancial assets of more than NOK 6.5 trillion (see Chart 
3.6). The value of dwellings and fi nancial assets is almost 
four times higher than total household debt. 

Strong growth in debt 
Household debt has grown rapidly in recent years, but 
year-on-year growth has slowed in the past year (see Chart 
3.7). Growth has been fuelled primarily by an earlier pe-
riod of low interest rates, a favourable labour market and 
strong increases in house prices and income. As only a 
small part of the housing stock changes hands each year, 
movements in house prices in previous years will affect 
debt growth for a long period. Household debt may there-
fore continue to grow for many years even though house 
price infl ation has slowed. 

The average term of new mortgage loans has increased 
markedly over the past seven years. Interest-only loans 
have become more common. This is making it possible 
to service more debt with a given income and has prob-
ably contributed to the strong growth in household debt. 
Longer repayment periods and interest-only periods can 
serve as a buffer against leaner times. A number of house-
holds have already used up this buffer. Most households 
also pay an adjustable rate of interest on their loans. 

Norges Bank’s latest Survey of Bank Lending (see box on 
page 52) revealed that household demand for loans fell 
in 2008 Q1, and that banks anticipate a further decrease 
in demand in 2008 Q2. The survey also found that banks 
have tightened their credit standards for households. This 
may mean that growth in household debt will slow.  
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Chart 3.9 Household saving as a share of disposable income. 
Per cent. Annual figures. 2000 – 2007
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Chart 3.11 Building completions and increase in the number of
households. Yearly figures. 2000 – 2007 

Low saving ratio
Since 2003, households have borrowed more than they 
have invested in fi nancial assets1

 (see Chart 3.8). At the 
same time, household net fi xed investment is high. The 
saving ratio (saving as a proportion of disposable income) 
has been in decline since 2002 (see Chart 3.9). The low 
level of saving means that households are only to a limited 
extent building up buffers against economic shocks. 

Household fi nancial wealth has become less liquid. Insur-
ance reserves account for just over 35% of total household 
fi nancial assets. These consist mainly of funds in group 
insurance schemes which are not available in the short and 
medium term. Excluding insurance reserves, household 
net fi nancial assets have decreased since 2000.

Lower house price infl ation
Higher interest rates and a high supply of existing homes 
have contributed to a sharp drop in house price infl ation 
in the past year. The slowdown has been most marked 
for apartments (see Chart 3.10). In the period 1997-2002, 
apartment prices increased somewhat more than other 
types of housing. This higher rise in prices for apartments 
was probably a sign that the stock of this type of housing 
was insuffi cient to meet demand. This may be a reason 
why apartments have accounted for most of the increase 
in residential construction in recent years. Annual starts 
of apartments climbed from 5 000 in 2000 to more than 
15 000 in 2007 (see Chart 3.10).

The share of the population typically interested in apart-
ments (those aged 20-35 and 60-79) has fallen, but is set 
to rise again over the next ten years. Centralisation may 
also lead to greater demand for apartments instead of other 
housing types. Demand for apartments may therefore 
increase in the longer term. 

1 Investment in fi nancial assets has been adjusted for estimated reinvested dividends in 

the period 2000–2005 and redemptions/reductions of equity capital in 2006 and 2007.
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1) Debt as a percentage of disposable income adjusted for 
estimated redemption/reduction of equity capital

Housing starts have been high in recent years. Popula-
tion growth has also been strong. Over time, the supply 
of new housing must be high enough to meet demand for 
new housing resulting from population growth and hous-
ing losses. In 2007, the number of housing completions 
was lower than the increase in the number of households 
(see Chart 3.11). Housing starts have fallen markedly in 
the fi rst few months of 2008, while population growth 
remains strong.

The turnover of existing homes remains high. The sup-
ply of existing homes grew strongly in 2007 and peaked 
at almost 18 500 in September. It has since fallen back 
but is still unusually high. The time taken to sell exist-
ing homes has increased markedly in the past year. The 
time taken to sell new dwellings in southeastern Norway 
has also increased considerably in recent years. The high 
stock of unsold homes can lead to lower house prices 
further ahead. 

Few signs of payment problems in households  
Higher household debt and interest burdens have so far 
not resulted in an increase in banks’ loan losses. Non-
performing bank loans were low at the end of 2008 Q1. 
Recent years have seen the establishment of housing 
cooperatives with low deposits, high joint debt and an 
initial interest-only period. As interest rates increase and 
the interest-only period comes to an end, this may lead 
to increased payment problems for households that have 
bought such dwellings. The number of petitions of forced 
sales of shares in housing cooperatives was higher in 2008 
Q1 than in the same period in 2007. Banks’ total lending 
to housing cooperatives with low deposits and high joint 
debt is low.

First-time homebuyers have a high debt burden
Households’ fi nancial margin (defi ned as income after tax 
less interest expenses and general living expenses as cal-
culated by the National Institute for Consumer Research) 
has increased substantially over the past 20 years (see 
Chart 3.12). This is due partly to strong income growth 
during the period. The increase in general living expenses 
has been lower than income growth, with the result that a 
smaller share of income is needed to cover general living 
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Chart 3.14 Distribution of gross financial wealth and related
debt at end-2006. Households excluding self-employed. 
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expenses. With lower interest rates, a smaller share of 
income is used to service debt, thereby increasing house-
holds’ fi nancial margin.

Debt has grown faster than disposable income for a 
number of years, and the household debt burden has 
therefore increased. Figures based on micro data at the 
end of 2006 reveal large variations in the size of the debt 
burden across different household groups (see Chart 
3.13). The average debt burden for indebted households 
was just above 200% of disposable income at the end of 
2006. First-time homebuyers, comprising 70 000 house-
holds, had the largest debt burden, an average of more 
than 400%2. These households accounted for 7% of total 
debt. First-time homebuyers aged 25-35 had an average 
debt burden of 473% of disposable income. Just below 
30 000 households aged 25-35 were fi rst-time homebuy-
ers in 2006.

Financial assets can be used to service debt if income 
proves insuffi cient. However, most households do not 
have large buffers. Debt and assets are unevenly distrib-
uted across households. More than 35% of fi nancial as-
sets are owned by the 1% of households with the highest 
fi nancial wealth (see Chart 3.14). Debt is more evenly 
distributed. The majority of fi nancial assets are held by 
households with a low debt burden. 

Outlook 
Calculations based on a simple estimated model showed 
that house prices were probably slightly higher from the 
second half of 2006 to the fi rst half of 2007 than devel-
opments in short-term interest rates, income, unemploy-
ment and residential construction in isolation would imply 
(see Chart 3.15). Falling house price infl ation has meant 
that house prices at the end of 2008 Q1 were slightly 
lower than simple model-based calculations would imply. 
These calculations are only one indicator of house prices, 
and the results of such calculations must be interpreted 
with caution. Although house prices are now lower than 

2 A rule of thumb is that households should not borrow more than three times their 

gross income, corresponding to a debt burden of between 400 and 500%.
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simple model-based calculations would imply, changes 
in the macro-economic explanatory variables or house-
hold expectations may nevertheless lead to falling prices 
ahead. 

Real house prices (defl ated by consumer prices, building 
costs and rents) are historically high (see Chart 3.16). De-
fl ated by hourly wages, the increase in house prices over 
the past ten years is more moderate, but the level is high. 
Model-based calculations and these indicators do not, 
therefore, provide a clear-cut picture of price levels.

We expect the four-quarter rise in house prices to remain 
low over the next six months (see Chart 3.17). Over time, 
we assume that house prices will rise in line with growth 
in household income. However, the outlook for house 
prices is very uncertain.

The household debt burden is now historically high (see 
Chart 3.18). At the end of 2007, household debt was 
equivalent to almost 200% of disposable income (adjusted 
for returns on insurance reserves). Projections based on 
the baseline scenario in Monetary Policy Report 1/08 sug-
gest that the debt burden could grow further in the next 
few years and reach a level of just over 220% at the end 
of 2011. At the same time, the rise in general living ex-
penses has been slower than income growth over the past 
15 years. The household debt burden is signifi cantly lower 
than in the late 1980s if disposable income is adjusted for 
general living expenses. High debt growth and higher 
interest rates since mid-2005 have led to an increase in 
the household interest burden in recent years (see Chart 
3.17). The interest burden is now roughly as high as at 
the beginning of 1994. 

