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Preface

1997 was the fifth consecutive year of expansion in the Norwegian economy. For most financial instituti-
ons it was a good year. Losses were low, and many players benefited from the positive trend in the securi-
ties market in evidence for much of the year. Banks, however, saw their underlying profitability deteriora-
te owing to narrower interest margins. Insurance companies’ loss ratio rose markedly. Developmerits re-
Slect many institutions’ focus on expansion to increase or maintain market share in a period of constant
or rising cosls.

After several years of low or moderate credit growth, in 1997 domestic credit expansion outstripped
growth in production of goods and services. Since overall firm and bousebold indebtedness remains
moderate, the main concerns raised by the strong growth in bank lending in 1997 refer to issues of qua-
ity and risk in the lending context, the danger of increasing pressures in the economy and that banks’
equity will fail to increase in step with the bigher risk exposure resulting from beavier lending.

In the year to end-September 1997, 10 of 14 commercial banks and 27 of the biggest savings banks sho-
wed a fall in tier 1 capital as a ratio of weighted assets. If lending growth continues as in 1997, tier 1 ca-
pital will probably show a further fall.

Under the accounting rules loss provisions only cover losses foreseen at the point in question. Loans which
could potentially cause losses in the event of an economic turnaround can not be taken into
account. Equity capital is the only cushion against possible setbacks. Kredittilsynet therefore considers it
essential for banks to bave ample capital. To achieve this bank managements must dampen lending
growth, and owners should devote operating profit to strengtbening own funds rather than paying divi-
dends.

Kredittilsynet bas for several years kept a close eye on banks’ lending practice. Guidelines and standards
bave substantially improved in recent years. Even so surveys of home-financing bave shown inadequate
institutional compliance with the guidelines for lending. Rapid growth and intense competition for custo-
mers are important contributory factors. There is also room for improvement in the quality and systema-
tics of credit procedures where loans to commerce and industry are concerned. Mowniloring internal con-
trol in institutions will therefore be central to the supervisory effort abead.

Norwegian financial markets are now dominated by eight financial conglomerates accounting for almost
three-quarters of the market. Kredittilsynet considers it essential for these institutions to be financially
sound and to operate in accordance with the rules. Merger and buy-out applications in 1997 were un-
successful. Kredittilsynet considered it important to avoid making prior judgements that might impinge on
the application process. Concurrently it strove to ensure that the ownership limitation rules are respected
by all players. Developments witnessed among our neighbours in Europe show that the Norway’s financi-
al market structure could show further changes in the years abead. This will create new challenges for
concession policy.

Life insurance companies bave used the schemes introduced by the authorities in 1993 and the subse-
quent favourable economic climate to substantially strengtben their buffer capital. The bealthy profits
posted in 1997 should also go to boosting supplementary provisions, especially where companies wish to
invest in equity in excess of 20 per cent of their technical provisions, for which the Ministry of Finance is
considering giving the green light. Non-life companies’ weak results on their insurance business will
prompt them to consider measures to bring down costs, reduce compensation payments and raise premi-
ums.

Securities trading bas acquired far greater significance in financial markets and the economy in recent
years. Competition for savings is growing, and saving in shares and securities funds is becoming com-
monplace for more and more families. Since securities funds are acquiring an absolutely central role,
strict requirements as to competence, capacity and etbical norms must applied to their administration.
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For one thing it is important to inform the public of the risk involved in saving in securities. Investment
Jirms’ transition from the role of intermediaries to independent, all-round market players confronts them
with new requirements in terms of overview and management. It is important that investment firms dis-
charge their tasks on a basis of respect for and equal treatment of their customers.

Financial institutions, investment firms and fund managers are dependent on public confidence in order
to fulfil their functions in society. Just as important as a solid financial foundation is the obligation to run
business activities in accordance with laws, rules and general standards of decent conduct. Like 1996,
1997 saw examples of players acting counter to statutory rules and norms which have to be complied with
if the public is to bave confidence in the market. Kredittilsynet's response included withdrawing the licen-
ces of the perpetrators and reporting them to GKOKRIM! . Kredittilsynet also recommended more precise
rules for market players’ own account trading.

In 1997 Kredittilsynet strengthened its surveillance of enterprises and transactions in the securities mar-
ket, primarily through redeploying its buman resources. Thanks to ampler financial resources and a
strong goal orientation, Kredittilsynet bas in recent years built a stronger and more competent organisa-
tion with a heavier accent on preventive activity and dialogue with institutions and sectors under super-
vision. Given the challenges now facing Kredittilsynet in the shape of technological developments and
continued strong growth of the securities market, it may be difficult to maintain administrative and su-
pervisory standards in the years to come without a further injection of resources.

Oslo, 9 January 1998

%82%27 Bjgrn Skogstad Aamo

Board Chaiman Director General

INational Authority for Investigation and Prosecution of Economic and Environmental Crime.
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Credit growth
clearly higher than
growth in the

Norwegian economy

Current trends and analyses

Trend in credit, securities and

property markets

The Norwegian economy is undergoing a period
of strong expansion. Despite high activity levels,
inflation remains low. There are however signs of
pressure in parts of the labour market, at the same
time as trends in credit, securities and property
markets reflect vigorous demand in the Norwegian

Chartl: Growth in domestic credit
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Source: Norges Bank

Chart 2: Trend in share and bond markets
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economy. Whereas developments in property and
credit markets are largely determined by domestic
economic conditions, share and bond markets are
heavily influenced by trends in international mar-
kets.
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Cross-effects between markets tend to be self-aug-
menting. Above all vigorous lending growth will
strengthen a surge in property markets and securi-
ties markets. Moreover, a steep rise in property
prices and in the value of shares, bonds and other
securities may, by boosting wealth, increase credit
institutions’ willingness to lend, thereby reinfor-
cing a credit market advance. There is reason to
believe that self-augmenting mechanisms are now
in evidence in the Norwegian economy.

- Credit markets

Domestic credit growth has risen since 1992 and at
end-November 1997 was almost 10 per cent. As a
result, inflation-adjusted credit expansion is now
clearly higher than the growth in the Norwegian
economy. Banks are the main contributory factor.
At end-November bank lending was rising at a rate
in excess of 16 per cent, and in the preceding 12
months bank outstripped total domestic credit
growth. Finance company lending, which has little
effect on the overall picture, also rose strongly.

