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One of Norges Bank’s main responsibilities is to foster robust and efficient payment systems and finan-
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Satisfactory financial stability,
but increased uncertainty

Uncertainty about economic developments has increased after the terrorist attacks against the US. The
outlook for stability in the financial system is more uncertain than before. In Norway, enterprises in
particular are vulnerable in the event of arecession. Debt as a share of value added is currently at about
the same level as at the beginning of the 1990s. Although enterprises have increased their equity ratio in
recent years, they are still dependent on high earnings in order to service debt. A number of businesses are
feeling the effects of declining demand. At the same time, increasing costs are squeezing earnings. The
risk of lending to the enterprise sector has therefore increased.

Lending to the household sector is generally not as vulnerable. Debt as a share of income is lower than
at the beginning of the 1990s. The prospects for employment and income are relatively favourable,
although there is a risk of increased unemployment in connection with shifts from exposed to more
sheltered industries. The savings ratio has been high for along time, and households have accumulated
substantial fixed and financial assets. However, differences in financial position between various age and
income groups have increased.

Banks have maintained satisfactory earnings and financial strength despite strong growth in lending. The
outlook is more uncertain and banks can expect weaker results. Loan losses are still at alow level and must
rise substantially before stability in the banking sector is weakened significantly. Substantial losses on
securities in the insurance sector have a negative impact on profits in financial conglomerates. The
increased uncertainty indicates that banks should improve cost control, place emphasis on safeguarding
assets in loan portfolios and adjust growth in lending to earnings and equity supply. Overall, stability in
the financial system is still considered to be satisfactory.

Svein Gjedrem
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1| Summary

Growth forecasts for the global economy have been revised _ _ _
downwards after the terrorist attacks in the US on 11 Chart 1.1 Credit from domestic and forelgn sources
. . (C3), total and to mainland Norway. Credit from
September. Future developments are shrouded in considerable  gomestic sources (C2). Percentage of GDP for fast
uncertainty. Some sectors of Norwegian industry are being four quarters
affected by the international downturn. However, the outlook 170 — 170
for the Norwegian economy in general is till good. Credit 4 | i I
growth has been high thelast year and the debt burdenishigh-
er than half a year ago in both the household and enterprise
sectors. Although credit risk has increased, banks are well 140 |,
equipped to meet a moderate increase in loan losses. On the
whole, the outlook for financial stability is satisfactory.

150 1 150

1 140
130 1 130

120 1 120

Domestic

credit?
Credit growth remains high, but shows signs of 10 ¢ Total credit? 1 110
slowing 00 b o Ty
_ . . 1987 1989 1991 1993 1995 1997 1999 2001
A weaker international growth outlook and increased uncer- R
tainty surrounding economic developments in Norway now 2 Percentage of mainland GDP
appear to be curbing credit growth in Norway. Twelve-month Source: Norges Bank

growth in domestic credit has dowed dightly since March

this year. Nevertheless, credit growth has been stronger than

growth in mainland GDP. Corporations in particular have Chart 1.2 12-month rise in household loan debt
reduced credit growth. In September, twelve-month growth and disposable income. Per cent

in household borrowing also showed signs of slowing. 20 20
15 | 115
Rising debt burden in the household sector Loan debt
Rising house prices and increased housing wealth have con- 10 17
tributed to increasing household debt. Borrowing has risen at ; ;
afaster rate than disposable income. The debt and interest bur-
den have increased. Households as a group are thus more vul- 0 0
nerable to increased unemployment or higher interest rates. Disposable
On the whole, househol ds have solid, positive net financial sl dmome, ] g
assets. The decline in share prices through 2001 has reduced 1980 1984 1988 1992 1996 2000
these assets somewhat. However, shares account for a rela- Source: Norges Bank
tively small portion of net financial assets and are in addi-
tion unequally distributed among households. In the main, a
fairly small group of households with high income and con-
siderable wealth will be affected by the decline in share Chart 1.3 Household net financial wealth.
prices. If we exclude insurance claims, which can seldom In billions of NOK
be redeemed in the event of debt-servicing problems, net e e
financial assets are negative. On the whole, credit risk in 400 Net financial wealth 740
connection with loans to the household sector is still con- 300 | 300
sidered to be relatively low, but higher than half a year ago. o
200 +  Netfinancial wealth 4200
excl. insurance claims
High debt burden and weaker earnings in the W q e
enterprise sector 0 £ < .
Enterprise debt hasincreased more sharply than value added il W e
for along time. Debt growth slowed somewhat in the second 200 b 1] 200
and third quarters of 2001, in step with declining mainland 1980 1984 1988 1992 1996 2000
business investment. Debt growth slowed most in a number Source: Norges Bank

of internationally-exposed sectors, while debt growth has
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Char 1.4 Debt burden in the household" and
enterprise sectors?
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Chart 1.5 Long-term debt, equity ratio and risk-
weighted long-term debt in the enterprise sector.
Index. 1988 =1
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Chart 1.6 Banks'" financing requirements and total
and short-term gross foreign debt. In billions of NOK

250 + Lending to municipalities, non-financial
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200 | customer deposits
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Source: Norges Bank

remained high in anumber of service industries. Earningsin
the enterprise sector as a whole declined somewhat from
1999 to 2000, and figures so far this year indicate a further
decline. Thus, it appears that the debt burden will increase
even more.

The distribution of debt changed through the 1990s.
Enterprises with a high probability of bankruptcy accounted
for a steadily diminishing share of long-term debt in the
enterprise sector. Enterprises on the whole have aso
increased equity ratios. Risk-weighted debt was virtually
unchanged from 1999 to 2000.

Dueto the strong growth in debt, enterprises are more vul-
nerable to a decline in earnings. Estimates based on share
prices and accounts data to September 2001 show that there
has been a considerable increase in the probability of bank-
ruptcy for large unlisted companies in 2001. The decline in
share prices this year will also reduce the value of compa-
nies share portfolios and limit the possibility of raising new
equity. On the whole, the risk associated with bank lending
to mainland enterprises is considered to be relatively high.
Continued high debt growth, prospects of weaker economic
growth and a decline in earnings have increased credit risk
compared with half a year ago.

Banks' lending growth is slowing down

Growth in bank lending has slowed somewhat in relation to
the high growth rates in 2000 and the beginning of 2001.
Nevertheless, banks need to raise funds from domestic and
foreign money and capital markets has continued to grow
since customer deposits have not increased as much as lend-
ing. The three largest banks have increased the share of
short-term financing, with a shift towards foreign money
market financing. Developments at small and medium-sized
banks have been the opposite, with a reduction in the share
of short-term financing and a shift towards domestic money
market financing. The buffer, which isin the form of liquid
assets, has also increased somewhat in the three largest
banks and remained virtually unchanged in the small and
medium-sized banks. Liquidity risk is considered to be more
or less unchanged since the last Financial Sability report.

Banks' financial strength is still satisfactory

Despite high lending growth, the largest banks have main-
tained financial strength. At small and medium-sized banks,
lending growth has been higher and financial strength has
declined somewhat, but they still comply with capital ade-
quacy requirements by a solid margin. Lending growth in
recent years has coincided with a period of solid economic
growth and modest |oan losses. Intense competition and low
margins in the Norwegian market probably limit the possi-
bilities of substantialy strengthening underlying earnings
through growth in lending.
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Suggish developments in banks’ earnings

Small and medium-sized banks pre-loss operating profits
declined in the first three quarters of 2001 compared with
the same period last year. Pre-loss profits for the three
largest banks remained virtually unchanged and loan losses
were still low. However, the volume of non-performing
loans has increased so far this year. After-loss profits
declined for the three largest banks, and developments at the
small and medium-sized banks were even weaker, compared
with the same period last year.

Due to recent economic developments, it is reasonable to
expect arise in loan losses. Therefore, banks may need to
improve their underlying earnings.

Life insurance companies

Life insurance companies are far more exposed than banks
when equity and bond prices fall. Problems in insurance
companies can spill over to banks and securities markets
both directly through current transactions and through a
general loss of confidence in the financial sector. A number
of lifeinsurance companiesin Norway are also part of finan-
cial conglomerates where bank activities dominate. A
decline in earnings in the life insurance companies will
reduce their group contribution or require new equity. The
risk of considerable spillover effects from the life insurance
operations to the banking operations in financial conglom-
erates is nevertheless regarded as limited.

Despite increased uncertainty, stability remains
satisfactory

The debt burden in the household and enterprise sectors has
increased since the last Financial Sability report. The
household debt burdenis till not as high as at the end of the
1980s, whereas the debt burden in the enterprise sector is
higher. 1t should be emphasised that enterprises are depen-
dent on continued high earnings in the years ahead to ser-
vice debt. At the same time, the economic outlook in
Norway and abroad has deteriorated the last six months and
uncertainty has increased. Thus, banks credit risk has
grown and loan losses are expected to increase in the future.
However, loan losses are till low and must rise substantial -
ly before stability in the banking sector is threatened.
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2 | International developments

Chart 2.1 International equity indices. Daily figures,
30.12.99 - 20.11.01. Indexed, 30.12.99 = 100
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Chart 2.2 Implied volatility of options on the
S&P100 index with 30 days to maturity. Daily
figures and average, 31.12.97 - 20.11.01 Per cent
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Chart 2.3 USD earnings for companies in the S&P
500 index. Quarterly figures
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and securities markets

2.1 The international environment

Growth forecasts for the global economy have been further
revised downwards after the terrorist attacksin the USon 11
September. Easing of monetary policy in a number of coun-
tries has reduced borrowing costs for households and com-
panies. However, slower income growth, which isaresult of
the downturn, weakens debt servicing capacity. Although
banks in many countries have strengthened credit rating pro-
cedures and increased their capital adequacy in recent years,
the vulnerability of the financial sector has increased due to
developments in the last few months. There are signs of an
increasing number of bankruptcies and non-performing
loans in a number of countries. The situation in Japanese
banks has worsened as aresult of the decline in share prices,
rising loan losses and continued deflation.

Uncertainty surrounding some emerging economies is
high, especially in Argentina, where the authorities have
now asked to renegotiate interest terms on their foreign cur-
rency debt.