Overall assessment 
Unemployment is unusually low, and further solid growth 
in household disposable income is expected. However, 
recent years’ strong growth in household debt, an increase 
in interest-only loans, a low proportion of fi xed-rate loans 
and low saving imply, in isolation, greater vulnerability 
to higher mortgage rates, tighter bank credit standards 
and loss of income. The debt burden is particularly high 
among fi rst-time homebuyers, but these households ac-
count for a relatively small share of total debt. 
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Chart 3.20 Debt-servicing capacity1). Levels (right-hand scale) 
and contribution to relative changes (left-hand scale) from 
growth in debt, income and costs2). Per cent. 1999 – 20073)

-30

-20

-10

0

10

20

30

Mar-02 Mar-03 Mar-04 Mar-05 Mar-06 Mar-07 Mar-08
-30

-20

-10

0

10

20

30

Chart 3.21 Key ratios for non-financial firms listed on Oslo Stock 
Exchange1) Per cent. Quarterly figures. 2002 Q1 – 2008 Q1 

1) Sample consisting of 171 listed firms. Projections for 2008 Q1
are based on a smaller sample (OBX index). 
2) Ordinary results before tax as a percentage of book equity
3) Operating results as a percentage of sales

Return on equity2)

Operating margin3)

Sources: Statistics Norway and Norges Bank

3.3 Enterprises

Improved debt-servicing capacity 
Enterprises have delivered solid results in recent years. 
Despite high debt growth, debt-servicing capacity in most 
industries has improved (see Chart 3.19). A sample of 
already submitted accounts for Norwegian limited com-
panies for 2007 suggests that 2007 was a very profi table 
year. However, increased costs, in particular high wage 
growth and interest expenses, are beginning to put pres-
sure on corporate results (see Chart 3.20). This makes 
enterprises dependent on further strong revenue growth 
if profi tability is to be sustained. 

Lower global economic growth may erode export com-
panies’ revenues in 2008. Enterprises that generate their 
revenue primarily in USD or compete with enterprises 
that incur their costs in USD, are particularly vulnerable if 
the USD remains weak. Favourable prices for Norwegian 
export goods and favourable markets for the engineer-
ing industry have helped to mitigate these challenges to 
date.

The turmoil in global credit markets has made it more 
expensive for enterprises to raise capital in the bond mar-
ket (see Chart 3.4). Enterprises’ borrowing costs for bank 
fi nancing will gradually rise accordingly if the situation 
persists. Interest expenses amounted to 23% of corporate 
pre-tax results in 2006. 

The return on equity for listed companies was slightly 
lower in 2007 than in 2006, declining in particular from 
2007 Q2 (see Chart 3.21). The return on equity is still 
strong. Operating margins have not deteriorated. This 
means that corporate revenues have so far kept up with 
cost increases. 

High credit growth
Corporate credit growth has been high since the second 
half of 2005, and especially high in property manage-
ment and commercial services. In 2008, credit growth has 
increased in manufacturing, retailing and construction, 
but has levelled off in property management and com-
mercial services (see Chart 3.22). Property management 
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Sources: Statistics Norway, OPAK and Norges Bank
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and manufacturing are the two largest borrower sectors 
and account for 43% and 10% respectively of total debt 
to credit institutions. According to Norges Bank’s latest 
Survey of Bank Lending, banks experienced a weakening 
in the demand for new loans in the fi rst quarter of 2008.  

Solid enterprises
The equity ratio has remained high despite recent years’ 
strong debt growth (see Chart 3.23), due to both strong 
results and injections of new equity. Retained earnings 
have risen since 2004 and are increasingly helping to 
underpin the equity ratio.

Reduced optimism in the commercial property 
sector
Commercial property companies’ operations consist 
primarily of renting and buying and selling commercial 
property. Some companies engage in only one of the two. 
Rental companies are dependent on movements in rents, 
interest rates and owner costs (operating, maintenance 
and renovation costs). Companies involved in the pur-
chase and sale of commercial property are also exposed 
to movements in property values. 

Over the past three years, strong growth in the value of 
commercial property has resulted in strong sales revenues 
for many commercial property companies. Many property 
investors choose to gear their investments at a certain 
ratio to market price. This leads to debt growth when 
market values rise. High debt growth results in higher 
interest expenses, which need to be serviced by revenues. 
The value of offi ce premises and other commercial prop-
erty fl uctuates considerably with economic activity. And 
over time, property companies are dependent on rental 
income and adding value through development. According 
to Norges Bank’s latest Survey of Bank Lending, several 
banks have tightened their credit standards for new com-
mercial property fi nancing (see box on page 52). 

The net yield on offi ces in Oslo, defi ned as net rental 
income as a percentage of market value, increased in the 
second half of 2007 and was again higher than the yield 
on long-term government bonds (see Chart 3.24). Accord-
ing to market operators, the net yield increased further by 
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Sources: Norges Bank and OPAK
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an estimated 0.25-0.75 percentage point in 2008 Q1. The 
Investment Property Databank (IPD) reports that the rise 
in market value was negative for all types of commercial 
property in the same period. The fall in market values 
was most pronounced for offi ces, which saw a quarterly 
fall of 2%.   

The net yield is still low. We have used a simple model 
to derive the rise in rental prices that an investor must 
assume if the net yield is to provide owners with a nor-
mal return on new investments. This analysis shows that 
expected rent increases are slightly lower than long-term 
infl ation expectations if the discount rate after tax is set at 
5%. If the discount rate is instead set at 6.½%, rents will 
need to rise by almost 3½% annually (see Chart 3.25). In 
both cases, rent increases must be higher than the actual 
level seen in the period 1987–2007.

Sales of new homes weakened at the beginning of 2008. 
Companies focusing on property development and sales 
could suffer a drop in revenue if sales do not pick up. 
These companies have reported very strong results in re-
cent years despite rising building costs. However, projects 
that have seen strong cost increases may result in low 
profi tability if prices for new homes must be lowered. A 
prolonged turnaround in the market for new homes would 
also lead to reduced activity in the construction industry. 
In 2007, this industry accounted for only 3% of total bank 
debt in the non-fi nancial sector.

A number of property funds have recently experienced 
a decline in interest in new issues, and turnover in 2008 
will probably be down on 2006 and 2007. According to 
market operators, equity-rich property companies and 
institutional investors will increasingly be looking to buy 
property, while property funds and fi nancial investors will 
increasingly be passive or selling property. 
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Outlook and overall assessment
Future movements in rents will be crucial for profi tability 
for property companies. Rents have historically fl uctuated 
in line with economic activity. Lower economic activity 
and higher funding costs for enterprises will probably 
curb demand for commercial property. Rent increases may 
be lower than in recent years. Rents for offi ce premises 
in the cities will depend particularly on profi tability in 
commercial and fi nancial services. 

Market analysts’ expectations for listed companies’ earn-
ings in 2008 and 2009 have been revised down only mod-
erately since the turmoil in global fi nancial markets began 
(see Chart 3.26). In recent months, earnings expectations 
have been revised up again, partly due to higher expecta-
tions with regard to oil prices. Equity prices on the OSE 
have risen in the past two months, after a pronounced 
fall in January. Overall, market information suggests that 
growth in listed companies’ earnings may slow in the 
period ahead. 
 
However, it is likely that slower growth in export markets 
will put a damper on turnover. Lower growth in private 
consumption may have the same effect. Capacity utili-
sation looks set to remain high into 2008, and increases 
in wages and other costs will continue to put pressure 
on corporate results. Despite a slightly weaker outlook, 
enterprises’ debt-servicing capacity will probably remain 
robust in 2008. 
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3.4 Financial infrastructure and 
regulatory framework

A robust and effi cient fi nancial infrastructure is essential 
for a smoothly functioning economy. It is particularly 
important that this infrastructure functions as intended in 
periods of market turmoil, when fi nancial institutions are 
vulnerable to shocks and uncertain about counterparties’ 
capacity to fulfi l their obligations. 

Infrastructure has functioned well 
Financial system infrastructure has functioned well during 
the market turmoil since summer 2007. Banks have had 
suffi cient deposits with and borrowing facilities at Norges 
Bank for settling payments. These borrowing facilities 
depend on the value of the securities pledged as collateral 
to Norges Bank. Banks have maintained their borrowing 
facilities during the turmoil (see Chart 3.27). 

Proposal for increased number of annual 
petroleum tax instalments
When oil companies pay taxes to the government, they 
draw on their bank accounts, thereby reducing the balance 
on banks’ accounts at Norges Bank. This means that banks 
have a very large liquidity requirement in connection with 
the two annual instalments of petroleum tax. Recent years’ 
high oil prices have led to particularly high petroleum tax 
payments. In connection with the payment of petroleum 
tax on 1 April 2008, Norges Bank issued F-loans (fi xed-
rate loans) with a longer maturity than usual in order to 
facilitate banks’ liquidity management.

On the initiative of Norges Bank, the Government pro-
posed the collection of petroleum taxes in six rather than 
two annual instalments in the Revised National Budget 
for 2008. This would reduce banks’ liquidity requirements 
around each due date and thereby reduce the liquidity risk 
in payment settlements. 
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New settlement system delayed
Norges Bank is in the process of replacing its settlement 
system. The new system was due to come into operation 
in spring 2008, but now seems likely to be postponed by 
nearly a year. Changes in systems have often increased the 
risk of unstable operation. Norges Bank, banks and other 
operators therefore will test the new system thoroughly 
and train their personnel before it is put into operation.

Changes in the infrastructure of securities 
markets
In February, a group of eight exchanges in the Nordic 
and Baltic regions (the OMX exchanges) combined with 
the US exchange Nasdaq to form a new, large group. 
The name of the new group is Nasdaq OMX. This leaves 
the Oslo Stock Exchange (OSE) as the only independent 
exchange in the Nordic region. However, the OSE has 
an agreement with OMX on trading systems and a joint 
Nordic list. The OSE and the Norwegian Central Secu-
rities Depository (VPS) merged in November last year. 
In April, it was announced that VPS is setting up a new 
company together with six other European central secu-
rities depositories in order to be able to offer faster and 
cheaper cross-border settlement of securities trades. 