Household loan debt has risen at a steadily increa-
sing rate since 1993. Firms’ loan debt has risen far
quicker than household debt in recent years, nota-
bly in 1997. However, part of the increase is due to
the increase in foreign exchange debt as a result of
appreciation of the US dollar against the Norwegi-
an krone. Banks have made a major contribution
to the increase in households’ and firms’ indebted-
ness.

At the start of 1998 firms and households are in a
markedly better financial position than earlier in
the 1990s, and in the short term there is little dang-
er of a strong increase in credit institutions’ losses.
In the somewhat longer term there is a risk that
firms and households will fail to take sufficient ac-
count of possible interest rate increases and eco-
nomic setbacks and increase their loan debt bey-
ond prudent levels. Continued increases in credit
growth place great demands on credit institutions’
credit assessments and lending practice, requiring
institutions to have sufficiently ample tier 1 capital
to meet future setbacks. This is discussed below.

- Securities markets

Since the international recovery in 1994 long rates
have edged down, both internationally and in
Norway. The decline in international long rates re-
flects both low and stable inflation and the fact
that most countries have seen improved national
finances. Norwegian bond yields fell from Septem-
ber 1996 to February 1997. A modest rise ensued,
followed by a renewed fall after the general electi-
on last autumn. In the last three months of 1997
Norwegian securities markets were affected by the



turbulence in South-East Asian financial markets.
Yields in international bond markets fell partly be-
cause many investors opted to replace part of their
shareholdings with bonds.

The Norwegian share market has essentially shado-
wed the trend in international share markets where
growth has been very steep for several years.
Among the larger countries, only Japan has not
shown stronger share market growth than Norway.
Although the fall in share markets in South-East
Asia affected countries outside the region, the rise
in Europe and the US as a whole was strong in
1997, with share prices on the Oslo Stock Exchange
rising by as much as 31.5 per cent. Bourses elsew-
here in Europe showed even higher growth rates.

The events in South-East Asia have added to the
uncertainty surrounding share market develop-
ments ahead. Banks are little exposed to price
fluctuations in securities markets. Life and non-life
insurance companies for their part are far more
exposed to market risk even though a large porti-
on of their securities holdings carry a long-term in-
vestment horizon. Life insurance companies have
built up a buffer against decline in securities mar-
kets in recent years, partly as a result of market
developments and steps taken by supervisory aut-
horities. This receives further mention below.

The turmoil in financial markets served to focus at-
tention on possible settlement system failure in the
event of a rapid fall in share prices. Norwegian
tests of the consequences of investment firms’ ina-
bility to settle up with other brokers on a daily ba-
sis revealed weaknesses of a legal and technical
nature. In 1997 Kredittilsynet continued its work
on analysis and measures aimed at reducing settle-
ment risk.

- Savings market

Demographical changes, high returns in securities
markets compared with returns from traditional
bank saving in recent years, and improved financi-

The particularly strong growth in the first haif of
1997 stems from an increase in unit trusts’ total as-
sets. Households account for about 60 per cent of
all units held in securities funds.

Although household saving in securities funds, no-
table unit trusts, is growing, such saving still con-
stitutes only a relatively small share of households’
total holdings of financial assets.

-

Chart 3: Total assets in securities funds*

Little risk of a steep
increase in credit
institutions’ losses
in the short term

Source: Kredittilsynet
*) Part of the growth is due to a general vise in security values

as opposed to new investments.

Kredittilsynet expects the structural changes in evi-
dence in the savings market in Norway, which
mirror the international trend, to continue in the
years ahead. It is too early to foresee the effects of
the new products available in pension saving and
life insurance.

Changing saving patterns are among the driving
forces behind structural changes in the financial

Source: Norges Bank/Kredittilsynet. i+ -

al asset positions, have led to changing saving pat-
terns in most countries. Saving via direct invest-
ment in securities markets, via insurance compani-
es or via securities funds is increasing at the ex-
pense of traditional bank saving. The chart below
illustrates the trend for securities funds in Norway.

markets in the form of concentration, cooperation
agreements and the emergence of financial cong-
lomerates. The banks in particular have been alert
to the diminishing significance of bank deposits.
They have endeavoured to adapt by establishing
or buying out subsidiaries, and by utilising existing

A longer-term risk is
that firms and house-
holds will fail to make
sufficient allowance
for interest rate incre-
ases and economic
sethacks

Share values rose
31.5 per cent on the
Oslo Stock Exchange
in 1997

Households account
for about 60 per cent
of all units held in
securities funds
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Strong expansion
of the housing market
in 1997

Kredittilsynet's focus
on banks’ credit
practices in 1997

distribution networks and customer portfolios to
generate income through sales of security fund
and insurance products.

- Housing market

The general recovery in the Norwegian economy
gradually led to vigorous upswing in the housing
market. Higher employment, falling real interest
rates, low nominal rates and increased incomes
were contributory factors, as in 1996. There are
also indications that financial institutions have re-
laxed their credit practices, which also has the ef-
fect of pushing up prices.

Since the trough in 1992-93 house prices have ri-
sen about 69 per cent and were markedly higher
in 1997 than in the peak year 1987. Inflation-adju-
sted prices are however still somewhat lower than
at the end of the eighties. The chart below shows
both nominal prices and real prices in 1996 kro-
ner.

Norges Bank and Statistics Norway expect a cont-
inued increase both in current house prices and
inflation-adjusted house prices in 1998. In other
words, real house prices could this year reach le-
vels witnessed at the last price peak in the latter
half of the 1980s. Financial institutions should be
prepared for housing market imbalances in the
1990s too, accompanied by falling prices.

Chart 4: Price trend in property markets

| Office premises: Prices of centrally located office premises in Oslo (OPAK) - left-hand scale

B House prices: Average price per sq.m. for various house types (NEF/ECON) — right-hand scale
& House prices: Average real price per sq.m. for various house types (NEF/ECON) — right-hand scale

Optimism in the
commercial property
market
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- Commercial properties

1997 was marked by optimism in the market for
commercial properties, driven by employment
growth, low interest rates, moderate inflation and
sound profits in the enterprise sector. There are
wide price differences between attractive and less
attractive properties. Both rentals and sale prices
have risen in recent years. In the case of commer-
cial properties, however, nominal sale prices re-
main appreciably lower than in the peak year
1988, as illustrated by the chart below.