Wide fluctuations in stock markets

The US stock market has been characterised by periods of
sharp decline in prices and a high degree of uncertainty
since September 2000 (see Chart 2.1). Share prices contin-
ued to fall through the summer following atemporary risein
April and May. The decline was aggravated by the terrorist
attacks on 11 September. From the end of May to the last
week of September, the S& P 500 index fell by more than
26%. Since prices hit bottom on 21 September, they have
climbed again. The S& P 500 index is now almost 5% high-
er than just prior to the terrorist attacks, due in particular to
developments in technology shares. The prolonged decline
in the US stock market must be seen in the light of expecta-
tions about weaker growth and reduced earnings in listed
companies.

Information from the options market indicates that the
uncertainty isgreater now than half ayear ago (see Chart 2.2).
In connection with the terrorist attacks, implied volatility rose
sharply, but the level is now approximately at the historical
averagefor the last three years. Market participants’ estimates
for listed companies future earnings indicate nevertheless
that they believe that the recession will be brief and that earn-
ingswill rise again quickly (see Chart 2.3).

Developments in the European stock markets have largely
shadowed developments in the US the last year. Since May
of this year, however, the European markets have fallen
more sharply than the US market, despite a more positive
growth outlook for Europe, compared with the US. The cor-
relation with the US stock market may be explained in part
by the fact that large European companies are vulnerable to
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Terrorist attacks in the US — immediate
effects on the financial sector

The terrorist attacks in the US on Tuesday, 11
September 2001, had both direct and indirect effects
on the financia sector.

Many key participants in the financia sector, par-
ticularly in securities markets, were directly affected
by the attacks inasmuch as they leased considerable
office space in the World Trade Center (WTC).

The terrorist attacks occurred before the US stock
market would have opened. The stock exchanges
were technically unable to open. The American
Stock Exchange (AMEX) is located very close to
the WTC, while the New York Stock Exchange
(NYSE) is located in lower Manhattan. The US
supervisory authorities immediately decided that
the stock market should remain closed until
Thursday, 13 September. Trading in the US deriva-
tives market was a so halted.

Trading in the US bond market was suspended dur-
ing the morning of 11 September because many key
participants were unable to participate. Trading in the
government bond market was resumed on Thursday,
13 September. The market was characterised by poor
liquidity the first few days after reopening.

The stock exchanges NY SE, Nasdaq and AMEX
opened again on Monday, 17 September, after being
closed for the longest period since the Second World
War. In connection with the reopening, a number of
measures were introduced to enable the market to
function. Among other things, companies were given
expanded rights to buy their own shares. Moreover,
the Federal Reserve lowered its key rate by 50 basis
points to 3% before the stock exchange opened. The
reopening of the US stock market took place without
problems, but prices fell by 5% the first day.

In Europe, no stock exchanges were closed, but
trading in shares primarily quoted in the US were
suspended in many countries, including Norway. As
long as the US stock market was closed, purchases
and sales of unitsin unit trusts with US equities were
suspended because it was impossible to provide a
correct valuation of the units.

The reduced activity in USD-based markets crested
ashortage of dollar liquidity. In order to ensure suffi-
cient dollar liquidity in the foreign exchange market,
the Federal Reserve entered into currency swapswith
anumber of foreign central banks.

The Depository Trust Corporation, which is
responsible for clearing, settling and registering US
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securities, remained open throughout the period.
However, there were some problems in connection
with the fact that Bank of New York, which handles
clearing and settlement for alarge portion of the gov-
ernment bond market, had to relocate its offices. In
order to prevent any problems in securities settle-
ments, longer than normal settlement periods were
agreed in many cases in the days following the ter-
rorist attacks. One reason that this was possible was
that market participants had confidence in the coun-
terparty’s ability to settle.

The authorities in both the US and other countries
attempted to ensure that financial markets, including
payment systems, would function satisfactorily under
the prevailing conditions. Among other things, con-
Siderable extraordinary liquidity was supplied. On
Wednesday, 12 September, Norges Bank issued a
press rel ease stating that the Norwegian payment sys-
tem would be open as usual and that no problemsin
the system were expected as a result of the terrorist
attacks. Moreover, Norges Bank announced that the
Bank would as usua ensurethat the banking system’s
NOK liquidity was sufficient. All in all, the financia
sector functioned without major problems in this
period. The authorities measures and the willingness
to cooperate between participants and between par-
ticipants and the authorities contributed to this.

The indirect effects of the terrorist attacks were
immediate changes in prices in stock, bond and for-
eign exchange markets as a result of altered percep-
tions concerning the economic outlook.

The most important international stock marketsfell
substantially up to Friday, 21 September. Never-
theless, the decline cannot be characterised as panic-
driven since there were considerable differences
acrossindustries. Inthe US, airlines, hotelsand insur-
ance companies showed a particularly sharp fall.

The uncertainty in financial markets, measured by
implied volatility for the stock market and yield
spreads in the bond market, increased markedly fol-
lowing the terrorist attacks (see Charts 2.2 and 2.5).
Bond yields and the dollar exchange rate fell dightly,
while gold and the Swiss franc to some extent func-
tioned as a safe haven. The exchange rate effects
were relatively limited.



Chart 2.4 P/E ratios for technology and non-
technology shares based on earnings in past 4
quarters. Weekly figures, Jan. 1996 — Nov 01
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Chart 2.5 Yield differential against government
bonds for various bonds with credit risk in the US.
Monthly figures, Dec. 1994 - Oct. 2001. Per cent
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Chart 2.6 Yield differential against US government
bonds for government foreign currency loans to
selected emerging economies. Daily figures,
01.01.98 -19.11.01. Basis points
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changes in demand in the US economy, especially through
their US subsidiaries. The spread of confidence effects from
the US to Europe probably plays a significant role as well .

In the US and Europe, the decline has at times been driven
by strong price corrections in the ICT sector. From March
2000 to March 2001, US ICT shares fell by more than 50%.
At its peak, the market value of the ICT sector accounted for
as much as 45% of the US stock market, although value
added in the sector only accounted for 9% of value added for
the entire enterprise sector in 1997. At the end of October
this year, the sector accounted for approximately 25% of
total market capitalisation in the US stock market.
Developments are aso reflected in the P/E ratio in the ICT
sector compared with the rest of the stock market (see Chart
2.4 and separate box).

Lower interest rates and a reduction in lending
growth

The deterioration in the economic situation has led to slower
credit growth in many countries. Inthe US, total credit to the
private sector rose by 7%% in the first half of 2001, down
from 8% in 2000. Continued high demand for dwellings
and other consumer durables have contributed to sustaining
the demand for loansin the household sector. In the euro area,
the 12-month growth in lending to the private sector was 6.9%
in September, down from a growth rate of more than 10% in
1999 and 2000. In Japan, on the other hand, banks' loans to
the private sector continue to fall at an annual rate of more
than 2%, despite an expansionary monetary policy.

The interest rate cuts in the US and Europe have reduced
the costs of short-term fixed-interest loans. Long-term inter-
est rates have fallen less. In addition, the yield spread on
bonds has widened (see Chart 2.5).

So far, the cyclical downturn has not resulted in extensive
defaults. A survey conducted by the supervisory authorities
in the US show, however, that the share of syndicated loans
considered to be doubtful rose to 9.4% of all syndicated
loans in the second quarter of 2001.2 This was an increase
from 5.1% ayear ago, but is still far below the peak level of
16% from the previous downturn.

Developments in emerging economies

Emerging economies are affected by slower growth in
industrialised countries and an increased risk aversion
among investors. Hardest hit are countrieswith large foreign
debt, such as Argentina, Brazil and Turkey. The risk premi-
um on dollar loans to the Argentinian government has been
more than 30 percentage points recently (see Chart 2.6).
Combined with weak deflation, this leads to very high real
interest rates. The country’s banks are highly capitalised, but
fear of problemsin the banking sector induced customers to

ISee the box in Norges Bank’s Inflation Report 1/2001, pp. 16-17.
A syndicated loan is aloan provided by a group of banks.

Financial Stability 2/2001



Indicators of price levels in the stock market

It is normal to assume that the price of a share is
equal to the discounted value of expected future
dividends. However, there is uncertainty connected
with the calculation of value. Both the discount fac-
tor and the value of future dividends, which are
included in the calculation, are uncertain. The dis-
count factor is affected by the risk-free interest rate
and market participants risk preferences. The
value of future dividends is influenced by market
participants expectations. Therefore, at a given
point in time, it isdifficult to determine whether the
share price is “correct”. Certain indicators may,
however, provide useful information about the rela-
tionship between share prices and fundamental fac-
tors that affect stock market pricing.

A frequently used indicator is the ratio of market
value to companies’ total earnings, ie the
Price/Earnings (P/E) ratio. Companies' total earn-
ings provide the basis for current dividend pay-
ments and growth in future dividends. By studying
the P/E ratio, the price level can therefore be seen
in relation to companies’ underlying earnings. The
interpretation of the P/E ratio depends on whether
historical values or estimates for dividends and
earnings are used.

The ratio of total market capitalisation of the
stock market in a country to the country’s GDP
may also be used as an indicator of the price level
in the stock market. If we interpret GDP as the total
return on companies capital, the historical trend in
this ratio would provide an indication of whether
the price level in the stock market is sustainable.

Comparisons of a company’s market capitalisation
and the replacement cost of the company’s assets
minus debt are often used to assess the price of a
company’s shares. Thisratio is called Tobin's Q.

If total market capitalisation exceeds the replace-
ment cost, this may indicate that the market is
priced at a high level. Thismay lead to an increase
in companies’ fixed investment so that the price of
capital goods goes up. The difference between the
market price and the replacement cost will then fall.

Otherwise, it is assumed that fixed investment is
postponed and that the number of company acqui-
sitions increases. This leads to an increase in the
price of companies so that the difference between
replacement cost and market price is reduced. It
can be argued that Tobin’s Q should be equal to one
in along-term equilibrium solution.

Chart 1 shows developments in the three indica-
tors for the US stock market during the last fifty
years. In the third quarter of 1999, all three indica-
tors showed historical highs. At that time, the P/E
ratio of the US stock market was 36. During the
first quarter of 2000, the value of Tobin's Q was
1.8. Market capitalisation of the stock market for
non-financial enterprises was nearly three times
GDP. Since then, al three indicators have fallen
somewhat, but the level is still well above the aver-
ages for the last fifty years.