The Ministry of Finance circulated proposals during the 
spring for new rules on the ownership of companies pro-
viding infrastructure for securities markets (exchanges, 
settlement centres and securities registers). It is proposed 
that the rules be relaxed to bring them more in line with 
those for banks. One proposal is that only shareholders 
deemed capable of ensuring proper management of such 
a company should be allowed to hold more than 10% of 
its shares. Another proposal is that the maximum holding 
in an exchange or securities register should normally be 
limited to 20% (up from 10%), although infrastructure 
companies can apply for a higher level. These rules could 
make it easier to carry out international acquisitions and 
restructuring, thus increasing the incentive for effi cient 
operation. 

New rules resulting from the Capital Markets 
Directive 
New regulations resulting mainly from the EU’s Capital 
Markets Directive were fully incorporated into Norwegian 
legislation at the beginning of 2008. The rights and obli-
gations of market participants throughout the EEA have 
therefore become more harmonised. This will facilitate 
cross-border activity and promote more integrated and 
smoothly functioning markets.

The rules provide stronger protection for small investors, 
partly through more stringent rules on mandatory bids. 
Advising on investment in fi nancial instruments has also 
become a service that requires authorisation and is subject 
to supervision. Kredittilsynet (Financial Supervisory Aut-
hority of Norway) awarded authorisation to more than 50 
new securities companies in 2007. Most of these needed 
authorisation to continue to act as investment advisors and 
intermediaries. The rules have increased the requirements 
for qualifi ed and independent advice. Some advisers have 
terminated activities as a result of these requirements. 
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After several years of low loan losses and declining len-
ding margins, lending margins may have reached a mini-
mum level in relation to credit risk. There are signs that 
banks are beginning to take into account a possible rise 
in credit risk in the future. The banks in Norges Bank’s 
Survey of Bank Lending report that they expect higher 
lending margins on corporate loans, but at the same time 
competition for borrowers will probably continue to keep 
lending margins at a fairly low level.

The turbulence in money and credit markets has pushed up 
banks’ funding costs and generated uncertainty about the 
supply of funding from these markets. As a result, banks’ 
interest in obtaining more of their funding from other 
sources, such as customer desposits, is increasing. There 
are clear signs that competition for customer deposits is 
picking up, and this pushes down deposit margins.

High lending growth over several years has contributed to 
the rise in net interest income and banks’ solid results. The 
announced tightening of banks’ credit standards for cor-
porate loans will probably curb lending growth. Lending 
growth may also moderate because house price infl ation 
is levelling off and households already have high debt 
levels.  Slower lending growth may ease the pressure on 
lending margins.

Other operating income is another important income item 
for banks. The trend whereby an increasing number of 
banks offer services without bank charges may have a 
negative impact on this income. In addition, changes in 
rules governing the sale of structured products and lower 
issue activity due to fi nancial turbulence may lead to a 
decline in earnings for bank-owned investment fi rms.

Banks’ profi ts as a percentage of total assets were high in 
the period 2004–2007, although they edged down in the 
last two years of the period.  With prospects for some-
what higher loan losses and continued pressure on inter-
est margins, this downward trend will probably continue 
unless banks manage to reduce costs. With solid capital 
adequacy, banks are well equipped to cope with a period 
of weaker profi ts. The past year’s fi nancial turbulence 
shows that good, long-term risk management is crucial 
in banks.

4 Outlook and 
challenges 
The turbulence in money and credit markets has conti-
nued since the previous Financial Stability report, and 
the global economic outlook has deteriorated. Market 
developments have resulted in serious problems in fi nan-
cial institutions in many countries. Norwegian fi nancial 
institutions have felt the turbulence in the form of more 
expensive and less accessible funding and losses on their 
securities holdings.

4.1 Outlook for banks in Norway

Due to the turbulence in money and credit markets in the 
past year and signs of slower global economic growth, 
the challenges facing Norwegian banks are greater than 
they have been for many years. Banks’ capital adequacy is 
solid after several years of low loan losses and favourable 
results. The outlook for fi nancial stability is still conside-
red to be satisfactory. 

Several years of high earnings have boosted enterprises’ 
fi nancial strength. However, corporate credit growth has 
been very high over the past two years.  Slower growth 
ahead in the Norwegian and global economies may result 
in lower growth in corporate earnings, thereby reducing 
debt-servicing capacity. The high debt burden in some 
household categories may also result in some losses on 
loans to households. Overall, banks’ loan losses are ex-
pected to increase somewhat ahead, although from very 
low levels.

High lending growth has increased banks’ net interest 
income in krone terms. Net interest income measured 
as a percentage of total assets has, however, declined in 
recent years as a result of lower interest margins. Over the 
past few quarters,  the interest margin has stabilised (see 
Chart 2.13). Developments in the interest margin ahead 
are uncertain. The lending margin is very low, while the 
deposit margin is high.
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4.2 Risk outlook

In Financial Stability 2/2007, we highlighted four fac-
tors that could jeopardise fi nancial stability in Norway. 
Two of these have shown negative developments in the 
past six months. Turbulence in money and credit mar-
kets has escalated further, even if there have been signs 
of improvement in the credit markets the last months. 
The uncertainty regarding the global economic outlook 
has increased. The last two risk factors we highlighted 
in the previous Financial Stability report were the high 
household debt burden and the situation in the commercial 
property market.  In the following, it is explained why the 
four factors mentioned above are still considered to pose 
the greatest risk to the fi nancial stability outlook.

1. Persistent turbulence in money and credit 
markets 
The turmoil that began in summer 2007 has persisted 
and shows that unforeseen events can rapidly change the 
outlook for banks and for fi nancial stability. The turmoil 
has had marked consequences for Norwegian fi nancial 
institutions’ liquidity and market risk. 

Both internationally and in Norway, interbank short-term 
lending rates are high compared with expected key rates. 
Even though central banks in most countries have pro-

Chart 4.2 Deposit-to-loan ratio in credit institutions1) in Nordic 
countries. Deposits from customers as a percentage of lending 
to customers. 2001 – 20072)

1) Includes banks, mortgage companies and other credit
institutions
2) Break in time series between 2005 and 2006

Sources: Nordic Banking Structures report (2006), EU Banking 
Sector Stability report (November 2007) and Norges Bank
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vided ample liquidity, the turmoil has in periods spilled 
over to the shortest rates. Premiums on money market 
rates were particularly high in September 2007, around 
the turn of the year and in March/April 2008 (see Chart 
1.3).

Risk premiums on investments with credit risk have 
risen considerably since summer 2007 (see Chart 4.1), 
making long-term borrowing more expensive for Norwe-
gian banks. It has at times been diffi cult for Norwegian 
banks to obtain funding in the bond market, including the 
covered bond market. Many banks have increased their 
short-term funding (see Chart 2.8). This results in higher 
liquidity risk.
 
Most banks in Norway have a fairly high deposit-to-
loan ratio (see Chart 2.10). For Norwegian credit institu-
tions, this ratio is higher than in Denmark and Iceland 
(see Chart 4.2). The fi gures are, however, infl uenced by 
different institutional structures in the Nordic countries. 
Mortgage companies, for example, which do not rely on 
deposit funding, account for a very large share of lending 
in Denmark.

Chart 4.1 Credit risk premium on corporate bonds rated BBB.
5-year maturity. Percentage points. 
1 Jan 2007 – 29 May 2008

Source: Reuters EcoWin
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Chart 4.3 12-month rise in house prices1) and housing starts2) in 
the US. Jan 2004 – Apr 2008
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Due to the increase in credit premiums, bond prices have 
declined, with attendant losses for bondholders and re-
duced capital adequacy in many US and European banks.  
A large share of Norwegian fi nancial institutions’ bond-
holdings is held for liquidity purposes. Despite generally 
high credit ratings, these bonds have fallen in value and 
bondholders have incurred losses. Banks’ equity holdings 
are very small. Their vulnerability to fl uctuations in equity 
markets is therefore very limited.

2. Great uncertainty regarding the global 
economic outlook 
Credit risk in Norwegian banks is primarily infl uenced 
by enterprises’ fi nancial results.  The Norwegian business 
sector is highly dependent on international markets. A 
downturn in the global economy might adversely affect 
Norwegian banks in the form of higher losses as a result 
of lower exports and weaker earnings in Norwegian en-
terprises.

The greatest risk to the global economy seems to be the 
situation in the US economy. Housing starts have declined 
sharply in the past two years and house prices are falling 
(see Chart 4.3), contributing to slower economic growth 
and rising unemployment. US bank losses on prime mort-
gages and on loans to enterprises are increasing.

With Norway’s generous deposit guarantee scheme, there 
is less risk of mass withdrawals of deposits. For an in-
dividual bank, however, customer deposits can be vola-
tile. Customers with large deposits are often constantly 
searching for the best possible return.  Deposits from this 
customer group, particularly deposits exceeding the guar-
anteed amount, can therefore be particularly volatile.