The total area of vacant office premises declined
in 1997. Commercial property starts were the hig-
hest so far in the 1990s, but nonetheless far lower
than in the peak years in the eighties. Market prac-.
titioners appear to foresee little risk of a substanti-
al price fall. Long completion times for new pro-
jects mean that construction projects which in
good times are expected to yield ample profits
may turn out to be a bad investment in an ensuing
economic downturn. With both the Fornehu and
Gardemoen areas set to be filled with new com-
mercial premises, premises in the Oslo area could
remain vacant in the event of an economic turna-
round. At the end of the eighties a substantial pri-
ce fall was witnessed in the property market as a
result of over-investment.

The main risk facing banks in the market for com-
mercial properties relates to loans. In the 12
months to the end of the third quarter lending to
this sector rose about 20 per cent, while total bank
lending growth in the same period was just over
16 per cent. A pertinent concern both in regard to
commercial property loans and home loans is
whether banks’ lending policy may be overly «co-
cyclical, helping to intensify price fluctuations in
the property market.

Over the past two years life insurance companies
have expanded their property activities to become
substantial players in the property market. Three
of the biggest property companies in Norway are-
now owned by life insurance companies. At end-
June 1997 life insurance companies owned pro-
perties to a total value of NOK 17.4 billion, consti-
tuting 6.3 per cent of their total assets. Life insu-
rance companies now have a buffer to cushion
losses resulting from a slump in the property mar-
ket.

Banks’ credit practice

The strong growth in bank lending places great
demands on risk management, credit practice and
prudent risk pricing. Kredittilsynet focused attenti-
on on credit practice through surveys of banks’
home loans and some aspects of banks’ corporate
loans. A close analysis was also made of bank lo-
ans for the purchase of securities and of the scope
of security for loans in the form of a mortgaged se-
curities.

- Home loan survey

Kredittilsynet has in recent years conducted seve-
ral surveys of financial institutions’ guidelines and
practice in regard to home loans. The 1996 survey
showed that few banks were able to break down
their home loans in terms of debt:finance ratios.
This lack of overview together with rapidly rising
house prices and lending growth, as well as the
findings of various interview surveys showing that
about 40 per cent of all home purchases were fully
debt-financed, prompted Kredittilsynet to ask the
banks to review and report on the first 100 home
loans each one granted in 1997. This type of len-
ding is decentralised. Each bank was asked to sub-
mit its report via the board of directors since expe-



rience from inspections shows that the board does
not have a full overview of the latest develop-
ments.

The survey findings showed a substantial number
of loans with a debt:finance ratio in excess of 80
per cent. All banks participating in the survey pro-
vided full financing. Moreover, although half of all
home-loans were backed by additional security, it
is not clear what proportion of these were loans
with a debt:finance ratio in excess of 80 per cent.
Furthermore, routines for assessing debt-servicing
ability were inadequate in some cases, since the
guidelines requirements as to «ability to pay» and
varying requirements as to additional security give
the individual home-loan officer much room for
discretion. In many cases signs of aggressive price
competition were in evidence where actual mort-
gage interest rates were substantially lower than
the bank’s «normal- lending rate as advertised. The
survey showed this was especially the case for lo-
ans with a high debt:finance ratio.

In June 1997 all commercial and savings banks re-
ceived a circular showing the results of the survey.
Kredittilsynet expressed the view that lending in
excess of 80 per cent of a prudent property valua-
tion must be regarded as dubious unless satisfacto-
ry additional security is furnished. The board of di-
rectors of each bank was asked to review their gui-
delines in this area to verify that its home loan ac-
tivity was in conformity with the recommendation
previously given by Kredittilsynet in regard to sa-
tisfactory credit practice. Kredittilsynet followed up
the survey with inspections at a number of banks.

The replies to the circular show that most banks
consider their current lending policy and guideli-
nes to be in line with the requirements and intenti-
ons set out in the circular. Of the 28 banks survey-
ed, eight resolved to tighten requirements as to ad-
ditional security and good debt-servicing ability in
the case of loans with a high debt:finance ratio. In-
spections show that general guidelines and requi-
rements as to administrative procedures in this
area appear to be satisfactory. Poor monitoring
and control of these guidelines, coupled with failu-
re to respond when guidelines are breached, are a
recurrent feature. At some banks the board of di-
rectors has adopted various measures to ensure
proper compliance with the guidelines. Such mea-
sures range from issuing branches with a written
reprimand and clarifications to follow-up enquiri-
es, training programmes for home-loan officers
and clarification of lending authorisations.

Kredittilsynet expects banks to tighten their practi-
ce in this area after the attention focused on home
loans in 1997. A follow-up survey will be conduc-
ted in 1998.

- Survey of corporate loans

The home loan survey indicated that banks’ credit
practice had slackened. Pinpointing credit practice
on the corporate customer side is more difficult.
Against a background of strong growth in banks’

corporate lending, and because this type of loan
exposes banks to greater risk, Kredittilsynet carried
out a survey of the biggest banks’ credit practices
in the corporate customer market. The focus was
on banks' risk classification system, lending
growth, risk. pricing and other indicators of chang-
es in the quality of the loan portfolio. Lending to
the property sector received special attention.

The survey gave no basis for clear-cut conclusions,
partly because several banks did not have the re-

quested data available, and partly because banks .

differ in terms of management systems, portfolio
composition etc. Importantly, the survey revealed
an inadequate overview at several banks, particu-
larly in key areas such as classification of new lo-
ans, risk pricing and debt:finance ratios for loans
to the property sector. Weaknesses were also reve-
aled in the use of sensitivity analyses to calculate
the consequences of higher interest rates on pro-
perty loans. There is also a clear potential for im-
provement at some banks as regards guidelines
and limits on lending to the property sector.

Poor credit practice routines will raise banks’ risk
profile and increase the risk of loan losses in the
future. This can happen even though households’
and firms’ financial position overall is currently he-
althy.

- Loans against mortgage on securities

In the autumn of 1997 Kredittilsynet also conduc-
ted a survey of loans secured by mortgage on fi-
nancial instruments, with particular emphasis on
loans for the purpose of purchasing securities. The
survey focused on a selection of eight commercial
banks and six savings banks. The survey was carri-
ed out in light of new loan products devised by a
number of banks in the last couple of years for fi-
nancing purchases of securities. Since securities
tend to fluctuate widely in value at times, loans se-
cured by mortgage on securities present instituti-
ons granting such credit with substantial challeng-
es in terms of monitoring and control. Where the
security provides protection against losses, it is im-
portant to continually monitor the value of the
mortgage. There will also be a need for unambi-
guous agreements with borrowers which guaran-
tee the opportunity to rapidly call for extra securi-
ty in the event of value fall, as well as an opportu-
nity to realise the security immediately once a de-
fault is confirmed.