Chart 1 Tobin's Q and the ratio of market value to
GDP in the US 11952 - 2001 (left-hand scale) and
the P/E ratio? 1968 — 2001 (right-hand scale)

Quarterly figures
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Sources: Federal Reserve, Bureau of Economic Analysis
and Datastream

withdraw deposits this summer. At the beginning of
November, the Argentinian authorities announced that they
wished to renegotiate parts of the foreign currency debt
amounting to USD 132 billion. The goal is to reduce the
budget deficit by reducing the central government’s interest

expenses by USD 4 hillion.
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Chart 2.7 Sub-indices on the Oslo Stock Exchange.
Daily figures, 30.12.99 - 20.11.01.
Indexed, 30.12.99 = 100
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Listing of Statoil

An important event on the Oslo Stock
Exchange this year was the listing of
Statoil in June. When Statoil was
partialy privatised prior to the intro-
duction on the stock exchange, 78% of
the shares offered were sold to foreign
investors. With a market value of
about NOK 128 billion as of 20
November, Statoil is the largest com-
pany on the Oslo Stock Exchange and
about 40% larger than the second
largest company, Norsk Hydro. 18.2%
of the shares in Statoil may be traded
freely. The rest are government-
owned.

Chart 2.8 Average monthly share turnover and
annual volume issued over the Oslo Stock
Exchange. In billions of NOK
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After the Russian government defaulted on its loans in the
autumn of 1998, the risk premium on foreign currency loans
was more than 70 percentage points. Russia has still not
renegotiated all of its loans. The agreements that have been
made have substantialy reduced debt. Strong economic
growth, strengthening of government finances and lower
inflation have renewed confidence in Russia's debt-servic-
ing capacity. The risk premium is currently lower than for
the average of emerging economies.

The countries in Asia are particularly affected by declin-
ing demand for computer equipment. Although economic
developments are very weak, there is no sign of financial
unrest so far.

2.2 Securities markets in Norway

The stock market

Since prices peaked on 25 May 2001, the al share index on
the Oslo Stock Exchange hasfallen 24% as of 20 November.
The Norwegian market fared better than the markets in
Europe and Japan through the summer. After the terrorist
attacks in the US on 11 September, the Norwegian market
performed less favourably; the decline after the attacks was
sharper and the subsequent rebound somewhat weaker than
in most other countries (see Chart 2.1). Developments are
only partially explained by the fall in the oil price since the
energy index, which includes Statoil and other oil-related
companies, performed better than the all share index to the
middlie of November. A sharp drop in prices for Storebrand
and DnB contributed to the marked decline in the financial
index in September (see Chart 2.7).

Turnover in the stock market has gone down so far this
year compared with last year (see Chart 2.8), in part due to
alower price level. Periods of lower share prices also affect
the volume of new share issues. If we disregard the new
share issues in connection with the partial privatisation of
Telenor last year and Statoil this year, the volume of new
share issues on the Oslo Stock Exchange has fallen from a
good NOK 25 hillion in 2000 to about NOK 10 billion so far
this year. Since this summer, activity in the new issue mar-
ket has been limited.

We have compared the Odo Stock Exchange with other
stock exchanges during the periods autumn 1987, summer-
autumn 1992, summer-autumn 1998 and September 2001 (see
Chart 2.9). The first and last periods may be characterised as
periods of market shock, with asharp fall in prices over ashort
period, while the other two periods were marked by a strong
decline in prices over a prolonged period. Compared with
stock markets in other small, open economies, the Oso Stock
Exchange has recorded the most substantial decline in prices
in three out of four periods. One reason may be that the Odo
Stock Exchange has a large number of commodities-based
companies with volatile earnings, such as the smelting indus-
try, and relatively few companies with more stable earnings,
such as energy and pharmaceutical companies.
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Reduced investments in securities funds this year

Due to faling share prices and increased uncertainty, net
subscriptions in securities funds in the first three quarters of
2001 have dropped by 75% compared with the same period
last year (see Chart 2.10). Total net subscriptionsin the peri-
od were less than NOK 4.1 billion. There were net redemp-
tions in both unit trusts and bond funds.

Combined total assetsin the securities funds have declined
by 10% so far this year, and as of 30 September amounted
to NOK 128 hillion. As of 30 June 2001, the household sec-
tor's share of total assets was 52%. Institutions’ share has
increased in recent years due to an increase in net subscrip-
tions by institutional investors and to the fact that house-
holds have a considerable share in unit trusts that have
declined substantially in value.

Market risk in Norwegian financial institutions

Norwegian banks' shareholdings are very small, while hold-
ings of bonds and short-term paper are somewhat larger (see
Table 2.1). Estimated interest sensitivity for the bond portfo-
lio indicatesthat interest-rate risk in banks' trading portfolios
is low. Use of hedging instruments further reduces the risk.
Thus, banks market risk is relatively small. The market risk
may also be measured by using Value at Risk (VaR) models.
VaR models take into account recent price fluctuations in
bond and stock markets and assume that they are representa-
tive of market fluctuationsin the immediate future. Based on
asimple VaR moddl, thereislessthan 1% probability that the
vaue of the banking sector’'s securities holdings will fall
more than 2.5% during a two-week period.

Insurance companies have considerable holdings of shares
and interest-bearing securities (see Table 2.1). The equity
share in life insurance companies has declined by 11.2 per-
centage points since the beginning of the year, while the
bond share has risen by 8.3 percentage points. Total assets
amounted to NOK 383 hillion at the end of the third quarter.
Buffer capital® fell through the year to 3.8% of total assets at
the end of August. Due to the decline in share prices in
September, buffer capital declined further. Extensive share
salesin order to satisfy capital adequacy requirements could
have reduced customers possihilities to achieve satisfactory
returns in the long run and intensified the decline in the
Norwegian stock market. To avoid this, the authorities
adjusted the rules at the end of September. At the end of the
third quarter, life insurance companies buffer capital came
to about NOK 10 hillion. After the decline in the securities
market, several life insurance companies have strengthened
their capital. The rise in prices in the stock market in
October and so far in November has also contributed to
strengthening buffer capital.

3 Buffer capital consists of capital in excess of 8%, additional provisions and an adjust-
ment fund.
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Chart 2.9 Fall in share prices in selected countries in
periods of market turbulence. Per cent

50 ®@Norway OSweden CDenmark M Netherlands WUS 1 50
40 1 40
30 130
2 - 120
10 - 10
0 0
Autumn 1987  Summer-  Summer-  September
autumn 1992 autumn 1998 2001
Source: EcoWin
Chart 2.10 Net subscription in securities funds in
Norway, 1997 - 2001 Q3. In billions of NOK
30 OTotal 130
% L O Money market/bond funds 4%
B Equities abroad
20 r W Equities domestic 12
115
110
15
0
-5

1997 1998 1999 2000 2001Q3

Source: Norwegian Mutual Fund Association

Table 2.1 Share of total assets invested in securities at
30.09.01. Estimated interest rate sensitivity in the bond
portfolio. Percentages

Equities Bonds and Interest rate
short-term paper  sensitivity

Commercial banks 1.0 95 0.7
Savings banks 1.0 6.4 0.8
Life insurance 18.6 56.7 3.9
Non-life insurance 24.4 36.9 2.6

Sources: The Banking, Insurance and Securities Commission



3 | Macroeconomic develop-

Table 3.1 Main macroeconomic aggregates (from
Inflation Report 3/01).Percentage change from previous
year

2001 2002 2003

Mainland demand 1% 2 2V
Exports traditional goods 2% -1 3
Mainland GDP 1% 1%, 1%
GDP trading partners 1% 1% 2%

ments and credit risk

3.1 The macroeconomic environment?*

Until this autumn, the turnaround in the world economy had
only limited effects on the Norwegian economy and
Norwegian banks. The downturn was primarily linked to the
technology industry, which accounts for a small share of the
Norwegian business sector compared with many other coun-
tries. Moreover, the Norwegian technology industry is not
very export-oriented and has a limited degree of bank
financing.

Theterrorist attacks on the US have amplified the interna-
tional downturn. The downturn will also be felt in Norway.
The travel industry and airlines have already been affected
by growing caution among businesses and households. The
volume of traditional merchandise exports has falen. The
same applies to prices for important Norwegian export
goods, such as fish and aluminium. Earnings and activity
levels in many enterprises may decline markedly next year
as aresult of the downturn.

At the same time, labour shortages in public and private
services are expected to persist. The public sector will gen-
erate an increased stimulus to the Norwegian economy in
the years ahead. Households have a solid financial position
and income growth is expected to be strong over the next
few years, providing scope for continued growth in private
consumption. An increase in vacation days and low growth
in the labour force will result in weak growth in the labour
supply. Therisein labour costs and the deterioration in prof-
itability are therefore expected to continue. All in al, main-
land GDP is projected to increase approximately in pace
with growth in capacity over the next two years.

The business sector will be facing structural challenges as
aresult of growing tendencies of a dichotomy in the econo-
my. For severa years, high growth in labour costs has con-
tributed to weakening profitability. Continued pressures in
the public sector and sheltered sectors of the economy are
contributing to further shifts of economic resources from
industries exposed to international competition.

This will also pose increasing challenges to the banking
sector and may result in higher bank losses in the years
ahead. This particularly applies to banks that have large
loans to industries exposed to international competition.

In general, the scale of losses will depend on the adapt-
ability of the Norwegian economy. The more easily prod-
uction equipment, property and other fixed assets can be
transferred to more profitable uses, the lower banks' losses
will be as a result of adjustments. Banks that have large
commitments to enterprises with fixed assets that are heavi-
ly tied to a specific activity will be most exposed to losses.

4 Assumptions regarding macroeconomic developments are based on Norges Bank’s
Inflation Report 3/01.
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The adaptability of labour is also of considerable impor-
tance to banks. If those who become unemployed are swift-
ly hired by other enterprises, households will be able to
maintain their income and debt-servicing capacity.

The scale of loan losses as a result of adjustments is not
expected to be of amagnitude that will threaten the financial
strength of the banking industry. The downside risk for
Norwegian banks is largely associated with the depth of the
downturn in the international economy, which will aso
weaken economic developments in Norway.

In addition to a sharp downturn, a pronounced fall in asset
prices might threaten financial stability. These events often
coincide in time. Equity markets have falen sharply since
peaking in spring 2000. However, the value of Norwegian
households’ shares and units in securities funds is limited
(see Table 3.2). Thefall in the value of households™ holdings
of equities and units in securities funds has thus far been
more than offset by a further increase in housing wealth,
which in general is far more important for households.

The oil price is of particular importance to Norway.
Projections for the Norwegian economy are based on an oil
price that continues to generate high revenues. Thereis con-
siderable uncertainty concerning future oil prices. A sub-
stantial fall will result in more sluggish economic develop-
mentsin Norway even though lower oil priceswill stimulate
demand in our export markets. Investment activity in the
petroleum sector and supplier industry will be reduced.
Household expectations concerning their own finances may
be reduced, with a fall in house prices and reduced con-
sumption growth as a result.