Any negative news about other Nordic banks may have 
an adverse impact on Norwegian banks’ access to fund-
ing.  Negative news might be an economic crisis in one or 
more of the Baltic countries, where two Swedish banks in 
particular have extended substantial loans, or in Iceland. 
In order to support the Icelandic authorities in their ef-
forts to stabilise economic developments in Iceland, the 
central banks of Norway, Denmark and Sweden entered 
into bilateral credit agreements with Iceland’s central 
bank, Sedlabanki Islands, in mid-May 2008. Each of the 
agreements enables Sedlabanki Islands to acquire up to 
EUR 500m against the Icelandic krona.

Icelandic banks have long been watched closely by mar-
ket participants because of an expansive growth strategy 
beyond Iceland’s borders and unfavourable developments 
in the Icelandic economy. As a result, credit default pre-
miums on Icelandic banks have been very high, with wide 
fl uctuations. The turbulence surrounding Icelandic banks 
has so far had little effect on Scandinavian banks. Ice-
landic banks’ share of the Norwegian banking market is 
small, just under 1.5% at the end of 2008 Q1 measured 
in total assets.

Because of greater reluctance to lend each other money 
in the interbank market and diffi cult markets for more 
long-term funding, liquidity risk for Norwegian banks is 
higher compared with the situation six months ago.
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In a number of large international banks, capital adequacy 
has weakened due to substantial losses, restricting the 
banks’ capacity to extend loans. At the same time, high-
er credit premiums are pushing up banks’ funding costs 
and customers’ borrowing costs. Both of these factors 
can contribute to a credit squeeze, resulting in profi table 
projects being postponed for lack of funding. The risk of 
a credit squeeze is probably greatest in the US and the 
UK. In the event of a credit squeeze, the real economy 
will be affected.

High prices for oil and other commodities, such as food, 
may curb global economic growth. The problems in the 
US economy have resulted in a steadily declining US 
dollar exchange rate. The sterling exchange rate has also 
fallen considerably. This may present a problem to Nor-
wegian enterprises competing with enterprises that largely 
incur costs in USD or GBP.

The uncertainty surrounding developments in the global 
economy is, on balance, greater than it was six months 
ago. This is due to money and credit market turbulence, 
uncertainty as to how deep the downturn in the US econ-
omy will be, and the magnitude of the consequences for 
the world economy.

3. Household fi nancial behaviour
The household debt burden in Norway is historically 
high and still rising (see Chart 3.18). House prices are 
still high from a historical perspective (see Chart 3.16). 
Many households have interest-only loans, and the great 
majority of Norwegian households have adjustable-rate 
loans. The saving ratio has fallen considerably over the 
past few years and was unusually low in 2007 (see Chart 
3.9). These factors indicate that some households have 
stretched their fi nances to the limit and will be vulnerable 
in the event of a negative turnaround in the economy. 
Falling house prices, higher-than-expected interest rates 
and weaker-than-expected income growth are examples 
of events that may exacerbate households’ situation.

Weaker developments in households’ fi nancial position 
and falling house prices will increase credit risk associated 
with bank lending to households, although from a very 
low level. The most important effect of such develop-
ments will probably be exhibited in the enterprise sector. 
An abrupt correction in  the saving ratio may result in 
weaker corporate earnings and will probably increase 
banks’ losses on loans to enterprises.

There are signs that household demand for loans will mod-
erate. The rise in house prices has slowed. These factors 
imply that the risk of a build-up of fi nancial imbalances 
may be diminishing, reducing the risk of an abrupt and 
pronounced change in the household saving ratio further 
ahead.

4. High commercial property prices
History shows that long periods of sharply rising property 
prices can be followed by a sharp fall in prices. Selling 
and rental prices in the commercial property market in-
creased considerably up to the second half of 2007 (see 
Chart 3.24). There are indications that selling prices have 
peaked and that commercial property price infl ation is now 
slowing. Market participants expect a decline in turnover 
volume in 2008 relative to the two previous years. Several 
property funds have experienced diminished interest in 
issues. Even though the rise in commercial property prices 
in recent years can probably be attributed to favourable 
macroeconomic developments, the rise may to some ex-
tent have been driven by expectations that it would sim-
ply continue. A pronounced change in expectations may 
therefore cause problems for property companies.

Lower demand in the Norwegian economy might result 
in a slower rise in rental prices than expected by prop-
erty companies, triggering a fall in prices. Even though 
property companies often choose fi xed-rate loans, higher 
interest rates will reduce some companies’ profi tability. 
Property companies are often highly leveraged, and lower 
property prices will reduce the value of banks’ collateral. 
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1) All banks excluding foreign branches in Norway and banks
with a capital adequacy ratio above 30 per cent

Source: Norges Bank

Chart 4.4 Banks’1) capital adequacy ratio and lending to   
commercial property as a share of gross lending.
As at 2007 Q4. Per cent
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Lending to property companies accounts for about 18% 
of banks’ total lending to households and enterprises. Re-
duced profi tability and lower property prices may there-
fore lead to loan losses for banks. In this situation, the 
fact that a number of banks with relatively low capital 
adequacy have a high share of lending to property com-
panies constitutes an element of risk (see Chart 4.4).

The optimism and the rise in prices in the commercial 
property market seem to have abated since 2007. Banks 
have become more cautious about extending loans to the 
commercial property industry. Developments in the com-
mercial property market have become more uncertain in 
the short term. On the other hand, recent developments 
have probably curbed the risk of substantial imbalances 
between debt and property prices further ahead. 

Stress-testing
Stress-testing has been carried out to illustrate the pos-
sible impact of some of the risk factors referred to above 
(see box on page 47). In the stress-test, we assume that a 
weakening of household confi dence in their own fi nancial 
situation and the Norwegian economy leads to a sharp 
fall in house prices. We also assume that the interest rate 

will be substantially increased in response to prospects 
for higher infl ation. Banks are expected to tighten credit 
standards, with a sharp decrease in debt growth as a result. 
In the stress-test, the scale of problem loans increases, 
particularly in the enterprise sector. Assuming that 55% 
of problem loans are lost, banks’ losses would amount 
to 2¼% of total loans at the end of the projection period 
in 2011. In spite of substantial loan losses, the fi ve larg-
est Norwegian banks will together satisfy the minimum 
capital adequacy requirement in 2011. 

4.3 Measures taken and lessons 
learned in the light of the fi nancial 
turmoil

There have been a number of lessons to learn from the 
turbulence in money and credit markets in the past year. 
Losses that arise in markets far beyond our borders can 
have considerable impact on Norwegian banks even when 
they are not directly involved in these markets. This is 
due to globalised markets and Norwegian banks’ heavy 
reliance on foreign funding. Banks have experienced that 
funding in money and credit markets can be considerably 
more expensive and less accessible even though banks 
are solid and the outlook for the Norwegian economy is 
favourable.
 
Since 1 June 2007, Norwegian banks have been able to 
securitise loans by issuing covered bonds. Before this 
type of bond was introduced, it was emphasised that the 
issue of these bonds could function as a liquidity buffer 
in times of unrest. Experience has shown that lack of 
confi dence in the US market for securitised mortgages 
has also had a negative effect on the European market 
for securitised mortgages, including Norwegian covered 
bonds. Although it has been diffi cult in periods to issue 
covered bonds, banks have nonetheless issued these bonds 
through mortgage companies to the value of  NOK 115bn 
since June 2007. Norwegian banks’ funding situation 
would have been even more diffi cult without the option 
of securitising loans.
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What action should be taken? 
Banks should be prepared for sustained periods of turbu-
lence in fi nancial markets. A solid local deposit base com-
bined with a substantial share of long-term bond funding 
will reduce banks’ vulnerability to turbulence in money 
and credit markets.
 
Stress-testing can be a useful tool to test a bank’s vulner-
ability to a shortage of short-term or long-term funding. 
The tests should take into account contagion effects from 
international credit and money markets, markets that may 
dry up for long periods, and market participants’ behav-
iour during periods of turbulence. It is important that the 
stress-test results are refl ected in banks’ planning and 
contingency work.

The authorities can also place greater emphasis on moni-
toring liquidity risk. As part of its bank monitoring activi-
ties, Norges Bank has launched regular surveys of banks’ 
liquidity management and credit standards. 

In an international context, measures have been proposed 
by a number of organisations. Financial Stability Forum 
(FSF) recommends actions in fi ve areas:

• strengthening prudential oversight of capital, 
liquidity and risk management in fi nancial in-
stitutions, including issuance of a sound practice 
guidance on the management and supervision of 
liquidity

• enhancing transparency and valuation of com-
plex structured credit products and off-balance 
sheet entities

• improving the quality of the rating process for 
structured credit products and reduce the credit 
rating agencies’ confl icts of interest in these rat-
ing processes

• strengthening authorities’ responsiveness to 
risk

• establishing robust arrangements for dealing 
with stress in the fi nancial system, including 
arrangements for dealing with weak banks

Some of the problems contributing to the fi nancial turbu-
lence arose because banks in other countries took advan-
tage of loopholes in the Basel I Framework to establish 
off-balance sheet companies which were not included 
when calculating capital adequacy.  When these compa-
nies were no longer able to obtain funding in securities 
markets, the banks were obliged to provide funding and 
take them onto their own balance sheets. In order to pre-
vent this from recurring, the view of the Basel Commit-
tee on Banking Supervision is that it is important for the 
risk-sensitive Basel II Capital Adequacy Framework to 
be implemented as soon as possible in as many countries 
as possible.