This type of loan may, if it acquires a substantial
scope, also in itself contribute to reinforcing fluctu-
ations in securities markets. Raising a loan to pur-
chase securities increases the borrower’s exposure
in the securities market for a given volume of equi-
ty. This normally increases the return in the event
of rising prices, but also increases the losses when
prices fall. Debt-financed investors will therefore
have to react more rapidly than other investors to
curb losses resulting from a price fall. In a market
that is essentially debt-financed such action may
not only lead to quicker price corrections, but ex-
perience from other countries shows that debt-fi-

Kredittilsynet’s home-
loan survey showed

a substantial number
of loans with a debt:
finance ratio above
80 per cent

Kredittilsynet broa-
ched the need for
stricter credit practice
in a circular to banks
and during on-site
inspections

At end-September
1997 loans against
mortgage on securiti-
es totalled just over
NOK 7 billion

Kredittilsynet’s corpo-
rate loan survey
showed that several
banks had a poor
overview of key areas
such as classification
of new loans, risk
management and
debt:finance ratios
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Bank loans secured by
mortgage of securities
do not constitute a
threat for the banks
or for the Norwegian
securities market

in general

Financial institutions
with large share- and
hond holdings could
face problems in the
event of higher inte-
rest rates combined
with a share market
slump

nancing contributes heavily to wider effects in the
event of price falls.

Kredittilsynet's survey showed that 11 of the 14 re-
spondent banks had granted credit secured by
mortgage on securities. Of these, nine had also de-
fined loans specifically for purchase of securities
as a separate product which they marketed to cer-
tain customer categories, or had available if custo-
mers enquired about them. According to figures
reported by the banks, loans against mortgage on
financial instruments currently constitute a very
small portion of the 14 banks’ total lending. Over-
all loans granted against mortgage on securities
were reported at just over NOK 7 billion at end-
September 1997, of which about NOK 3.5 billion
was granted through loan schemes specifically for
purchase of securities. The highest reported
debt:finance ratios were in the range 50 to 80 per
cent for loans mortgaged on shares quoted on the
Oslo Stock Exchange’s main list, and in the range
75 to 95 per cent for loans secured by mortgage
on bonds. Debt:finance ratios vary widely with the
risk the securities are assumed to represent.

Banks’ difficulties in separating out loans mortga-
ged on securities that are not included in special-
purpose loan schemes mean that the overall
amount is probably higher than that shown by the

Table 2: Loans morigaged on financial instruments (14 Norwegian banks)
and quoted shares and primary capital certificates morigaged in favour of

market y

Source: Kredittilsynet / Norwegian Registry of Securities

Table 3: Morigaged quote;d shares and primary capital certificates

by investor sector

5058

“Total |

14796 |16 333 | 38195

Source: Norwegian Registry of Securities / Kredittilsynet
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reported data. Figures for mortgage of listed securi-
ties prepared by the Norwegian Registry of Securiti-
es (VPS) for Kredittilsynet appear to substantiate
this. According to these figures, banks’ mortgages
on securities amounted to almost NOK 23 billion as

at 21 November 1997, of which about 95 per cent
referred to shares. If it is assumed that the entire
amount was mortgaged in connection with loans,
and that the banks employ an average debt:finance .
ratio of 50 per cent, total lending comes to about
NOK 11 billion. However, banks also grant loans
secured by mortgage of foreign securities which are
not quoted on a stock exchange. On this basis Kre-
dittilsynet estimates the overall volume of Norwegi-
an banks’Joans mortgaged on listed secugties at
not more than NOK 10-15 billion for shares and pri-
mary capital certificates, and NOK 0.5-1.5 billion for
certificates and bonds (November 1997). By way of
comparison the market value of shares and primary
capital certificates quoted on the Oslo Stock Ex-
change came to NOK 587 billion at the start of No-
vember 1997, while the corresponding figure for
certificates and bonds was NOK 422 billion.

The VPS figures show that in 1997 (up to Novem-
ber) there was a sharp increase in shares and pri-
mary capital certificates mortgaged in favour of
commercial banks, including Postbanken. The in-
crease far outstrips the rise in share prices on the
Oslo Stock Exchange in the same period. Accor-
ding to VPS figures on sectors that have backed lo-
ans by mortgaging their securities, private limited
liability companies posted the biggest increase in
the value of mortgaged shares and primary capital
certificates in the period in question. The figures
referred to may indicate strong growth in the mar-
ket for loans in question. Even so it is too early to
draw firm conclusions, partly because it is uncer-
tain how banks’ involvement with investment
firms affects the figures.

Kredittilsynet plans to monitor developments in
this area ahead. For the time being loans granted
by Norwegian banks against mortgage of securiti-
es seem neither to pose a threat to the banks or to
the Norwegian securities market in general. Howe-
ver, some banks are far more exposed than most
in this market. Should this type of lending assume
large proportions in the future there could be a
greater risk of losses in the financial system.

Ability to withstand economic setbacks
Profitability and financial strength in the Norwegi-
an financial industry ahead will depend on two
factors in particular. In the first place, develop-
ments in securities markets, which are influenced
by the economic climate in Norway and abroad,
will affect results and financial strength in instituti-
ons that are heavily exposed to market risk. This
essentially refers to insurance companies’ exposu-
re to and ability to withstand fluctuations in secu-
rities markets. Second, banks’ position in the futu-
re will depend on the further path of lending ex-
pansion and the trend in the quality of loan port-
folios, as well as their ability, in terms of the size
and quality of their own funds, to withstand future
economic setbacks.

- Life insurance companies
When interest rates rise the market value of fixed-
interest bonds falls. The share market is also high-



ly likely to contract. Financial institutions with si-
zeable holdings of such securities may encounter
problems in the event of an interest rate increase
combined with falling share values. This is particu-
larly true of life insurance companies, pension
funds and non-life insurance companies, but to
some extent also banks with large bond holdings.
At the end of the third quarter of 1997 an.interest
rate increase of 2 per cent concurrent with a 30
per cent fall in share values would by itself have
inflicted a loss on securities estimated at NOK 25
billion on life insurance companies and a loss on
securities of about NOK 4 billion on non-life insu-
rance companies. Life companies guarantee their
customers a minimum return on investment and
would have been compelled to draw on supple-
mentary provisions and other buffers to honour
the guarantee.