Various risks that are facing the financial system are
assessed in this report. Credit risk constitutes the largest
potential for losses. A severe downturn in the economy
would increase the probability that losses associated with
several types of risk will occur at the same time.

3.2 Credit developments

Outstanding credit to the public in mainland Norway
(households, non-financial enterprises and municipalities)
has increased considerably since the mid-1990s. At the end
of 1995, total outstanding credit from domestic and foreign
sources to mainland Norway came to 128% of mainland
GDP. At the end of the second quarter of 2001, this credit
had increased to 163% of mainland GDP, or about
NOK 1800 billion.

Both enterprises and households have contributed to the
sharp growth in credit (see Chart 3.1). Credit from domestic
sources to enterprises, measured as a share of mainland
GDP, rose from 38% at end-1995 to 53% at the end of the
second quarter of 2001. For households, the equivalent share
increased from 71% to 79%. Municipalities account for a
relatively modest share of total domestic credit even though
the rate of growth in municipal borrowing has been very
high the past year.
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Table 3.2 Gross financial wealth, gross debt and housing
wealth of households. Second quarter 2001
In billions of NOK

Bonds and short-term paper 18
Equities and primary capital certificates 191
Securities funds 93
Insurance claims 462
Bank deposits 434
Other 147
Gross financial wealth 1345
- Gross debt 919
Net financial wealth 426
+ Housing wealth 1312
Total wealth 1738
Memo:

Present value at 01.01.2000 of future

gov't cash flow from the petroleum sector? 2325
Value of the Petroleum Fund at 2001 Q2 523

D Source: Storting Report no. 30 (2000-2001):
The Government Long-Term Programme 2002-2005

Source: Norges Bank

Chart 3.1 Credit from domestic sources to households,
enterprises and municipalities. Share of mainland GDP

1.0 1.0
09 109
08 L Households 408
0.7 107
06 [ ) 106
Enterprises
05 105
04 - 4 04
03 r 403
02 o 102
Municipalities
0.1 1 0.1
0.0 0.0

Dec-95 Dec-96 Dec-97 Dec-98 Dec-99 Dec-00

Source: Norges Bank
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Chart 3.3 Real house prices (index, 1997 = 1) and
housing starts (in thousands)
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Chart 3.4 Household loan debt, housing wealth
and gross financial wealth. In billions of NOK
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Chart 3.5 Share of debt and gross financial assets in
various income deciles” in 1999. Percentage of total
50
45
40
35
30
25 1
20
15
10

M Gross financial assets
M Debt

Deciles 1-3 Deciles 4-6 Deciles 7-9  Decile 10

1) Households are divided into 10 equal-sized groups according to
increasing income. Decile 1 is the 10 per cent of households with lowest
income, etc.
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The 12-month growth in credit to households came to
10.5% at end-September 2001 (see Chart 3.2). The rate of
growth has been more than 10% for 18 months. The rate of
growth in loans to enterprises has been very high in periods,
but has slowed markedly the past year and is now lower than
growth in credit to households. At end-September, the 12-
month growth in credit to enterprises was 9.0%. Credit to
municipalities grew by 15.8%.

3.3 Credit risk associated with loans to
the household sector

Continued high growth in debt...

Household debt is still growing rapidly. One reason for this
is the sharp rise in house prices (see Chart 3.3). Higher
house prices result in increased borrowing requirements for
house purchases. At the same time, the rise in house prices
boosts the housing wealth of households, and hence their
possibilities for borrowing, as dwellings are often used as
collateral. Thissituation may lead to a price-credit spiral dri-
ven by expectations of afurther risein prices.

Debt has risen at a faster pace than disposable income
since the third quarter of 1999. This will place increased
demands on income growth in the period ahead. L oan repay-
ments should generally be covered by disposable income. If
borrowing is used to accumulate liquid wealth, it will be
possible to use this when loans are to be repaid.

The household saving ratio has remained high for several
years and increased further in 2000. Total gross fixed and
financia investments were thus higher than borrowing in
2000. This means that an amount equivalent to all loans
raised plus part of disposable income were used for fixed
and financia investments. Households' fixed investment is
generally equal to investment in new dwellings. The contin-
ued sharp rise in the number of housing starts in the first
eight months of 2001 indicates that fixed investment has
continued to increase this year. Gross investments in finan-
cial assets levelled off in the first half of 2001 at alittle less
than NOK 100 billion, measured as the sum of the last four
quarters, after having increased sharply for severa years.

Traditionaly, banks have exercised caution in extending
credit for investments in financial assets. The sharp rise in
debt nevertheless appears to have been used to finance both
fixed and financia investments. The explanation for this may
be that households raise new loans or increase their loans on
the basis of rising housing wealth and refrain from repaying
loans when part of the increase in housing wealth is realised.

...but wealth is also increasing

Positive investments in fixed and financial assets in recent
years have resulted in an increase in household wealth in the
form of fixed and financial assets (see Chart 3.5).

Gross financial wealth increased at a particularly sharp
rate after 1998. A large part of the increase in wealth reflects
a higher market value for securities. The all-share index of
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the Odlo Stock Exchange fell by 23% % in the third quarter
of thisyear. On the basis of thefall in value as aresult of the
drop in securities prices in autumn 1998, the decline this
autumn may reduce the value of households securities
holdings by about NOK 30 billion.

Financial wealth is largely concentrated in high-income
households: in 1999, 10% of households with the highest
income accounted for more than 45% of households' total
gross financial wealth. Debt is also unequally distributed
among households, but to alesser extent than gross financial
wealth. Net financial wealth is therefore also unequally dis-
tributed. The unequal distribution is aso evident when we
look at different age groups (see Chart 3.6). Younger age
groups have on average negative net financial wealth. The
difference between younger and older age groups has
widened over the past ten years.

All in all, households have accumulated net financial
wealth of more than NOK 400 billion. Financial weslth, to
the extent that it can be used when required, will serve as a
buffer for servicing debt in the event of lower growth or a
fall in income. If wealth is adjusted for insurance claims,
which are not very liquid and cannot be used to the same
extent if households should experience problems in servic-
ing their debt, financial wealth is negative.

Reduced ability to withstand strong economic
downturn

The sharp growth in household debt over the past two years
has led to an increase in the debt burden (debt as a percentage
of disposable income) (see Chart 3.7). Over the past six
months, the debt burden has increased further, approximately
in line with the projections in the baseline scenario in the pre-
viousreport. The high level of borrowing a so contributesto an
increase in the interest burden (interest expenses as a percent-
age of cash income, i.e. disposable income before deducting
grossinterest expenses) (see Chart 3.8). The interest burdenin
the baseline scenario is somewhat lower than in the spring
report as aresult of some upward revisionsin the estimates for
growth in household disposable income in the period ahead.
A higher debt and interest burden has weakened the
household sector’s ability to withstand macroeconomic
shocks which result in higher unemployment or a higher
interest rate. With a sharp reduction in income, households
will have to cut back on consumption and reduce debt. If
households experience problems in repaying their debt, this
may increase banks' losses on loans to households. Banks
losses may also increase if earnings in enterprises are
reduced as a result of lower private consumption.
Developments in credit risk associated with loans to the
household sector are thus closely related to general economic
developments. The financia position of households influ-
ences the earnings potential of enterprises and hence credit
risk associated with loans to enterprises. The economic out-
look for households is favourable but more uncertain than it
was six months ago. Credit risk is deemed to have increased
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Chart 3.6 Households' average net financial
assets for various age groups.
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Chart 3.7 Household loan debt as a percentage
disposable income in the last four quarters
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Chart 3.9 Gross debt and operating result
in enterprise sector. In billions of NOK
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Chart 3.11 Banks' lending to enterprises, by
industry. 12-month growth
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further over the past six months. Both the debt and interest
burden have continued to rise. Moreover, uncertainty about
future developments has increased. All in al, credit risk is
nevertheless still considered to be relatively low.

3.4 Credit risk associated with loans to
the enterprise sector

Continued high debt growth, but signs of slowing...

Debt in the enterprise sector has increased considerably over
the past 5-6 years following relatively moderate growth at the
beginning of the upturn in the 1990s. Mainland enterprisesin
particular have accounted for the sharp increase in borrowing
(see Chart 3.9). Gross loan debt in these enterprises has dou-
bled since 1995, to alittle more than NOK 600 billion.

The strong growth in debt is closely related to investment
growth in enterprises. A steadily higher portion of debt in
the enterprise sector is being used for investments in finan-
cial assets (see separate box). Fixed investment also rose
sharply in the 1990s. Growth in fixed investment has slowed
since 1995, while borrowing continued to increase up to the
last part of 2000 (see Chart 3.10).

Growth rates for borrowing have slowed since November
2000. At end-September 2001, the 12-month growth in
credit from banks came to 6.1% after having remained
between 15 and 20% in the second half of 2000 and begin-
ning of 2001. There are considerable differences across
industries, which seem to underpin the impression of a
dichotomy in the economy (see Chart 3.11). Sheltered
industries, such asretail trade and services, arelargely main-
taining relatively high growth rates, while industries
exposed to international competition, for example manufac-
turing, have sharply reduced credit growth this year.

Operating profits in non-financial enterprises, excluding
oil and shipping, have shown far more moderate growth than
changes in debt. The debt burden has thus increased and is
now higher than it was at the end of the 1980s.

Sight increase in risk-weighted debt in 2000...

In spring 2001, Norges Bank developed a new credit risk
model that predicts bankruptcy probabilities for enterprises
as afunction of, among other things, corporate earnings, lig-
uidity and financial strength (equity ratio).® According to the
model, the bankruptcy probability of a typical enterprise
(median enterprise) was approximately unchanged from
1999 to 2000 (see Chart 3.12).

The reduction in bankruptcy probability through the 1990s
primarily reflects solid corporate earnings over severa
years. This contributed to improving enterprises’ liquidity
and equity ratio. A rising equity ratio indicates that a steadi-
ly smaller portion of corporate investment is debt-financed.

5 See Economic Bulletin 3/01 for a presentation of the model.
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Despite a continued sharp rise in debt, risk-weighted long-
term debt® rose only marginally from 1999 to 2000. Onerea-
son for thisis that the equity ratio increased in many enter-
prises in 2000. Moreover, enterprises with a high bankrupt-
cy probability account for a steadily smaller share of long-
term debt in the enterprise sector.