The fi nancial turbulence has also demonstrated some 
shortcomings in Basel II, and it is important to rectify 
these shortcomings in the light of experience gained.  In 
the wake of the FSF report and statements from the G7 
countries, the Basel Committee on Banking Supervision 
proposed measures for improving various parts of Basel 
II. These measures include higher capital requirements 
for complex structured credit products and stricter capital 
requirements for credit lines to off balance sheet con-
duits.

Any changes in Basel II that are formally included in 
the EU Capital Adequacy Directive will also be incor-
porated into Norwegian legislation as part of Norway’s 
EEA obligations.

So-called hybrid instruments combine some of the charac-
teristics of equity and some of the characteristics of debt.  
The extent to which supervisory authorities accept hybrid 
instruments as part of banks’ Tier 1 capital varies widely 
across countries.  Norway pursues a restrictive practice 
with regard to the permitted share of hybrid instruments 
in Tier 1 capital. The fi nancial turbulence has sown doubt 
about the value and marketability of hybrid instruments. 
The IMF therefore urges supervisory authorities to focus 
on these conditions in their application of the capital ad-
equacy framework.
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In the wake of the US crisis and the rescue operation for 
the investment bank Bear Stearns, the US Treasury Sec-
retary has proposed changes in the supervisory structure 
and regulations in the fi nancial sector. The proposal is 
to reduce the number of supervisory authorities by com-
bining authorities in order to improve coordination and 
close gaps between areas of responsibility. Supervision 
will also to a greater extent be a federal rather than a state 
responsibility. Under the proposal, the Federal Reserve 
will have a more formal role in the monitoring of fi nancial 
stability.

Some of the problem related to US sub-prime mortgages 
has been the extensive use of mortgage brokers, who had 
incentives to sell as many mortgages as possible without 
taking borrowers’ debt-servicing capacity into account. 
The US Treasury deems the regulatory framework to be 
inadequate and proposes national minimum standards for 
all operators intermediating mortgages.

Crisis management exercises 
The past year’s fi nancial turbulence with problems in a 
number of foreign banks is a reminder that crisis mana-
gement exercises at government level are important. The 
purpose of these crisis management exercises is to enhance 
the authorities’ ability to manage future crises. Because of 
structural changes in fi nancial markets, exercises should 
be carried out at regular intervals. One important structural 
change in the Nordic countries in the past ten years is 
the emergence of cross-border banks. In 2003 the Nordic 
central banks signed a Memorandum of Understanding 
(MoU) on coordination, the exchange of information and 
management of external communication in the event of a 
crisis in a cross-border bank. A corresponding MoU has 
been established between the supervisory authorities. The 
most recent exercise on crisis management in cross-border 
banks in the Nordic and Baltic regions was conducted in 
September 2007.

The EU has prepared a new MoU on crisis management 
cooperation between supervisory authorities, central 
banks and fi nance ministries. The MoU comprises three 
main parts. The fi rst part is a compilation of nine joint 
principles at EU-level for the management of crises in 
cross-border fi nancial institutions. Part two is a joint 
framework of analysis for assessing the systemic effects 
of a potential crisis. This framework has been drawn up 
by the EU Banking Supervision Committee (BSC) and 
the Committee of European Banking Supervisors (CEBS). 
The third part will comprise joint practical guidelines for 
crisis management.
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NORGES BANK FINANCIAL STABILITY 1/2008 47

An important part of Norges 
Bank’s surveillance work is analy-
sing how economic shocks might 
affect banks’ fi nancial position.1 
A bank model is among the tools 
used to analyse the fi ve largest 
banks’ performance and capital 
adequacy. In this model, develop-
ments in key bank fi gures are lar-
gely determined by developments 
in macro variables that are incor-
porated in a macro model for the 
Norwegian economy. 

The macro model features several 
properties that are of particular 
interest in analysing fi nancial stabi-
lity: House prices rise if household 
confi dence in economic develop-
ments increases or if the supply 
of credit increases. With higher 
house prices and higher credit, 
total demand and output will rise, 
which embodies effects via con-
sumption and investment. Higher 
house prices result in increased 
wealth for homeowners, who 
may want to realise a share of the 
gain in the form of debt-fi nanced 
consumption and/or investment. 
At the same time, new residential 
construction projects become 
profi table when house prices rise 
in relation to residential construc-
tion costs. This leads to higher 

housing investment. Higher house 
prices will also push up household 
indebtedness. The model thus 
embodies the correlation between 
the level of economic activity, 
house prices and household debt 
growth. 

The bank model is used to project 
a baseline scenario for results 
and capital adequacy up to and 
including 2011 based on the ba-
seline scenario for the Norwegian 
economy presented in Monetary 
Policy Report 1/08. Developments 
for banks in that scenario are then 
compared with an alternative sce-
nario for the Norwegian economy 
where we assume that a number 
of economic shocks occur. Such a 
stress scenario is not necessarily 
the most likely alternative to the 
baseline scenario for the Norwegi-
an economy, but an analysis of a 
possible scenario that could entail 
problems for banks. 

In addition to the analysis of 
banks, corporate and household 
debt-servicing capacity is analysed 
using models of the enterprise 
and household sectors. The mo-
dels are based on microdata and 
are used to estimate corporate 
bankruptcy probabilities2 and hou-

sehold margins3. Like the bank 
model, the enterprise and house-
hold models use macroeconomic 
forecasts. Growth in total output, 
unemployment and interest ex-
penses are included in the esti-
mation of corporate bankruptcy 
probabilities. Household income 
relative to cost-of-living and inte-
rest expenses determines house-
hold margins. Interest rate expen-
ses depend on indebtedness and 
the interest rate level. The debt 
growth derived from the macro 
model is broken down on groups 
of households using the same pat-
tern as in the historical data. Micro 
models provide, among other 
things, information about which 
groups of enterprises and house-
holds will be the most vulnerable 
under different scenarios for the 
Norwegian economy.   

In this Financial Stability report we 
look at an alternative stress sce-
nario for the Norwegian economy 
where a severe shock occurs as 
from 2008. A weakening of hou-
seholds’ confi dence in their own 
fi nancial situation and the Nor-
wegian economy leads to a sharp 
fall in house prices. Consumer 
price infl ation increases as a re-
sult of both higher domestic price 

Stress-testing of bank losses and results

1 For a further description of the model framework used to stress-test banks , see Andersen, Berge, Bernhardsen, Lindquist and Vatne: A suite-of-models to stress-test 

fi nancial stability. Staff Memo, 2/2008, Norges Bank. 

2 For a further description of the enterprise model, see Bernhardsen and Larsen: “Modelling credit risk in the enterprise sector – further development of the SEBRA model”, 

Economic Bulletin 3/07, Norges Bank.

3 Household margin is calculated as total income after tax less estimated normal consumption and interest expenses. For a further description of the household model, see 

Vatne: “How large are the fi nancial margins of Norwegian households? An analysis of micro data for the period 1987-2004”, Economic Bulletin 4/06, Norges Bank.



48

pressures and increased imported 
infl ation. Moreover, we assume 
that banks’ risk-willingness decli-
nes in pace with heightened glo-
bal liquidity and credit risk. 

House prices fall markedly in the 
alternative stress scenario (see 
Chart 1). In 2010, house prices 
are close to 35% lower than at 
the end of 2007. By comparison, 
house prices fell by about 30% 
between 1988 and 1992, when 
there was a banking crisis in 
Norway. House prices edge up 
towards the end of the simulation 
period. With higher consumer 
price infl ation in the alternative 
stress scenario, the interest rate 
rises rapidly over the next two 
years to curb infl ation. Lower 
house prices and higher bank 
lending rates (see Chart 2), result 
in lower corporate and household 
credit demand and weaker eco-
nomic growth compared with the 

baseline scenario. GDP growth is 
negative in two of the three years. 
By comparison, mainland GDP 
growth in Norway declined by 1% 
in 1988 and 1½% in 1989. 

As a result of a change in the ma-
croeconomic outlook and increa-
sed loan defaults, we assume that 
banks tighten lending standards 
by reducing new loans to both 
households and enterprises. Un-
der the alternative stress scenario, 
household and corporate debt 
growth drops sharply over the 
next two years (see Chart 3). 

Lower property prices and lower 
household and corporate debt 
growth lead to slower growth 
in total demand and output (see 
Chart 4). In 2011, unemployment 
rises to just above 5%, or about 
2¼ percentage point higher than 
in the baseline scenario.

Weaker macroeconomic develop-
ments and higher bank lending 
rates reduce borrowers’ debt-ser-
vicing capacity. This increases the 
scale of problem loans4, particular-
ly among enterprises. At the end 
of the simulation period, corporate 
problem loans account for almost 
10% of total corporate loans. By 
comparison, this share came to 
about 16-17% towards the end 
of the 1990s banking crisis. For 
households, the increase will be 
less dramatic, but the share will 
nevertheless double in relation to 
the baseline scenario. 