Since 1992 the supervisory authorities have taken
several steps to improve life companies’ ability to
withstand fluctuations in securities markets:

¢ Reduction of the guaranteed basic return
on new contracts to 3 per cent as from the
end of 1993.

 Introduction of the right to make (tax-free)
supplementary provisions to cover the guaran
teed basic return in years of poorly performing
securities markets as from the closing of the
accounts for 1993.

» Conditional distribution of 75 per cent of unrea-
lised gains on securities to insurance customers
as from the closing of the accounts for 1993,

e Clarification of accounting rules for bonds held
to maturity as from end-1994.

The table below shows the trend in life insurance
companies’ buffer capital against market risk, assu-
ming fulfilment of the capital adequacy require-
ments, in the period 1992 to 30 September 1997.

Table 4: Trend in life insurance companies’ buf-
Jer capital against market risk 1992 - 30.09.97
T SRR

Source: Kredittilsynet

* However, as a result of evenis in share markets in
the last quarter of 1997, among them the turmoil
in South-East Asia, unrealised gains on securities
have been substantially reduced. At year-end they
are estimated to bave fallen from NOK 17.7 billion
(¢f. above table) to just under NOK 12 billion. Sup-
plementary provisions are expected to rise somew-
hat as part of the closing of accounis for 1997.

Life insurance companies’ buffer capital streng-
thened considerably after 1992 as a result of the
measures referred to.

The positive trend in securities markets in recent
years has enabled companies to make supple-
mentary provisions and build up revaluation re-
serves. Even so several factors indicate that prio-
rity should continue to be given to building up
supplementary provisions and other buffers:*

e The fall in interest rates in recent years has
reduced the income buffer represented by the
difference between the interest rate level and
life insurance companies’ guaranteed return,
thereby increasing the significance of supple-
mentary provisions and other buffers.

e Growing competition in the pension saving
market from banks and securities funds incre-
ases pressures on life companies for competi-
tive returns.

o After several good years in capital and share
markets, there is a growing risk of a turna-
round posing the risk of a fall in the value of
securities holdings.

At the end of the third quarter of 1997 life insu-
rance companies’ buffer capital came to about
NOK 29 billion, alongside an interim result of
about NOK 6.5 billion. Life insurance companies
could therefore withstand an interest rate increa-
se of 2 per cent combined with a 30 per cent fall
in share values. There is a wide spread between
the major and small life companies in terms of
vulnerability to negative turnarounds in markets.

- Growth, liquidity risk, earnings and capital
adequacy

Banks have for several years shown quickening
growth in lending and total assets. This poses a
major challenge to banks in several areas, prima-
rily in regard to capital adequacy and financial
strength, but also to liquidity and interest rate
risk.

Rapid lending growth combined with changing sa-
ving patterns has contributed to an ever lower ra-
tio of deposits to loans among savings and com-
mercial banks alike. As a result banks have had to
increase their funding in the money market and
through issuance of bonds. The major banks have
generally increased their borrowing in internatio-
nal markets. Thanks to Norway’s healthy banks
and economy in recent years, favourably priced
capital has been available in these markets. Howe-

Life insurance compa-
nies’ buffer capital
strengthened appreci-
ably in the period
after 1992 as a result
of steps taken by the
supetrvisory authorities

i

The stronger the
growth shown by the
banks, the tighter the
demands on earnings
needed to generate
sufficient equity capi-
tal via operations
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If banks manage to
bring down lending
growth to 10 per cent
and concurrently se-
cure a sound trend in
financial terms, all ca-
tegories of banks will
be able to maintain
current capital levels

With 15 per cent len- -

ding growth the
biggest banks will see
a large reduction in
tier 1 capital despite
a favourable economic
path

20

ver, increased funding in the money market incre-
ases banks’ exposure to interest rate risk. A poten-
tially more serious risk is that international funding
sources could dry up. This may happen if confi-
dence in the Norwegian economy and/or financial
sector should again be seriously impaired. Moreo-
ver, there is always a danger that loss of confiden-
ce in an individual bank will spread across the
banking system. Banks have to ensure that they
are in a position to handle the interest rate and li-
quidity risk resulting from rapid lending growth
and changing saving patterns. '

The strong lending growth is reflected in the basis
for measuring capital adequacy and entails falling
equity ratios. The stronger the growth in bank len-
ding, the bigger the eamings required to generate
sufficient equity capital through operations.

Chart 5: Tier 1 capital adequacy and lending
growth as at 30.09.97 in selected banks
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Figure 5 shows tier 1 capital adequacy and lending
growth at end-September 1997 for the biggest com-
mercial banks and savings banks. Several banks
have a tier 1 capital adequacy below 8 per cent, .
concurrent with lending growth between 12 and
18 per cent in the period.

Against this background Kredittilsynet examined
possible result paths in various groups of banks in
the period-1997-99. It also examined the trend in
tier 1 capital assuming, respectively, 10 and 15 per
cent annual growth in lending and balance sheet
items.To provide a better view of differences in the
trend among various categories of banks, the banks
are grouped by size of total assets: Sparebanken
NOR, savings banks nos. 2 - 5, savings banks nos. 6 -
25, the 102 remaining savings banks, the three big-
gest commercial banks and the 11 remaining com-
mercial banks. Note that only projections of deve-
lopment trends are observed here.

- Calculations of capital adequacy

Charts 6 and 7 below illustrate the calculations. If
banks manage to reduce lending growth to 10 per
cent and concurrently secure a sound trend (the
«good alternative») in financial terms, all groups of
banks will be able to maintain their current equity
capital levels. Assuming 10 per cent balance sheet
growth and the «poor alternative, tier 1 capital
adequacy of all groups will be weaker than at the
end of 1996. Only the smaller savings and com-
mercial banks are in a position in which they can’
be reasonably comfortable with such a develop-

Tier 1 capital adequacy in %
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ment. In the 15 per cent lending growth scenario
the biggest banks will see a substantial reduction
in their tier 1 capital even on the assumption of a
favourable economic path.