Risk-weighted debt increased in a number of industriesin
2000 (see Chart 3.13 and 3.14). The fisheries industry,
tourism, IT enterprises and the shipbuilding industry
showed the sharpest increase. With the exception of the fish-
eries sector, these industries account for a small share of
total risk-weighted debt. In isolation, the greatest cause of
concern relates to the increase in risk-weighted debt in retail
trade and property management, which are the two indus-
tries that have the most risk-weighted debt

...and lower earnings

Wesaker earnings are the first indication that enterprises are
beginning to experience financial problems. A moderate
decline does not increase bankruptcy risk to any extent. If
the decline is considerable and persists, enterprises’ liquidi-
ty and financial strength will come under pressure.

An enterprise normally uses 5-10 years to repay its long-
term debt. It is therefore not unreasonable to assume that
earnings after interest expenses and tax should amount to a
minimum 10% of long-term debt if the enterprise is to be
ableto serviceits debt without major problems. Inindustries
where enterprises generally have alonger maturity for debt
(for example, property management), the earnings require-
ment each year will be lower than for the average industry.
In 2000, total earnings in the enterprise sector came to
14.6% of total long-term debt, down from 15.7% in 1999.
Earnings deteriorated in anumber of industriesfrom 1999 to
2000, and in 2000 were at a low level in relation to debt
obligations in several industries.

Thereturn on total assets (earnings as a percentage of total
assets) was reduced from 1999 to 2000 in all the industries
analysed. The reduction was greatest in IT enterprises,
telecommunications, the shipbuilding industry and the fish-
eries sector. In 2000, the return on total assets varied from
1% in the telecommunications industry to about 11% in the
construction sector and transport industry.

Small regional differences

Risk-weighted debt is largely concentrated in retail trade
and property management in the most populated counties.
However, the less populated counties increased their share
of risk-weighted debt in 2000. Even though enterprises in
some counties and industries have arelatively small share of
total risk-weighted debt, some banks may be exposed.

6 That is, the bankruptcy probability according to Norges Bank’s credit risk model mul-
tiplied by debt in each enterprise and adding them up for all enterprises. This can be
interpreted as an estimate of expected loan losses given that collatera is not realised.
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Chart 3.12 Predicted bankruptcy probabilities."
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Chart 3.13 Risk-weighted debt" in selected service
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prices and accounts data show a considerable increase in the
6 r 16 bankruptcy probability for unlisted enterprises in 2001 (see

.l Median ofthe 507% weakest . Chart 3.15). The increase has taken place in recent months.
W This demonstrates that enterprises’ debt-servicing capacity
2 W/“ﬁefﬁ”,% 2 is vulnerable to a fall in earnings. Bankruptcy probability

has also increased sharply for listed non-financial enterpris-
es in recent months.
According to figures from Dun & Bradstreet, the number

0 1 1 1 1 1 1 1 1 1 0
Sep-96 Sep-97 Sep-98 Sep-99 Sep-00 Sep-01

Y Non-financial, unlisted enterprises with a turnover of of payment notations so far this year has increased in rela-
than NOK 70 mill . . L S
e en TR e tion to the same period last year. Thisis an indication that a
Sl BN growing number of enterprises are beginning to experience
financial problems. Due to changes in the data supply, it is
Chart 3.16 Interest-bearing debt in non-financial difficult to quantify the actual increase.
enterprises as a percentage of cash surplus® excl.
interest expenses

Developments ahead
Non-financial enterprises

(excl. petroleum and shipping) | Generally sound liquidity and the high equity ratio at the
600 1% end of 2000 imply that the enterprise sector as a whole is
still fairly solid. The outlook ahead, however, is less

400 | 1 400 favourable. Thisis reflected in developments in enterprises

Sl debt and interest burden in the period ahead (see Chart 3.16

Non-financial enterprises and 317) In the estimates, it is assumed that debt grO\Nth in

0 ¢ (incl petroleum and shipping) 120 mainland enterprises slows in the years ahead and that earn-

i 1 ings decline in line with developments witnessed so far in

| O SN I 2001. Thisimplies that the debt burden will remain high in
1980 1984 1988 1992 1996 2000 2004 the years ahead. _ _ _

") Cash surplus = Value added - labour costs+ capital income Asaresult of the Strong Increase in debt’ enterprlses must

Sources: Statistics Norway and Norges Bank mal r_1tai n hi_gh earni ngs in t_he years ahead to allow them FO
service their debt. Uncertainty concerning future economic
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Enterprise investment and financing

Investments in financial assets account for a steadi-
ly higher portion of enterprises’ total assets. At
end-2000, financial assets constituted nearly 55%
of total assets, up from 40% in 1990 (see Table 1).
The main reason for this increase is that enterpris-
es to a far greater extent than earlier invest in and
provide loans to subsidiaries, associated companies
and companies in the same group. Purchases of
shares in other companies account for afar smaller
portion of enterprises total assets than in 1990.
Enterprises also have a smaller share of intangible
assets (see below) and fixed assets than was the
case ten years ago.

Table 2 shows that a smaller share of enterprises
total assets is now financed by borrowing. In 2000,
64% of total assets were debt-financed, against
72% in 1999. However, the nominal debt of the
average enterprise has risen sharply, a factor that
places considerable demands on future earnings. A
far smaller share of total assets is now based on
short-term funding, indicating that liquidity in
enterprises is generally better than it was at the
beginning of the 1990s.

The increase in the equity ratio since 1990 has
taken place through an increase in accumulated
earnings and new equity. Reduced taxation of the
return on equity is probably an important reason for
this. At end-2000, 16% of enterprises had negative
book equity, down from 17% in 1999 and 28% in
1990. There were relatively wide variations across
industries. Nearly 33% of enterprises in the hotel
and restaurant sector had negative equity at the end
of 2000, while the figure for property management
and the shipbuilding industry was 12%.

Smaller portion of intangible assets

The equity ratio is the explanatory variable in the
credit risk model that is associated with the greatest
uncertainty with regard to valuation. This is partly
because goodwill and other intangible assets can
account for a substantial share of equity. The value
of these assets is based on expectations concerning
future earnings, often many years ahead. There is
normally less uncertainty regarding other assets.* It
is realistic to assume that the smaller intangible
assets are in relation to equity and the fewer the

! There may also be considerable differences between book and market
values of, for example, real property and production equipment. However,
these assets have a“ historical” value, which often makesit easier to arrive
at abook value. The same largely applies to current assets and securities.
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number of enterprises that have intangible assetsin
the balance sheet, the less is the risk of forecast
errors by the model, other things equal.

At the end of 2000, intangible assets accounted
for only 3.7% of enterprises total book assets,
down from 10.1% in 1990 (see Table 1). Some
large enterprises are very vulnerable to changes in
valuations of intangible assets. However, the vast
majority of enterprises have not recorded intangible
assets in the balance sheet.?

Table 1 Enterprise sector? assets. Percentage of total assets
1990 1999 2000

Investments in fixed assets? 49.6 45.0 419
Investments in financial assets® 40.0 51.7 54.4
Intangible assets” 10.4 33 37
Total 100.0 100.0 100.0

1)Norwegian limited companies excluding companies in the oil and gas industry,
financial industry and public sector
)Property, buildings, capital assets and inventories
Cash, bank deposits, accounts receivable, securities, and investments in and
loans to subsidiaries, associated companies and companies in the same group
Goodwill, research and development, patents and deferred tax assets.

Source: Norges Bank

Table 2 Enterprise sector financing. Percentage of total investments
1990 1999 2000

Short-term debt 8515 30.1 28.5
Working capital facility 4.6 24 2.7
Accounts receivable 143 5] 6.9
Unpaid taxes and excise duties 4.2 39 39
Other short-term debt 12.4 16.3 15.0
Long-term debt 8 34.4 8518
Allocations for commitments 5l 38 41
Other long-term debt 32.2 30.6 31.2
Equity 27.2 355 36.2
Paid up share capital 7.1 18.0 19.6
Retained earnings 20.1 17.5 16.6
Total 100.0 100.0 100.0

Source: Norges Bank

2 At end-2000, only 6% of enterprises had intangible assets (excluding
deferred tax assets) in the balance sheet, compared with 31% in 1990.



developments has also increased. The risk of payment prob-

Chart 3.17 Interest expenses in non-financial lems in enterprises and subsequent loan losses in banks is
enterprises as a percentage of cash surplus? thus greater now than it was six months ago.
70 e 70 There is reason to be particularly aware of developments
60 - (excl. petroleum and shipping) | g inindustries that have a hlgh risk-wei ghted debt and are also
export-oriented. This particularly applies to the fisheries
S 1 industry and fish farming as well as some manufacturing
40 r =< 40 sectors (including metal goods and chemical products). The
20 L 13 two industries with the highest share of risk-weighted debt,
R property management and retail trade, are to a lesser degree
A Non-financial enterprises | 2 directly exposed to the international downturn. If the down-
10 incl. petroleum and shipping | 10 turn extends over alonger period, these industries may also
ol v v Ty be affected to a sizeable extent. The risk of a deeper and
1980 1984 1988 1992 1996 2000 2004 more prolonged international downturn than currently envis-

aged does exist and the risk has increased in recent months.
All in all, the risk associated with loans to mainland enter-
prises is considered to be higher than in the previous
Financial Sability report.

") Cash surplus = Value added - labour costs+ capital income
Sources: Statistics Norway and Norges Bank
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systems

Large amounts are transferred daily between financia ingtitu-
tions, househol ds, enterprises and other agents. Asaresult of the
transfers, banks have substantid short-term claims on one
another. The mgjority of Norwegian banks settle such clamsin
Norges Bank through Norges Bank’s settlement system (NBO).
Average daily turnover in NBO in the first ten months of 2001
was NOK 171 hillion (see Chart 4.1). Thisis an increase of a
good 25% compared with the same period in 2001.

Banks are exposed to various types of risk in payment and set-
tlement systems. Credit risk and liquidity risk areregarded asthe
fundamentd risk types. Anayses show that under norma cir-
cumstances, and following a number of risk-reducing measures
by Norges Bank and the banking industry in recent years, there
islimited credit and liquidity risk associated with domestic pay-
ments.” However, banks may be exposed to considerable
liquidity and credit risk as aresult of factors such as operationa
falure or positions taken in foreign exchange trades.