The share of problem loans that 
banks will have to record as los-
ses depends to a large extent on 
collateral values. Bank loans are 
normally secured, largely on resi-
dential and commercial property. 
Simplifying, we assume that com-
mercial property prices follow 
residential property prices. A fall 
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4 Problem loans are defi ned as non-performing loans and other loans that banks regard as particularly doubtful.  
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in residential and commercial pro-
perty prices result in higher loan 
losses. We assume that loan los-
ses increase to 55% of problem 
loans in 2011. Such a high loan-loss 
ratio has not been recorded since 
the early 1990s, i.e. towards the 
end of the previous banking crisis. 
With such a loan-loss ratio, losses 
account for 2¼% of total loans at 
the end of the projection period 
(see Chart 5). 

Charts 6 and 7 show the projec-
tions of the fi ve largest banks’ 
results and capital adequacy in the 
baseline scenario and the alternati-
ve stress scenario. Both scenarios 
are based on the assumption that 
bank deposit growth follows hou-
sehold wage growth, the interest 
margin is constant during the pro-
jection period and other operating 
expenses increase by about 5% 
annually.

In the baseline scenario, the 
banks’ post-tax results are esti-
mated to fall somewhat compa-
red with the result for 2007 and 
account for about 0.6-0.7% of 
average total assets in 2010 and 
2011. In the alternative scenario, 
the banks’ post-tax results as a 
percentage of average total as-
sets decline sharply as early as in 
2008 compared with the baseline 
scenario. Despite weaker bank 

Chart 5 Banks’ losses. Percentage of gross lending. 
Annual figures1)
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results, capital adequacy ratios in-
crease in the fi rst two years under 
the alternative scenario compared 
with the baseline scenario. This is 
due to our assumption of a mar-
ked fall in lending growth, which 
also reduces the capital adequacy 
requirement for these banks. Ne-
gative performance in 2010 and 
2011 will lead to weaker capital 
adequacy both in terms of level 
and compared with the baseline 
scenario. 

Consequences for enterprises and 
households
Even if the decline in the average 
capital ratio for the fi ve banks is 
moderate, the credit squeeze and 
high lending rates have a severe 
impact on some vulnerable groups 
of enterprises and households. 
Enterprises account for the largest 
share of the increase in problem 
loans and bank losses under the 
alternative scenario. The number 
of problem loans increases for all 

industries in the corporate sector. 
The increase is highest for real 
estate fi rms. Projections up to 
and including 2011 show that real 
estate fi rms’ share of expected 
losses will increase from about 
30% in 2007 to about 40% of total 
corporate losses (see Chart 8).

Corporate debt-servicing capacity 
is severely impaired in the stress 
scenario, refl ecting reduced rental 
income when domestic activity 
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falls, increased interest expenses 
and a decline in commercial pro-
perty prices (see Chart 9). Real es-
tate fi rms’ debt-servicing capacity, 
as measured here, is lower than 
the average for other industries, 
but the levels of the indicator are 
not directly comparable with other 
industries. Real estate fi rms gene-
rally have longer repayment terms 
on their loans. This is not correc-
ted for in this indicator. Measured 
in relation to 2002, the debt-
servicing capacity of real estate 
fi rms will still weaken considerably 
more than for other enterprises, 
albeit not to the same extent as in 
the early 1990s. 

Bank losses on loans to house-
holds also increase under the al-
ternative scenario, but to a lesser 

extent than for the corporate sec-
tor. Some groups of households 
could still be exposed to fi nancial 
diffi culties in the event of develop-
ments as described in the alterna-
tive stress scenario.

Given the baseline scenario for the 
Norwegian economy, households 
with a negative margin will ac-
count for about 8% of total house-
holds in 2010. In the stress sce-
nario, households with a negative 
margin will account for 9% of total 
households (see Chart 10). Under 
the assumption that living costs 
for necessity goods increase three 
times as much as the consumer 
price index, households with a 
negative margin will account for 
almost 12% of all households.

Debt outstanding for households 
with a negative margin in the 
stress scenario, about 7½% of 
total debt, will not necessarily 
result in defaults or losses on 
bank loans. Household willingness 
to service debt is very high and a 
large portion of debt outstanding 
is secured on residential property. 

The debt at risk is not evenly 
distributed among households. 
The most vulnerable groups of 
households will be homeown-
ers with a very high debt burden 
and fi rst-time homebuyers. In the 
stress scenario, 13% and 11% 
respectively of the groups’ total 
debt outstanding will be held by 
households with a negative mar-
gin (see Chart 11).
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Norges Bank has launched a 
quarterly survey of bank lending. 
The main aim of the survey is to 
provide qualitative information 
on the demand for and supply of 
new loans and the terms and con-
ditions applied. This information 
is not currently covered by other 
types of statistics. The survey 
covers two main areas – lending 
to households and lending to non-
fi nancial corporations. Banks are 
asked to assess developments 
in the past quarter and expected 
devleopments in the next. 

The bank lending survey may pro-
vide users with earlier access to 
current information. It may also 
contribute more systematic and 
formalised information about the 
driving forces behind banks’ be-
haviour. The results of the survey 
may make it easier to identify and 
monitor risk factors related to 
fi nancial stability.

The banks in the survey use a 
scale of fi ve alternative responses 
to indicate the degree of change 
in credit standards, terms and 
conditions and demand. Banks 
that report that conditions have 
changed ‘a lot’ are assigned twice 
the score of those reporting that 
conditions have changed ’a little’. 
The responses are weighted by 
the banks’ shares of the change 
in lending to households and to 
non-fi nancial corporations respe-
ctively. The resulting net balances 
are scaled to lie between -100% 
and 100%. If all the banks in the 
sample report some tightening 
of credit standards, the net per-
centage balance will be -50%. If 
some of the banks have tightened 
their credit standards a little 
without the other banks changing 
their credit standards, the net per-
centage balance will lie between 
0 and -50%. 

If all the banks in the sample have 
substantially tightened their credit 
standards, the net percentage 
balance will be -100%. The blue 
bars in the charts show develop-
ments over the past quarter. The 
orange diamonds show develop-
ments expected in the next qu-
arter. The orange diamonds have 
been moved forward one quarter 
so that actual developments and 
expected developments can be 
easily compared.

Banks reported that they had 
tightened credit standards for cor-
porate loans in 2007 Q4 and 2008 
Q1 (see Chart 1). The tightening of 
credit standards for loans to the 
commercial real estate sector was  
considerable in Q1. Banks expect 
further tightening of credit stan-
dards for corporate loans in 2008 
Q2 compared with Q1. 

Norges Bank’s Survey of Bank Lending
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1) See footnote 1 in Chart 1
2) Negative net percentage balances indicate tighter credit
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3) Negative net percentage balances indicate that the factor
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Most banks cited the sector-specifi c and 
macroeconomic outlook as the reason for 
tightening credit standards for corporate 
loans in Q1 (see Chart 2). Credit standards 
were also affected by the funding situation 
and banks’ appetite for risk. Looking ahead, 
banks expect the macroeconomic and 
sector-specifi c outlook to have the greatest 
impact on credit standards, followed by the 
funding situation and banks’ appetite for 
risk.

Tighter credit standards in the past two 
quarters were primarily implemented by in-
creasing lending margins and equity requi-
rements (see Chart 3). Banks expect tighter 
loan terms and conditions in Q2, with the 
emphasis on lending margins, bank fees 
and equity requirements. 

There was marginal tightening of banks’ 
credit standards for loans to households in 
2007 Q4 and 2008 Q1 (see Chart 4). The 
factors contributing to tightening on lending 
to households were the macroeconomic 
outlook and banks’ appetite for risk. In Q2 
banks still expect a slight tightening of 
credit standards on loans to households 
as a result of the above factors combined 
with the funding situation and a pickup in 
defaults. 

Banks changed a number of conditions for 
loans to households in the past two quar-
ters (see Chart 5). They increased lending 
margins and fees, and reduced maximum 
loan-to-value ratios and  interest-only 
periods. In the period ahead, banks expect 
to reduce maximum loan-to-income and 
loan-to-value ratios. The results of Norges 
Bank’s Survey of Bank Lending are available 
on www.norges-bank.no.
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Since the turbulence started, 
banks have been facing liquidity 
problems, i.e. their capacity to 
service and roll over short-term 
debt has been weakened. This 
primarily refl ects impaired liquidity 
in several markets, both interbank 
markets and securities markets. 
Banks have been uncertain about 
both their own and other banks’ 
future liquidity and have sought to 
limit lending to other banks in the 
interbank market. This has pushed 
up interest rates in both interbank 
markets and securities markets 
where banks are important ope-
rators. 

Over time banks have become 
increasingly dependent on funding 
in securities markets. Liquidity 
in securities markets has thus 
gained increased importance for 
banks’ liquidity. At the same time, 
many markets have become more 
dependent on banks’ participation 
in the markets. Liquidity problems 
in one market may rapidly spread 
to other markets.