Chart 6 shows the trend in tier 1 capital adequacy in
the two outermost development paths described
above for Sparebanken NOR and savings banks
nos. 2 - 5. With 10 per cent balance sheet growth,
good earnings and low losses, capital adequacy for
these banks will edge up in the period to 1999. Tier
1 capital in excess of minimum requirements will in
this case be sufficient to compensate for balance
sheet growth. Calculations done for the smallest sa-
vings banks show that this group of banks will achi-
eve a relatively better result than the biggest savings
banks, entailing a rise in tier 1 capital adequacy of
2.0 to 2.5 percentage points in the same period.

In the event of strong balance sheet growth, wea-
ker earnings and higher losses, capital adequacy at
Sparebanken NOR and among savings banks nos.
2 - 5 will be reduced in the period to 1999. At end-
period tier 1 capital adequacy is estimated at 6.5
per cent for Sparebanken NOR and 8.5 per cent for
savings banks nos. 2 - 5. The assumption of 0.6
percentage point decrease in net interest income in
1999 is a relatively stringent assumption for Spare-
banken NOR. This bank has relatively lower net in-
terest income than the other savings banks, and it
would be realistic to expect the same trend in net
interest income here as in the case of the commer-
cial banks. The calculations show that the smallest
savings banks will also see a weakening of their fi-
nancial position up to 1999 under the «poor alter-
native», The decrease is far smaller than for the big-
gest savings banks since the smallest savings banks
do not issue primary capital certificates, and all
profit is added to their tier 1 capital. Moreover, this
group of savings banks has relatively higher ear-
nings in terms of net interest income entailing a
bigger profit in per cent of average total assets.

Chart 7 shows the trend in tier 1 capital adequacy
in the outermost cases under the various develop-
ment paths for the three biggest commercial banks
and the remaining commercial banks, i.e. nos. 4 -
15. Average tier 1 capital adequacy at the three
biggest commercial banks will, under the «good al-
ternative» and moderate balance sheet growth,
come to 7.3 per cent at end-1999. The main porti-
on of the decline in the tier 1 capital ratio is assu-
med to come at the end of 1997. Earnings and los-
ses in 1997 are estimated on the basis of figures for
the third quarter of 1997. A relatively strong decli-
ne in net interest income, and losses from 1996 to
the third quarter of 1997, entail weak earnings and
higher losses for this period, which in turn affects
the calculation of tier 1 capital adequacy. Despite
the supposition that a relatively large portion of
the profit will be paid to shareholders in the form
of dividend, the calculations show stable tier 1 ca-
pital adequacy in the period 1997 to 1999. The lo-
wer taxes incurred by the three biggest commerci-
al banks compared with the other bank groups are
taken into account.

As regards the remaining commercial banks, ave-
rage tier 1 capital adequacy is estimated at 8.5 per
cent at the end of 1999 under the «good alternati-
ve» and 10 per cent balance sheet growth. Since

Chart 6: Tier 1 capital in per cent of the measurement base for the biggest

savings banks
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the remaining commercial banks have relatively
higher tier 1 capital ratios than the three biggest
commercial banks, the financial position of this
group of banks improves during the period. This
group pays a larger share of its profit in taxes than
the three biggest banks, but its dividend ratio is lo-
wer.

The trend in tier 1 capital ratios among commerci-
al banks has actually shown a decline since 1995.
Calculations show that with 15 per cent lending
growth, poorer earnings and higher losses, tier 1
capital ratios will be further reduced in the period
to 1999. The tier 1 capital ratio in this scenario is
estimated at 6.1 per cent for the three biggest com-

1998

1999

Chart 7: Tier 1 capital in per cent of the measurement base for commercial

banks
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mercial banks and 7.3 per cent for the remainder
at the end of the period. Under the assumptions
outlined, the calculations show that the banks

1998

1999
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Kredittilsynet will
monitor developments
in variances between
anticipated and actua
I lending growth in
1998

In light of the quicke-
ning lending growth,
Kredittilsynet was as-
ked to consider whet-
her tighter tier 1 cap
ital requirements
would be an appropri-
ate measure for
strengthening financi-
al institutions’ solidity
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could see a substantial weakening of their tier 1
capital adequacy in the years ahead. They could
prevent such an outturn by either reducing growth
or ensuring a better performance trend. Other pos-
sibilities would be to reduce today’s high dividend
levels or bring in more tier 1 capital through new
issues.

- Monitoring of individual banks

Against the background of the strong lending
growth and deteriorating tier 1 capital adequacy,
Kredittilsynet approached a selection of banks to
assess the trend in lending and financial strength
for 1998. The banks were asked to give an account
of budgeted lending growth for 1998 broken down
on private loans and corporate loans, and to give
an account of expected tier 1 capital adequacy on
the assumption that the budgeted lending growth
is realised. Concurrently each bank was asked to
state to what extent the reported budget variables
constitute binding management objectives for the
bank.

The survey results showed that a majority of the
respondent banks anticipate lower growth in 1998
than in 1997. Banks anticipating continued bu-
oyant growth in lending are mainly those in a
sound financial position. If action is not taken to
strengthen banks’ solidity, the anticipated growth

in lending will entail a further weakening of tier 1
capital - and of capital adequacy - for several of
the respondent banks in 1998. The replies received
give the impression that the banks will make a gre- .
ater effort to price risk correctly, and that lending
growth will be based on assessment of the quality
of the borrowers. The survey shows that the banks
do not perceive budget figures as binding manage-
ment objectives, but that the budgets can rather be
viewed as forecasts of the trend in the market for
loans. Kredittilsynet will monitor the trend in vari-
ances between budgeted and actual lending
growth in 1998. The survey will be followed up at
ordinary meetings with a selection of banks and
via on-site inspections.

- Assessment of higher tier 1 capital require-
ments for banks

In a letter of November 1997 the Ministry of Finan-
ce asked Kredittilsynet to assess whether tighter
tier 1 capital adequacy requirements would be an
appropriate means of bolstering financial instituti-
ons’ capital strength, inter alia in the light of the
strong lending growth. The ministry expects Kre-
dittilsynet to address the competitive aspects of the
issue. Kredittilsynet will present its report to the
ministry at the turn of the month January/February
1998.