4.1 Operational risk

The disrupted operations at EDB Fellesdata earlier this year
(see separate box) is an example of how dependent the finan-
cid sector is on efficiently functioning technological systems.
The trend towards highly automated technology, the develop-
ment of electronic commerce and the integration of computer
systems to exploit the economies of scale offered by mergers
and takeovers are dl factors that may add to the scale and com-
plexity of operationd risk. In consequence, operationa risk is
increasingly defined and treated as a separate risk area, and
more and more attention is being devoted to it, both nationally
and internationally.

Pursuant to the Act relating to Payment Systems, Norges
Bank isthe authorising and supervisory authority for interbank
systems. The authorisation requirement applies to systems of
importance to financia stability. Authorisation is based partly
on information concerning measures to safeguard technical
operations, including contingency plans for disrupted opera
tions if the ordinary system does not function. Since March
2001, three interbank systems have been granted authorisation
pursuant to the Payment Systems Act.

As supervisory authority, Norges Bank is responsible for
requiring that the systems have an organisation that assures the
necessary operationa reiability, and with respect to the event
a EDB Felesdata, has required more detailed reporting on
abnormal situations and follow-up of such situations from the
bank that is operator of the interbank system in question.
Norges Bank and the Banking, Insurance and Securities
Commission are also investigating the cause of the problems,
while the banking industry itsalf is following up the event.

") See Economic Bulletin 1/01: “Risk in the Norwegian settlement system” and 3/01:
“Do Norwegian payment systems satisfy the new BIS recommendations?’
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4 |Risk in payment and settlement

Chart 4.1 Daily turnover in Norges Bank's settlement
system (NBO) in 2001. In billions of NOK
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Source: Norges Bank

The operational
disruptions at EDB
Fellesdata

On Thursday, 2 August, at 5.40 pm, all
operations at EDB Fellesdata came to
a halt. The loss of service caused seri-
ous problemsin relation to ATMSs, bal-
ance checking, internet banking,
account information, telebanking and
company terminals.

The clearing and settlement system
for a number of small and medium-
sized savings banks was also down.
114 savings banks and an estimated
one million users were affected. It was
over a week after the problem arose
before all systems were back in nor-
mal operation on Friday, 10 August.

In this case, it proved possible to
reconstruct transaction data, which
helped to contain the financial conse-
quences of the disrupted operations.
Incidents of this type show that satis-
factory contingency plans are impor-
tant to prevent banks from incurring
substantial costs as a result of opera-
tiona failure.



Operational risk

Operationa risk is associated with factors such as
inadequate procedures, disruptions in IT systems,
infringement of rules, fraud, fire and terrorist attacks.

One of the reasons that methods for measuring and
anaysing operationa risk are still poorly developed is
that operationa risk is difficult to define and quantify.
The scae of operationd risk will aso vary between
ingtitutions, depending on their organisation and inter-
na control systems, which makes data collection and
comparison difficult. However, asurvey carried out by
the Bade Committee estimates that operationa risk
comprises between 15% and 25% of banks' tota risk
exposure.

An important god in analysing operationd risk isto
decide how ingtitutions can best reduce the probability
of operationa disruptions, and the extent to which
ingtitutions should have a buffer agangt such risk.

Work is currently in progress through the Bade
Committee to formulate separate capital adequacy
rules for operationd risk in the banking sector. As a
starting point for determining a minimum requirement
for capital adequacy against operationd risk, the Bade
Committee in collaboration with the banking industry
has concluded that aworkable definition of operational
risk isthat it isrisk of loss as aresult of inadequate or
unsuccessful interna processes, human error, systems
fallure or external events. In formulating the definition,
it is important to take into account that the capital
requirement must as far as possible reflect actud risk,
and that measures to reduce risk must be “rewarded’
with a less stringent buffer capital requirement. The
current proposal from the Bade Committee presup-
posesthat asthey develop more sophisticated toolsand
methods for measuring operational risk, bankswill use
more advanced models to cal culate the minimum cap-
ital adequacy requirement againgt such risk.

Chart 4.2 The ten most important counterparties in
currency trading for the banks in the survey. Total
exposure in billions of NOK
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Sources: Banking, Insurance and Securities
Commission and Norges Bank

Chart 4.3 The ten largest counterparty exposures in
currency trading as percentages of core capital.
Weighted average for the banks in the survey
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Sources: Banking, Insurance and Securities
Commission and Norges Bank

4.2 Risk associated with banks’ foreign
exchange trading

On average, Norwegian banks buy and sl foreign exchange
for the equivalent of about NOK 120 billion each day. In cur-
rency trading, the parties settle their commitments in two inde-
pendent national payment systems. This implies a risk for
banks, since they normally deliver foreign currency that has
been sold before receipt of the purchased foreign exchange has
been confirmed. If one party does not meet its commitment, the
counterparty may at worst incur aloss equivaent to the princi-
pal inthetrade. Suchrisk iscalled Herstatt risk and means that
banks foreign exchange positions can be regarded as unse-
cured loans. The share of a foreign exchange position a bank
ultimately loses if a counterparty becomes insolvent will
depend on the estate in bankruptcy’s treatment of the bank’s
dividend demands.

Norges Bank has obtained figures for banks counterparty
exposuresin currency trading (see aso box in Section 5). Six of
the largest Norwegian banks have specified i) exposure to their
ten main counterparties in various currency pairs and ii) total
exposure to al counterparties in the various currency pairson a
given trade date. The study shows that banks' total exposure in
connection with currency trading was alittle over NOK 140 hil-
lon on thisdate. The more concentrated this exposureisto afew
counterparties, the greater therisk. The largest total exposure of
the Norwegian banking industry to a single counterparty was
over 12% of overal exposure. This means that the Norwegian
banking industry could have sustained aloss of about NOK 17.4
billionif this counterparty had becomeinsolvent (see Chart 4.2).
The corresponding figure for exposure to the 10 largest counter-
parties combined was NOK 78 hillion.

By comparing banks exposure with their core capital, it is
possible to assess their ability to withstand a potential loss. In
the most extreme case, a bank had an exposure of 120% of its
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core capital to a single counterparty. However, Norwegian
banks generally have smaller exposures to their main counter-
parties (see Chart 4.3). On average, the six banks would have
lost agood 60 % of their core capital if the largest counterpar-
ty for each of these banks had been unable to settle, and if they
had not received any dividend payment from the estate in bank-
ruptcy. Such aloss would have made it difficult for some banks
to fulfil the authorities’ capital adequacy requirements, while a
few other banks would still have complied with the require-
ments.

The probability of a counterparty being unableto settleitsleg
of aforeign exchange trade must be regarded as very low. A
review of Standard & Poor’s and Moody’s ratings of the most
important foreign counterparties shows that Norwegian banks
generaly trade with banks with high credit ratings. The short
exposure time involved in foreign exchange trades also means
that it is normally possible for banks to avoid trading with
financially unsound counterparties (see separate box). Thereis
therefore reason to assume that expected losses are low, even
though exposures may be very high. However, the possibility of
amajor counterparty suddenly developing problems cannot be
excluded, for example because it has been unfortunate in its
own choice of counterparties.

In the long term, it will be possible to virtually eiminate the
credit risk associated with banks foreign exchange trading
through settlement in CL S (see separate box), which will make
payment versus payment possible in foreign exchange trading.
According to plan, CLSwill commence commercia operations
in summer 2002. Initidly, it will only be possible to settle
trades in seven currencies (AUD, CAD, CHF, EUR, GBP, JPY
and USD), but CLS has given the find go-ahead for the inclu-
sion of the Scandinavian currencies aswell. Thiswill probably
take place in the first half of 2003. Even though NOK will not
beincluded from the start, Norwegian bankswill be ableto take
part in settlements of other currencies included in CLS.
However, settlement in CLS is contingent on both parties set-
tling their leg of thetrade in CL S, and since Norwegian banks
foreign exchange trading normaly involves NOK, the risk
reduction for Norwegian banks will initialy be limited.

Exposure in currency trading

Settlement of currency trades can be
divided into phases according to the
risk status of the settlement:

1) delivery of sold foreign currency

ii) deadline for cancellation of
payment

iii) due date for purchased foreign
currency and

iv) confirmed receipt of purchased
foreign currency

Banks exposure starts from the time
when payment cannot be recalled, and
ceases with confirmation of receipt of
the purchased currency. Banks expo-
sure time depends on their own and
their counterparties routines for the
execution of currency trades, and on
which currencies are bought and sold.
If the exposure period is more than 24
hours, abank’s exposure will exceed its
daily foreign currency turnover.
Trading in the currency pair EUR/USD
has the shortest exposure period, at 11
hours, and trading in USD/JPY has the
longest, at 37%2 hours.

Continuous Linked Settlement (CLS)

Banks that take part in CLS will settle currency
trades among themselves over accounts in a com-
mon “multi-currency bank”, CLS Bank (CLSB).
Between 7 am and 12 noon (C.E.T.), CLSB will i)
receive payments, ii) settle currency trades for
which there is cover and iii) pay settled currency
trades. Incoming and outgoing payments will take
place by way of CLSB’s accounts in national cen-
tral banks, and settlement of banks' currency trad-
ing will take place viatheir accountsin CLSB. One
condition for settlement is that both parties have
paid a sufficient amount into CLSB’s accounts in
the national central banks. CLS will thus virtually
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eliminate the credit risk abank may create for other
banks in connection with currency trading. It is dif-
ficult to say anything definite about what effect
CLS will have on banks' liquidity requirements.
Banks payments to CLS will take place on a net
basis, thereby reducing banks' liquidity require-
ments. On the other hand, payments must be made
within a shorter period than is the case at present.
Moreover, banks will not be able to settle currency
trades over internal accounts in correspondent
banks to the same extent as previoudly, as CLS
requires that incoming and outgoing payments take
place via CLSB’s accounts in central banks.



5| Liquidity risk

Chart 5.1 Cumulative financing requirements
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the risk of problemsin obtaining refinancing from abroad.
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Financing in money and capital markets has largely shad-
owed the cost differential in recent years (see Chart 5.4). Inthe
past six months, there has been an increase in bond yields rel-
ative to money market rates. It appears that the three largest
banks may have adapted to this tendency by increasing their
share of short-term financing.

In the second and third quarters this year, the three largest
banks increased their short-term foreign debt markedly at the
expense of their domestic short-term debt. During the same
period, liquid assets increased somewhat, but less than short-
term debt (see Chart 5.5). Liquidity risk may therefore have
increased somewhat in the past six months, but from a rela
tively low level. The three largest banks have relatively good
buffersin the form of liquid assets. However, it must be added
that the value of securities, and hence the basis for new financ-
ing, may drop sharply in the event of turbulence.