Recent liquidity problems have 
entailed higher borrowing costs 
for banks. This will either translate 
into higher lending rates and/or 
weaker bank results. It may also 
weaken banks’ capital adequacy. 
This will curb credit growth, which 
will in turn have an impact on eco-
nomic activity. Liquidity problems 
may also become acute so that 

one or several banks may default 
on their payment obligations. The 
problems could then rapidly spre-
ad to other banks and the conse-
quences may be considerable.

Central banks thus seek to resolve 
liquidity problems in the banking 
system. It is important that central 
bank liquidity measures do not 
weaken banks’ motivation to enga-
ge in sound liquidity management. 
Central banks can infl uence banks’ 
liquidity situation both directly by 
increasing the banking system’s 
claims on the central bank (print 
money) or indirectly by seeking 
to boost liquidity in important se-
curities markets. Both channels 
have been used during the current 
turbulence.  

Central bank measures to address liquidity problems at banks

Table: Central bank measures to address the financial turbulence
Fed ECB BoE SNB BoC NB

1 Supply short-term liquidity x x x x x x
2 Supply longer-term liquidity x x x x x x
3 Change standing facilities (discount loans) x
4 Broaden range of eligible counterparties x x
5 Broaden range of eligible collateral x x x
6 Offer foreign currency loans x x
7 Market maker of last resort x x
8 Lender of Last Resort x x

Fed = Federal Reserve System (USA), ECB = European Central Bank, BoE = Bank of England
SNB = Swiss National Bank, BoC = Bank of Canada, NB = Norges Bank

The measures in the table above 
are briefl y described in the fol-
lowing:

1. If failing confi dence between 
banks pushes up the shortest 
money market rates, central banks 
can provide additional liquidity, 

i.e. increase the banking system’s 
claims on the central bank, 
through ordinary channels. Nor-
mally, such action will return short-
term market rates to a normal 
rate. When the fi nancial turbulen-
ce spread in earnest to the money 
market on 9 August, Norges Bank 

injected extra liquidity. This was 
in line with normal practice when 
the redistribution of liquidity in the 
money market does not function 
normally. Extra liquidity was also 
provided towards the end of the 
year. In May, money market rates 
showed a fairly marked increase 
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in relation to the expected cen-
tral bank key rate. Norges Bank 
responded by supplying extra 
liquidity through several channels, 
including currency swaps, which 
pushed down the shortest money 
market rates again.

2. If central banks do not achieve 
the desired effect on money 
market rates at somewhat longer 
maturities by means of ordinary 
liquidity policy instruments, they 
can operate in the markets by 
supplying liquidity at longer matu-
rities. Internationally, many central 
banks have increased the sup-
ply of longer-term liquidity since 
last autumn. After petroleum tax 
payments were made on 1 April, 
there were prospects that banks 
in Norway would have substantial 
borrowing needs up to the sum-
mer. In response to this, Norges 
Bank offered a fi xed-rate loan with 
a longer maturity than normal. 
Premiums in money markets sub-
sequently edged down.

3. A borrowing facility normally 
available to banks if they are una-
ble to raise loans in the market 
consists of very short-term disco-
unt loans from the central bank. 
The discount rate is comparable 
to the overnight lending rate in 
Norway and forms a ceiling for the 
shortest money market rates. The 
Federal Reserve has lowered the 
discount rate so that it is now only 
25 basis points higher than the 
federal funds rate, compared with 
100 basis points before the turbu-
lence started. The Federal Reserve 
has also extended the term on 

discount loans to infl uence money 
market rates at somewhat longer 
maturities. Discount loans can be 
viewed as a safety valve for banks. 
In many countries, the schemes 
are used to a limited extent be-
cause banks fear the stigma asso-
ciated with their use. 

4. Some central banks only trade 
with a limited number of banks, 
often called primary traders. Broa-
dening the range of counterparties 
provides more banks with access 
to central bank liquidity. In Nor-
way all banks, including branches 
of foreign banks, have access to 
Norges Bank’s borrowing facilities. 
Foreign banks that are active in 
the Norwegian money market also 
had access to the currency swap 
facility introduced in May. This was 
in line with previous practice for 
supplying liquidity through swap 
agreements. 

5. Accepting a broader range of 
collateral provides for increased 
borrowing from the central banks 
for institutions with such funding 
needs. This measure can also 
contribute to enhancing market 
liquidity of the instruments accep-
ted as collateral. Both the Federal 
Reserve and the Bank of England 
have accepted a broader range of 
counterparties and collateral. Nor-
ges Bank ordinarily accepts a broa-
der range of collateral than these 
central banks and has not changed 
its collateral requirements. 

6. Foreign currency loans can 
improve the liquidity situation for 
banks that have to service or roll 

over foreign currency debt. In 
periods, US banks have shown 
limited willingness to provide USD 
funding to European banks early 
in the day US time before they 
have fully determined their own 
liquidity needs. This has impaired 
USD liquidity for European banks. 
The Federal Reserve has offered 
USD liquidity to European banks 
via currency swap lines with the 
European Central Bank (ECB) and 
the Swiss National Bank (SNB). 

7. Central banks can enhance 
liquidity in securities markets by 
purchasing or borrowing securities 
held by fi nancial institutions. In 
March, the Federal Reserve an-
nounced that fi nancial institutions 
could for a period swap asset-
backed securities, in particular 
mortgage-backed securities, for 
Treasury bills. These mortgage-
backed securities are not easily 
tradable in today’s market. With 
this measure, the central bank 
also assumes the role of “market 
marker of last resort”. The Bank 
of England introduced a similar 
scheme in April but the swap agre-
ements feature a longer maturity.  

8. As Lender of Last Resort 
(LLR), the central bank can provide 
loans on special terms when there 
are no other sources of credit. 
Such emergency credit was pro-
vided to the British bank Northern 
Rock, which is now nationalised. 
In response to the liquidity pro-
blems at the US investment bank 
Bear Stearns, the Federal Reserve 
decided to provide emergency 
funding on 14 March 2008. 
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Other published material on 
fi nancial stability

Articles dealing with fi nancial stability issues, written by 
researchers and economists at Norges Bank and publis-
hed since Financial Stability 2/07, are presented below.  

Collateral for loans from Norges Bank – consequences 
of changes in the rules 
Economic Bulletin 1/2008
Bjørn Bakke, Knut Sandal and Ingrid Solberg
Norges Bank requires collateral for all lending to banks. 
Collateral is provided in the form of securities which 
are pledged to Norges Bank. The list of eligible securi-
ties was changed in 2005. The aim of the changes has 
been to reduce Norges Bank’s risk while ensuring that 
the borrowing facilities available to banks remain suf-
fi cient for payments to be settled and monetary policy 
to be implemented effectively. This article presents the 
changes that have been made and analyses the effects 
on Norges Bank’s risk and banks’ borrowing facilities. 
We conclude that the changes in the rules have indeed 
reduced Norges Bank’s risk, and that the rules still pro-
vide for adequate borrowing facilities

Clearing and settlement at Norges Bank – a historical 
review 
Economic Bulletin 4/2007 
Harald Haare
A clearing and settlement system that resembles the 
present system did not exist in Norway until 82 years 
after the establishment of Norges Bank. Norges Bank 
was assigned a key role as settlement bank and this 
role is fi rmly established today. However, the current 

Annex 2

system is very different from Norges Bank’s activities 
in this fi eld just after it was established in 1816. Norges 
Bank’s responsibility then was to provide a means of 
payment in Norway, i.e. notes and coins, in which the 
public had confi dence. At an early stage, however,
the Bank offered to transfer cash between the Bank’s 
branches. This article primarily describes some impor-
tant events in the Norwegian clearing and settlement 
system in the period from 1816 up to World War II.

Liquidity at the Oslo Stock Exchange 
Working Paper 2008/9 
Randi Næs, Johannes A. Skjeltorp and Bernt Arne Øde-
gaard
We analyse the relationship between long-term deve-
lopments in liquidity at the Oslo Stock Exchange and 
the Norwegian economy for the period 1980 to 2007. 
We calculate different liquidity measures that capture 
various dimensions of liquidity over time and across 
industry groups. Overall, we fi nd that liquidity at the 
OSE has improved over the sample period. However, 
the improvement is most pronounced for the largest 
fi rms on the Exchange. The paper suggests that liqui-
dity measures provide important real-time information 
about the current state of the economy as well as mar-
ket participants’ expectations about future economic 
growth.
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Number Lending Total assets
(NOK bn) (NOK bn)

Banks (excluding branches of foreign banks in Norway) 139 1,800 2,661
Branches of foreign banks 10 330 536
Mortgage companies 13 379 648
Finance companies 50 125 142
State lending institutions 3 203 219
Life insurance companies (excluding branches of foreign companies in Norway) 11 21 735 11.3 15.1
Non-life insurance companies (excluding branches of foreign companies in Norway) 46 1 137 36.9* 37.2*
*as at 31 Dec. 2007