«The Enrichment, tapestry, 170 x 140, 1988.
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Kredittilsynet s operations in figures

Table 5 Number of supervised entities as at 31 December 1995, 1996 and 1997

Banks and ﬁnancial mstituﬁons’ 3

‘Banks ‘Central Cleanng House (BBS)
‘”Fellesdata T

Kredittilsynet also performs supervisory tasks in relation to the Register of Company Accounts in Brgnn-
gysund and the Accountants Authorisation Board.

Notes:

1) 16 incl. Oslobanken.

2) Regulations on project broking undertakings were revoked at end-1996. No figures are available
for this category for 1997.

3) Since 1 July 1996 options trading undertakings are included in securities funds and are no longer
a separate category.

4) The number of branches in 1997 is based on reports received from foreign supervisory authorities
under provisions pursuant to the EEA Agreement.



On-site inspections in 1997

Sixty-six on-site inspections were carried out in the
fields of banking/finance, insurance, pension
funds, insurance brokers and bank-owned data-
processing centres. The number is lower than in
the two preceding years, partly because resources
have been transferred to the securities area. Two-
thirds of the inspections are related to banks. The
inspection programme designed for banks that are
monitored on a continual basis was carried out as
planned. These banks account for the majority of
total assets in the bank sector. All major life insu-
rance companies were inspected. Inspections were
also carried out at non-life insurance companies,
pension funds and insurance brokers based on in-
dividual assessment of the supervised entities in
question.

On the securities side the number of on-site in-
spections was close to the figure for 1996. The fo-
cus is on reviewing investment firms’ management
and organisation.

On the estate agency and debt collection side, ad-
ministrative tasks, especially the authorisation of
new estate agencies, led to fewer on-site inspecti-
ons in 1997 than in 1996.

On-site inspections of auditors were slightly fewer
in number since substantial resources were targe-
ted at the major auditing firms towards year-end.

Table 7: Cases bandled after delegation from
the Ministry of Finance

Table 6: Number of on-site inspections by type of in:stz'tutiom

Notes:

1) Previously stockbroking firms

2) Incl. management companies for securities
funds

Twelve applications for registration as fund mana-
gers were approved in 1997. One undertaking has

ceased this function.

Table 8: Cases in the accountancy and auditing field 1995-1997

B Page 19
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Increases of capital

- Banks

Four commercial banks were authorised to increa-
se their share capital by a total of NOK 304.8 milli-
on in 1997. Increases of tier 1 capital came to NOK
270 million since one increase of capital was
through retained profits. In 1996 three savings
banks were authorised to increase their primary
capital by NOK 247.5 million and, including premi-
um, their tier 1 capital was increased by a total of
NOK 417.5 million.

Three savings banks were authorised to increase
their primary capital by up to NOK 240 million. In
1996 three savings banks were authorised to incre-
ase their primary capital by NOK 177.5 million. In
1997 six savings banks were authorised to allocate
part of their profit for the year to the equalisation
fund. Two such authorisations were granted in

1996.

Thirteen banks, of which six savings banks and se-
ven commercial banks, were authorised to raise
subordinated debt of up to NOK 8,124 million. In
1996 the equivalent figure was NOK 2,874 million,
distributed on five savings banks and five commer-
cial banks.

- Insurance companies

Three life insurance companies were authorised to
increase their share capital by NOK 200 million.
No life insurance companies increased their share
capital in 1996. In 1997 two non-life insurance
companies were authorised to increase their share
capital by up to NOK 44 million. One unit-linked
company received authorisation for a share capital
increase of NOK 7.5 million. 1977 was these com-
panies’ first year of operation. In 1996 one non-life
insurance company was authorised to increase its
share capital by NOK 3 million.

No mutual insurance companies increased their
guarantee capital in 1997 or in 1996.

Three insurance companies, all life insurance com-
panies, raised subordinated debt worth up to NOK
1,286 million in 1997. The equivalent figure for
1996 was NOK 1,070 million distributed on one
non-life and one life insurance company.

- Finance companies

In 1997 Kredittilsynet approved applications from
eight finance companies to increase share capital
and raise subordinated debt. The increases totalled
NOK 938.8 million, comprising NOK 178.8 million
in share capital increases and NOK 760 million in
subordinated debt. In 1996 eight finance compani-
es were authorised to increase their capital by
NOK 325.9, of which share capital increases ac-
counted for,NOK 35.4 million. -

- Parent companies in financial conglomerates
Five parent companies in financial conglomerates
were authorised to expand their own funds by
NOK 2,440.5 million in share capital and NOK 150
million in subordinated debt. Including premium,
their tier 1 capital was increased by a total of NOK
3,042 million.

In 1996 three parent companies in financial cong-
lomerates increased their own funds by about
NOK 308 million in share capital and NOK 83 mil-
lion in subordinated debt.

Establishment of branches and cross-border
activities pursuant to EEA rules

In 1997 two Norwegian banks and one credit insti-
tution notified cross-border operations within the
EEA. Four banks and one credit institution repor-
ted the establishment of branches in Norway. The
credit institution in question is a subsidiary due for
conversion in 1998. One bank is converting a re-
presentative office into a branch. Kredittilsynet re-
ceived 14 new notifications from credit institutions
wishing to offer cross-border services into Norway
from other EEA states, three notifications of
change of status and one notification of closure.

In 1997 one Norwegian non-life insurance compa-
ny opened a branch in another EEA state. Three
Norwegian non-life insurance companies reported
cross-border activities. Four insurance companies
opened branches in Norway, one of which will
also provide life insurance. Moreover, 55 insurance
companies announced their wish to offer cross-
border services into Norway. Six of these are life-
insurance companies. One non-life company noti-
fied cessation of cross-border activities in 1997.

Top: «Blue Landscape D, tapestry, 100x200, 1990-92.
Property of Royal Norwegian Air Force Academy, Stavern.

Middle: «Blue Landscape 1Dy, tapestry, 100x200, 1990-92.
Property of Royal Norwegian Air Force Academy, Stavern.

Bottom: «Blue Landscape IID», tapestry, 100x200, 1990-92.
Property of Royal Norwegian Air Force Academy, Stavern.







Continued enhance-
ment of reporting rou-
tines for the insurance
industry and credit
institutions in 1997
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Banking, finance and insurance

Supervision of banking, finance and insurance in Norway is three-pronged.
Alongside on-site inspections and documentary supervision, Kredittilsynet....
performs administrative and vesearch assignments, and also frames and

interprets rules and regulations.