In the past six months, small and medium-sized banks have
increased their long-term financing, reduced their short-term
foreign debt somewhat and dightly increased their domestic
money market financing. In isolation, this has led to a reduc-
tion in liquidity risk. However, the liquid assets are small in
relation to money market financing, so liquidity risk is proba-
bly not smaller than for the three largest banks. The low level
of liquid assets may be due to the fact that small and medium-
sized banks base themselves more on agreements for drawing
rights in other banks or interbank deposits when extra liquidi-
ty is needed. In times of turbulence and uncertainty regarding
thefinancial soundness of banks, drawing rights may be uncer-
tain, and it may be difficult to raise loans in the interbank mar-
ket. Although small and medium-sized banks till have rela
tively little money market financing from abroad, there may
still be a high level of risk associated with this financing
because these banks may not be very well known in interna
tiona markets. Moreover, their rating is relatively low com-
pared with major Nordic and other foreign banks.

Factors influencing liquidity risk in the future

In Report no. 6 from the Banking Law Commission (NOU
2001: 23 Activities of financial undertakings) it is proposed
that banks' liquidity requirements should be qualitative as a
genera rule, and that liquidity management and maturity
reporting requirements should be set out for both balance sheet
and off-balance sheet items. Increased use of stresstestsisaso
recommended. These proposals should induce banks to focus
on liquidity risk, and contribute to revealing vulnerable finan-
cia structures in ingtitutions in which this risk exists. The
Commission also proposes giving financial undertakings the
right to issue asset-backed bonds and to securitise parts of the
loan portfolio. Such a change could improve the funding situ-
ation of banks and reduce liquidity risk. In addition, it could
contribute to the development of the Norwegian securities and
capital market, so that large Norwegian enterprises could to a
greater extent obtain financing directly in the capital market.
The proposed new Bade rules may lead to higher capita
requirements for interbank deposits for Norwegian banks, if
banks ratings form the basis for the rules. This may make
long-term financing more profitable than short-term financing.

Financial Stability 2/2001
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Counterparty exposure

Banks may have large exposures to certain counter-
parties for short periods. If an important counterparty
has problems with its commitments, this may have
ripple effects which at worst may make the financia
system unstable. Such instability may arise directly if
anumber of banks are exposed to the same counter-
party, or indirectly if a chain reaction is triggered.
This may give rise to liquidity problems, because an
expected incoming payment islate, or a credit loss, if
the claim must be regarded as lost. Both may have
major consequences for banks financia strength.
Foreign counterparties may allow greater diversifica-
tion and reduced risk of contagion, but may also be a
channel for the spillover of turbulence from abroad.

Norges Bank and the Banking, Insurance and
Securities Commission together investigated the
magnitude of unsecured counterparty exposures in
financial positionsin some large banks as at 30 June
2001. The survey is aso to be carried out on 31
December 2001 and 30 June 2002. Both balance
sheet and off-balance sheet exposures will be
included:

* the positive market value of derivatives
» the value of securitiesissued by counterparties and
* depositsg/lending without security

In addition, banks were requested to report expo-
sures in foreign exchange settlements to these coun-
terparties. These amounts may be substantial (see
Section 4 for amore detailed analysis).

If market developments for underlying financial
instruments have been favourable for the bank at the
time of reporting, the positive market value of a
derivative represents the largest possible loss if the
counterparty does not meet its commitment. Banks
are particularly active in the market for interest rate
and currency agreements, but also participate in equi-
ty-related contracts. Commodity-related contracts
also occur. The value of securitiesissued by the coun-
terparty will depend on developments in the value of
the company and may at worst be completely lost in
the event of bankruptcy. If unsecured deposits cannot
be withdrawn from another bank or unsecured loans
are not repaid according to agreement, the bank may
have liquidity problems or the exposure may be lost.

Banks were asked to rank their 15 largest counter-
parties by aggregate exposures in the form of deriva
tives, securities and deposits/loans without collateral.
Chart 1 shows the weighted average exposure for
each of the counterparties as a percentage of the
weighted core capital for the banksin the survey. The

results must be interpreted with caution, because
there is considerable uncertainty associated with this
first survey.

The chart shows that deposits and loans without
collateral dominate for the mgority of large counter-
parties. Up to now, derivatives exposure has been of
limited scope. Exposures in the form of securities
vary considerably. If the largest counterparty of an
average bank cannot meet some of its commitments,
on average 21% of its core capital will be lost. If
exposures in foreign exchange settlement to the
largest counterparty are also lost, core capital will be
reduced by 35%. If the next largest counterparty goes
bankrupt, the average loss will be 15% of core capi-
tal (17% including exposuresin the foreign exchange
settlement). Any disbursements from an estate in
bankruptcy may reduce this loss considerably, how-
ever. Although these are extreme effects, stress tests
of thistypeillustrate that upper limits for counterpar-
ties are important.

The largest counterparties are mainly other finan-
cid ingtitutions. The financia strength of financia
institutions, represented, for example, by ther rat-
ings, isan important indicator of the risk of the coun-
terparty experiencing problems. The largest foreign
counterparties are very solid. However, the bulk of
them are domestic financid ingtitutions, and some
large enterprises. Some counterparties are common
to anumber of the banksin the survey. It isimportant
that they are sound. Counterparty ratings are of great
importance in the proposed new Bade rules. Capital
adequacy will then to a greater extent have to reflect
thisrisk, as expressed in counterparty ratings.

Chart 1 The 15 largest counterparty exposures as
percentages of core capital. Weighted average for
the banks in the survey
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Sources: Banking, Insurance and Securities Commission
and Norges Bank
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6 | Banks’ financial position

6.1 Growth in lending, financial strength
and competitive environment

Despite high lending growth, financial strength
remains satisfactory

Growth in bank lending has been relatively strong for a pro-
longed period (see Chart 6.1). Banks have curbed lending
growth from the second to the third quarter 2001 and
twelve-month growth is now less than 10%.

So far, lending growth has not caused an appreciable
decline in banks financia strength. Lending growth has
been higher in small and medium-sized banks, which have
also experienced areduction in financial strength in contrast
to the three largest banks. Nevertheless, they still comply
with capital adequacy requirements by a good margin.
Severd of the larger banks have reduced lending growth and
improved core capital ratios the past year to the end of the
third quarter 2001 (see Chart 6.2). Some banks have raised
new equity. Overall financia strength in the banking sector
at the end of the third quarter 2001 is relatively good. The
core capital ratio was 8.5% and 10.3% for commercial
banks and savings banks respectively. Continued high lend-
ing growth in banks will nevertheless require solid earnings
to avoid a reduction in capital adequacy.

The competitive situation and interest margins

Banks lending margins should cover expected losses on
loans, costs connected with lending activities and a competi-
tive servicing of equity. If an increased volume of lending is
to contribute to improving earnings, loan pricing must be both
satisfactory and sound. When competitionisintense, thereis
arisk that banks' risk premium on lending is too low.

Competition isrelatively strong in the Norwegian banking
sector. Estimation of the Herfindahl index® for the
Norwegian loan market shows that market concentation is
low in the retail market (see Chart 6.3). The corporate mar-
ket is somewhat more concentrated but is till at a fairly
moderate level. Developments in banks interest margins
may also reflect this. Banks overall interest margin has
declined for several years (see Chart 6.4). One possible
explanation for this is increasing competition. During the
first half of 2001, however, the lending margin hasincreased
somewhat while the deposit margin has declined. Strong
competition and low margins make it difficult for banks to
substantially strengthen underlying earnings through growth
in lending.

8The Herfindahl index is the sum of the square of the individual market share of each
firm measured as a percent. Concentration is considered low in markets with a
Herfindahl index under 1000, while markets with an index above 1800 are considered
to be concentrated.
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Chart 6.1 Lending to the public (municipalities, non-
financial enterprises and households) by 3 largest
banks!) and small and medium-sized banks?.
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") Den norske Bank (incl. Postbanken throughout the period),
Christiania Bank and Union Bank of Norway

2 Banks in Norway excluding the three largest banks and
branches of foreign banks

Source: Norges Bank

Chart 6.2 Core capital ratio”) and 12-month lending
growth in the largest banks at end of 2000 Q3 and
2001 Q3
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Chart 6.3 Market concentration in the lending market
for enterprises and households (Herfindahl index)
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Chart 6.4 Banks' deposit and lending margins

and overall interest rate margin.! Per cent
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Table 6.1 Profit trend for the three largest banks
First three quarters of 2000 and 2001.

In billions of NOK % av ATA?)

2000 2001 2000 2001
Net interest income 103 112 199 197
Other operating income 6.0 6.4 117 112
Other operating expenses 98 103 189 180
Operating result before losses 6.5 43 126 129
Recorded losses -0.2 05 -003 009
Operating profit after losses 6.7 6.8 129 120
Gain on sale of capital assets 08  -0.1 016 -0.02
Pre-tax operating profit 75 6.7 146 118

Y Den norske Bank, Christiania Bank and Union Bank of Norway

) Average total assets
Source: Norges Bank

Table 6.2 Profit trend for the other banks. First three

quarters of 2000 and 2001.Y

In billions of NOK % av ATA

2000 2001 2000 2001
Net interest income 94 99 257 245
Other operating income 31 24 084 0.60
Other operating expenses 71 76 193 187
Operating result before losses 5.4 47 147 118
Recorded losses 12 14 033 035
Operating profit after losses 4.2 8K 114 083
Gain on sale of capital assets 1.6 0.0 045 001
Pre-tax operating profit 58 34 159 084

by Average total assets
Source: Norges Bank

6.2 Banks’ profits

The three largest banks had approximately the same pre-loss
operating profits in the first three quarters of 2001 as in the
corresponding period of 2000 (see Table 6.1). Pre-loss prof-
itsin small and medium-sized banks were weaker than in the
same period last year (see Table 6.2). This reflects both
lower net interest income and a reduction in other operating
income as a percentage of average total assets (ATA).

Loan losses in the three largest banks are still low, but
showed an upward trend this year (see Chart 6.6). A sub-
stantial portion of the losses was recorded in the third quar-
ter. Loan losses in the other banks are somewhat higher. The
volume of non-performing loans at the three largest banksis
low but has increased during the first three quarters of 2001.
Gross non-performing loans have increased more in the
other banks. The low volume of non-performing loansin the
three largest banks is probably related to the fact that in
recent years these banks have chosen a somewhat different
credit strategy and a less expansive lending policy than the
smaller banks. The largest banks can thus have developed a
loan portfolio of higher quality (see Box on loan losses).