Memorandum: (NOK bn)
Market value of equities, Oslo Stock Exchange 1,789
Outstanding domestic bonds and short-term paper debt 922
   Issued by public sector and state-owned companies 340
   Issued by banks 291
   Issued by other financial institutions 72
   Issued by other private enterprises 108
   Issued by non-residents 111
GDP Norway, 2007 2,289
GDP mainland Norway, 2007 1,709

1)  Branches of foreign institutions are included unless otherwise specified

Sources: Norges Bank, Kredittilsynet (Financial Supervisory Authority of Norway), Oslo Stock Exchange and Statistics Norway

Table 1 Structure of the Norwegian financial industry.1) As at 31 March 2008
Tier 1 capital 

ratio (%)
Capital ratio 

(%)

Annex 3

31 March 2008. Per cent

DnB NOR (including Nordlandsbanken)2) 37.9 27.5 14.8 30.9 33.3
Nordea Norway 13.5 8.3 3.6 5.9 10.8
Sparebank 1 alliance3) 12.1 7.0 3.7 3.2 9.4
Storebrand4) 1.3 0.0 1.0 27.4 5.3
Terra alliance5) 5.1 1.5 1.7 0.0 3.7
Danske Bank Norway (Fokus Bank)6) 6.2 0.0 0.0 0.0 4.2
Total 76.1 44.3 24.8 67.4 66.7

Source: Norges Bank

Table 2 Financial conglomerates' market shares1) in Norway in various sectors as at 

Finance 
companies

Mortgage 
companies

Total for 
conglomerateBanks Life insurance

1) Market shares are based on total assets in the various sectors. "Total for conglomerate" is equivalent to the combined total assets of the 
various sectors in the table. The table does not show an exhaustive list of the activities of the financial conglomerates. For example, non-life 
insurance, securities funds and asset management have been excluded

3) The Sparebank 1 alliance comprises Sparebank 1 Gruppen AS (including subsidiaries) and the 22 banks that own the group 

5) The Terra alliance comprises Terra Gruppen AS (including subsidiaries) and the 78 banks that own the group
6) Fokus Bank ASA was converted to a branch of Danske Bank as of 1 April 2007

2) Excluding DnB NOR's  subsidiaries and branches abroad

4) Excluding Storebrand's Swedish subsidiary, SPP, acquired in December 2007 
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2007 2007 Q1 2008 Q1
Cash and deposits 8.0       8.0             7.6             
Securities (current assets) 10.8     10.5           11.9           
Gross lending to households, municipalities and non-financial enterprises 68.6     70.0           67.6           
Other lending 9.8       9.0             9.7             
Total loan loss provisions -0.3      -0.3            -0.3            
Fixed assets and other assets 3.0       2.8             3.4             
Total assets 100.0   100.0         100.0         

Customer deposits 43.2     43.0           41.2           
Deposits/loans from domestic financial institutions 4.7       4.0             5.4             
Deposits/loans from foreign financial institutions 11.0     12.8           10.9           
Deposits/loans from Norges Bank 1.2       0.1             0.3             
Other deposits/loans 2.9       3.1             3.0             
Notes and short-term paper 5.1       2.9             5.6             
Bond debt 18.3     20.0           18.3           
Other liabilities 5.3       5.8             7.3             
Subordinated loan capital 2.2       2.5             2.2             
Equity 6.0       5.8             5.9             
Total equity and liabilities 100.0   100.0         100.0         

Memorandum:
Total assets (NOK billion) 2,579 2,483 2,661

Source: Norges Bank

Table 7 Balance sheet structure, Norwegian banks.1) Percentage distribution

1) All banks with the exception of branches of foreign banks in Norway

2007 2007 Q1 2008 Q1
Balance sheet. Percentage distribution

Cash and deposits 3.7 2.1 2.4
Securities (current assets) 1.4 0.5 1.4
Gross lending, of which: 94.7 97.1 95.5
   Repayment loans 72.4 96.4 69.2
   Loan loss provisions 0.0 0.0 0.0
Fixed assets and other assets 0.3 0.3 0.8
Total assets 100.0 100.0 100.0

Notes and short-term paper 2.6 4.4 1.6
Bond debt 44.7 6.8 57.2
Loans 46.2 82.4 34.9
Other liabilities 1.6 0.3 1.7
Subordinated loan capital 1.0 1.6 0.9
Equity 4.0 4.4 3.6
Total equity and liabilities 100.0 100.0 100.0

Profit/loss. Percentage of ATA (annualised)

Net interest income 0.45 0.32 0.56
Operating expenses 0.27 0.26 0.26
Losses on loans and guarantees 0.02        0.02
Pre-tax profit 0.15 0.01 0.34

Memorandum:
Total assets (NOK billion) 119 52 146
1) Mortgage companies with the right to issue covered bonds in accordance with the regulation that came into force  
on 1 June 2007. In 2007, the figures are for three companies: DnB NOR Boligkreditt, Terra Boligkreditt and 
SpareBank 1 Boligkreditt. In 2008, five companies: the above plus BN Boligkreditt and 
Storebrand Kreditt. Common to the five is that the covered bonds are backed by mortgages. 

Source: Norges Bank

Table 8 Balance sheet structure and profit/loss, covered bond companies1)
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Table 9 Key figures Average Projections

1987-1993 1994-2006 2007 2008 Q1 2008 2009 2010-2011

Households

Debt burden1) 148 142 196 205 213 222
Interest burden2) 9.6 5.6 6.7 8.2 7.8 7.5
Borrowing rate after tax 8.3 4.7 4.1 4.9 4.5 4.1
Real interest rate after tax3) 4.0 2.7 2.0 2,6 1,7 1,4
Net financial wealth4) 8 46 44
Unemployment5) 4.7 4.1 2.5 2.5 3.0 3.9
Rise in house prices6) -1.3 10.4 11.3 0 5.3 4.8

Enterprises

Debt burden7) 1377 809 468 578 613 602
Interest burden8) 49 28 16 18 19 18
Return on total assets9) 2 5 11
Equity-to-assets ratio10) 27 38 42

Banks11)

Profit/loss12) -0.1 1.2 1.1 0.6
Interest margin13) 5.2 3.0 2.3 2.3
Non-performing loans14) 2.0 0.6 0.6

Loan losses15) 2.3 0.2 0.0 0.1
Lending growth16) 4.7 11.2 12.9 9.7

Return on equity17) 15.3 15.9 8.3
Capital ratio18) 10.3 12.4 11.7

1) Loan debt as a percentage of liquid disposable income adjusted for estimated reinvested share dividends for 2000–2005 and redemption/reduction of equity 

capital for 2006–2011

2) Interest expenses after tax as a percentage of liquid disposable income adjusted for estimated reinvested share dividends for 2000–2005 and 

redemption/reduction of equity capital for 2006–2011 plus interest expenses

3) Household borrowing rate after tax deflated by the 12-quarter moving average (centred) of inflation measured by the CPI

4) Households’ total assets less total debt as a share of disposable income adjusted for estimated reinvested share dividends for 2000–2005 and 

redemption/reduction of equity capital for 2006–2011

5) Comprises all groups 16–74 years

6) Based on house prices from the Association of Norwegian Real Estate Agents, the Association of Real Estate Agency Firms, ECON Pöyry and Finn.no 

7) Enterprises’ total debt as a percentage of profits before tax and depreciation. Limited enterprises in Norway. Exclusive oil/gas, bank/insurance and public sector.

 Figures only include enterprises with debt

8) Enterprises’ total interest costs as a percentage of profits before tax, interest costs and depreciation. Limited enterprises in Norway. Exclusive oil/gas, 

bank/insurance and public sector. Figures only include enterprises with debt 

9) Enterprises’ profits before tax as a percentage of total assets. Llimited enterprises in Norway. Exclusive oil/gas, bank/insurance and public sector

10) Book equity as a percentage of total assets. Limited enterprises in Norway. Exclusive oil/gas, bank/insurance and public sector

11) Annual accounts and stock at year-end form the statistical basis. Figures for profit/loss, loan losses, lending growth and return on equity as of 2008 Q1 are 

annualised

12) Pre-tax profit as a percentage of average total assets. For the period 1987–1989 branches of foreign banks in Norway and branches of Norwegian 

banks abroad are included. This does not apply to other periods

13) Percentage points. Average lending rate minus average deposit rate for all banks in Norway, based on stock at year-end 

14) Non-performing loans as a percentage of gross lending to households, non-financial enterprises and municipalities 

15) Loan losses as a percentage of gross lending to households, non-financial enterprises and municipalities for all Norwegian banks except branches of foreign 

banks in Norway and branches of Norwegian banks abroad

16) Per cent. Annual growth in lending to the corporate and retail market from all banks in Norway 

17) Net profit as a percentage of average equity for all Norwegian banks except branches of foreign banks in Norway and branches of Norwegian banks abroad.

The average for the period 1987–1993 cannot be calculated due to insufficient data on equity

18) Regulatory capital to risk-weighted assets for all Norwegian banks except branches of foreign banks in Norway.  The average for the period 1987–1993 is for the

 years 1991–1993 due to lack of data

Sources: Statistics Norway, Association of Norwegian Real Estate Agents, ECON Pöyry, Finn.no, Association of Real Estate Agency Firms and Norges Bank
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