Onthewhole, banks' results are weaker thisyear than last.
Many more banks have reported profits between 0.5% and
1.5% of ATA thisyear than last (see Chart 6.5). More banks
have also reported a loss. Pre-tax profits have declined for
small and medium-sized banks compared with last year,
partly because banks recorded a substantial gain on the sale
of sharesin Fellesdata last year. The two largest commercial
banks won atax dispute concerning the treatment of prefer-
ence capital transferred to the banks at the beginning of the
1990s, and this has affected the year’s results after tax for
the three largest banks.

The three largest Norwegian banks have generally been
able to show very good results for a number of years. This
reflects afavourable tax position for along period combined
with low loan losses. During the first three quarters of 2001,
banks' return on equity was more than 16%. If the largest
banks' results are adjusted for a more normal tax level and
more normal loan losses, the banks' return on equity based
on the earnings reported for the first three quarters of
2001would have been between 10% and 11%. This shows
that the largest banks, despite solid results so far this year,
will need to improve underlying earnings. In order to
achieve this, banks must reduce costs, find alternative
sources of income and/or charge higher fees on lending and
deposit activities.

6.3 Uncertain outlook

Weaker results ahead

A number of factors indicate that banks results will be
weaker in the future. The negative trend in the stock market
may reduce underlying earnings. Due to increased domestic
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uncertainty and adownward revision of international growth
forecasts, it is reasonable to expect an increase in non-
performing loans and subsequent loan losses.

Falling share prices may result in lower commission
income from customer trading in shares and fund units
through both lower prices on traded volume and lower trad-
ed volume. Dueto adecline in share prices, more companies
may also choose to delay plans for share issues, which
affects banks by reducing commissions. Banks own securi-
ties trading is also negatively affected, although the impact
is limited since trading portfolios are relatively small.

Credit risk in banks' loan portfolios is considered to be
higher due to increased uncertainty in the domestic econo-
my, areduction in international growth forecasts and a high-
er debt burden in both the household and enterprise sectors
(see Section 3). There is arisk that banks may incur losses
on loansin the private customer market due to an increasein
defaults and falling house prices. In the largest commercial
and savings banks, most mortgage loans are collateralised
within 80% of the assessed value. Losses on loans to the
household sector are still expected to be fairly low. Enter-
prises are dependent on continued solid earnings in order to
service debt. Developments so far this year may point more
strongly to weaker earnings in the enterprise sector. Loan
loss predictions based on Norges Bank’s credit risk model
indicate a slight upward trend (see Chart 6.7). Defaults in
the enterprise sector were on the rise from the second to the
third quarter of thisyear (see Chart 6.8).

In the event of arecession, losses will increase and banks
profitability will be under pressure unless banks succeed in
raising the interest margin on loans. To alow for the possi-
bility of a strong increase in loan losses over and above
expected |osses, banks must maintain their financial strength
and preferably improve it somewhat (in some banks).
Recorded |osses are on the rise. However, losses are till low
and must increase markedly before stability in the banking
sector is eroded.

Life insurance companies and financial stability

Life insurance companies have been hit hard by the decline
in share prices (see Section 2). Several companies were on
the verge of losing their buffer capital and the authorities
implemented measures that strengthened the companies
buffer capital by NOK 6 billion in the short term. Some
companies have also strengthened their equity.

Life insurance companies play a less important role than
banks with regard to financial stability, primarily because
these companies do not have the kind of liquidity risk that
banks have. Banks' liabilities consist largely of short-term
deposit accounts (which may be terminated with immediate
effect), while life insurance companies' liabilities are long-
term and contractual. Thus, there is no basis for the kind of
rapid withdrawals that can have a negative effect on banks
and cause serious financial instability. The significance of
life insurance companies for financial stability must also be
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Chart 6.5 Number of banks, by banks' results.
Pre-tax result as a percentage of ATAY. First
three quarters
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Chart 6.6 Recorded losses in three largest banks" and in
small and medium-sized banks?. Losses as a percentage
of gross %ending to others than financial institutions
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seen in the light of the fact that the companies’ total assets
are only one-quarter of banks' total assets and that they play
no role in the payment system.

Chart 6.7 Loan losses predicted using previous year's
estimates for risk-weighted debt and changes in
house prices"). Recorded loan losses?. In billions of

2000 NOK Therefore, life insurance companies have a more
8 E— 28 indirect impact on financial stability. Problems in insurance
2% loan losses? {2 companies can spill over to banks and securities markets
2 1% both directly through current transactions and through a
" : 1 15 general loss of confidence in the financial sector. Problems
+ Predicted loan losses can also spread through financial groups, although legisla-

i 1 tion regulating financial groups aims at limiting this risk.
8 18 A number of life insurance companiesin Norway are part
4 14 of financial conglomerates where bank activities dominate.
0 IV 10 The risk of spillover effects from the conglomerate's life
4 4 insurance operations to banking operations is limited. If the

life insurance company should need fresh capital, one solu-
tion might be for other parts of the conglomerate to supply
the capital. This supply of capital is not regarded to repre-
sent a threat to the overall financial strength of these finan-
cia conglomerates, a threat that could have had a negative
impact on banking operations. Due to the recent reduction
in life insurance companies buffer capital, the companies
equity is more exposed to a new decline in the securities
markets. More emphasis must be placed on contingency
plans designed to strengthen the capital base.
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") Current and previous year's changes.
2 Recorded losses and loss provisions adjusted for reversal of
previous years' loss provisions. All types of loans

Source: Norges Bank

Chart 6.8 Gross non-performing loans and new
non-performing loans in last quarter. Enterprises'
loans from private banks. Percentage of lending
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Breakdown of loan losses and loss
provisioning practices

Loan loss provisions play an important role in
revealing the value of assets in banks balance
sheets. Loan |loss provisions are also very important
for both fluctuations in and the degree of cyclicity
in banks' earnings and profits over time.!

Norway has a separate regulation that provides
guidelines for recording loan losses.? Book losses

consist primarily of specified and unspecified loan
loss provisions as well as actual losses (see the dia
gram below). Specified loan loss provisions are
made on loans that the institution considers to be
doubtful, for example when a customer has default-
ed® on a loan. When the bank makes a new provi-
sion for loan losses, however (2)4, the timing and

! Refer to Borio, Claudio and Phillip Lowe, ”To provision or not to provision”, BIS Quarterly Review, September 2001, pp. 36-48.

2 Regulation for commercia banks, savings banks, finance companies and Den norske Industribank AS concerning assessment of loss on loans,

guaranties etc. Laid down by the Banking, Insurance and Securities Commission on 14 November 1991 pursuant to Act No. 1 of 7 December 1956.
A loan is considered in default when the principal/interest has not been paid when due. The bank shall then evaluate the necessity of making a provi-

sion for loss on the loan. If 90 days have elapsed since the loan payment fell due and no principal/interest has been paid, the loan is considered to be in

default regardless (and the bank must evaluate the necessity of making a provision for 10ss).

4 The figuresin () refer to the diagram.
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amount of the loss are unknown. In the course of
one period, the bank can therefore either increase
(3) or decrease (5) an earlier provision for loss.

In addition, based on an assessment of the eco-
nomic outlook, industry analyses and other factors
that are important to the loan portfolio’s risk pro-
file, the bank should make a discretionary provision
for unspecified losses. Depending on the size of the
previous unspecified loan loss provision, the provi-
sion will either represent an increase (4) or a
decrease (6).

Loan loss provisions at the end of an accounting
period (8) are thus equivalent to the provisions at
the beginning of the period (1) plus new and
increased loan loss provisions (2+3+4) minus
decreases in previous loan loss provisions (5+6)
and actual losses that have already been covered by
loan loss provisions (7).

Gradually, some loans will move from being
doubtful to being actual losses. The size of the
actual loss will then be the difference between the
size of the loan and the value of realised collateral.
The bank may have made allowances for the actual
loss by previously making a provision for loss on
the loan. The actual loss (7) will then contribute to
reducing the loan loss provision at the end of the
period (8). The alternative is that the bank has not
made a provision for the loan earlier (9). Then, the
actual loss has no effect on the bank’s loan loss pro-
visions but increases the recorded loss directly.
Losses or gains in connection with acquired assets
will either be recorded as actual losses on loans (9)
or recoveries of loans previously written off (10).
Recorded loan losses (11) thus consist of the “net”
increase in loan loss provisions (2+3+4-5-6) plus
“net” actual losses not previously covered by loan
loss provisions (9-10).

The table below shows losses in the eight largest
banks during the first three quarters of 2001.
Recorded losses during the period are due in par-
ticular to new specified provisions for losses on
loans where provisions have not previously been
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made, but banks also increased provisions on exist-
ing problem loans. There were some new actual
losses during the period, whereas new unspecified
loan loss provisions were low.

Loan loss provisioning practices will vary to
some extent at different banks. This may be
reflected in how early losses are recorded as an
expense and how strictly the banks assess pre-
dictable losses (for example, with regard to the val-
uation of collateral). At the end of the third quarter
2001, specified loan loss provisions in the eight
largest banks accounted for between 31% and 45%
of problem loans (gross non-performing and doubt-
ful loans). Unspecified loan loss provisions in the
same group of banks came to between 0.4% and
1.3% of gross loans. The variation in provision
ratios may be related to the different risk profiles of
banks. This may aso be due to differences in
banks use of discretion and practices when inter-
preting loan loss provisioning rules.

Table 1 Losses in the eight largest banks. First three quarters of 2001.
In billions of NOK

Loss provisions at 1.1 (1) 12,5
- Actual losses covered by previous loss provisions (7) 12
+ Increased specified loss provisions (3) 0.5
+ New specified loss provisions (2) 13
- Reduction in previous years’ loan losses (write-backs) (5) + (6) 0.5
+ New unspecified loss provisions (and/or other corrections) (4) 0.2
= Loss provisions at 30.9 (8)=(1)+(2)+(3)+(4)-(5)-(6)-(7) 12.8
+ Actual losses not covered by previous loss provisions (9) 0.3
- Recoveries of loans previously written off (10) 0.5
= Losses on loans and guarantees (11)=(2)+(3)+(4)-(5)-(6)+(9)-(10) 13

Figures in () refer to the chart