Supervision of financial strength and
profitability

Kredittilsynet monitors compliance with capital
and prudential requirements on a continual basis.
This includes capital adequacy requirements for all
financial institutions, solvency margin require-
ments for insurance companies and liquidity requi-
rements for and constraints on banks’ share- and
property holdings (cf. the chapter «Current trends
and analyses» above).

Since 1996 work has been under way on develo-
ping an up-to-date, simplified system for insuran-
ce companies’ reporting to the authorities where-
by companies will only need to report to a single
database. The project is a collaboration between
Kredittilsynet, Statistics Norway, Norges Bank and
the Association of Norwegian Insurance Compani-
es. Regular reporting under the new system will
start in the first quarter of 1998. In 1997 a substan-
tial effort was made to achieve further efficiency
gains in the reporting of data by credit institutions
to the authorities. The aim is to have banks, mort-
gage companies and finance companies carry out
the bulk of their reporting by mechanical means
to a single database. Kredittilsynet is collaborating
with Statistics Norway and Norges Bank to this
end.

Macroeconomic surveillance

As part of its macroeconomic surveillance, Kredit-
tilsynet focuses on the danger of stability problems
throughout the financial industry or parts of it. The
macro programme draws on resources from seve-
ral departments at Kredittilsynet and supplements
the current supervision of individual institutions.
Half-year reports are submitted to Kredittilsynet's
executive board and are discussed at regular mee-
tings with Norges Bank. The macroeconomic sur-
veillance work is also discussed with the Nordic
countries’ supervisory authorities. The Ministry of
Finance is kept informed.

In the macro programme current indicators moni-
tor the trend in financial vulnerability in both the
financial and non-financial sectors (households
and firms) in the light of the trend in the Norwegi-
an and the international economy. Indicators to
capture current trends in financial markets are
being developed on a continual basis. Where futu-
re prospects are concerned, the focus is on the un-
certainty of the cyclical trend and consequences

for the financial industry. The programme also fo-
cuses on structural trends in the financial industry.
In this connection a seminar for Nordic superviso-
ry authorities in 1997 addressed the trend in banks’
interest margins and Nordic households’ saving
pattern, and a closer look was taken at foreign in-
stitutional investors in the Norwegian stock mar-
ket.

Supervision of financial conglomerates

The growing emergence of financial conglomera-
tes has raised the question of whether current mo-
nitoring is keeping pace with developments. The
various elements required for supervision of such
conglomerates have been pinpointed and impro-
vements considered. Supervision of financial cong-
lomerates is organised on a team basis with an in-
spector responsible for the conglomerate as such-
and the rest of the team covering the various com-
panies within the conglomerate. Supervision fol-
lows a plan in which all important functions are
checked at regular intervals.

- Organisation of asset management in financi-
al conglomerates

Major financial conglomerates in particular have
been concerned to assemble the asset manage-
ment expertise to be found in the various parts of
the conglomerate in order to enhance the quality
of the work done and to cut costs. This applies
particularly to the management of securities, but
also to loans and management of real property.
The situation raises issues about the rules applying
in Kredittilsynet’s area of supervision. Since asset
management must be regarded as part of financial
institutions’ core activity, it cannot be delegated to
other parties without the approval of the licensing
authority. This applies regardless of whether the fi-
nancial institution purchases asset management
services from an undertaking in the same group or
from an undertaking outside the group. Kredittilsy-
net wants to see financial institutions retain suffici-
ent competence to ensure proper steering and
control of asset management. Moreover, persons
who take on asset management assignments must
be legally entitled to do so. In cases where an un-
dertaking performing asset management assign-
ments for other parties has clients both inside and
outside the conglomerate, Kredittilsynet has
sought to prevent possible conflicts of interest, and
to safeguard information barriers by attaching con-
ditions to any licences granted.



In 1997 Kredittilsynet handled a number of major
cases involving possible mergers and buy-outs of
financial institutions.

- Storebrand

In the spring of 1997 RGI ASA acquired a substan-
tial holding of preference stock in Storebrand ASA.
According to Storebrand’s articles of association
preference shares are redeemable at a fixed price
at Storebrand’s ordinary general meeting in 1998
or 1999. If they are not redeemed in 1999 at the la-
test, they will be converted to ordinary shares. Un-
der Storebrand’s articles of association, owners of
preference shares may not participate in any deci-
sion regarding their redemption, nor may they do
so by voting for ordinary shares. Aker RGI questio-
ned the validity of this provision of the articles of
association. The issue centred on whether, under
the articles of association, preference capital
should not count as represented capital in relation
to the Companies Act’s requirement of a majority
vote to pass amendments to the articles of associa-
tion, and whether this interpretation contravenes
the Companies Act.

Storebrand’s articles of association are approved
by Kredittilsynet. Prompted by the uncertainty that
arose regarding the validity of the articles’ provisi-
ons governing the redemption of preference sha-
res, Kredittilsynet took a closer look at the provisi-
ons in question. Kredittilsynet considered that the
provision of the articles that denies owners of pre-
ference shares influence in the question of re-
demption in relation to the Companies Act governs
disqualification in connection with the decision re-
garding redemption. Since the Companies Act
does not prohibit this type of disqualification pro-
vision, Kredittilsynet found no reason to review its
decision to approve Storebrand’s articles of associ-
ation.

Shortly before Aker RGI acquired a substantial hol-
ding of preference shares in Storebrand, Aker RGI-
’s main shareholder, Mr. Kjell Inge Rokke, acquired
10 per cent of the shares in Storebrand through
two wholly-owned limited companies. Under the
provisions of the Financial Institutions Act, no par-
ty may own more than 10 per cent of a financial
institution. Kredittilsynet concluded that Mr. Rokke
wielded decisive influence in Aker RGI, that Aker
RGI’s shares in Storebrand should be considered
on a par with Mr. Rgkke’s shares, and that Mr. Rok-
ke and Aker RGI in combination were not entitled
to own more than 10 per cent of the shares in Sto-
rebrand. Storebrand was therefore instructed not
to approve Aker RGI as a shareholder in the com-
pany. This was in line with the view of Storebran-
d’s board of directors. The decision was unsuc-
cessfully appealed to the Ministry of Finance.

As a result of the above decision Aker RGI sold its
shares in Storebrand but concurrently secured a re-
purchase right to the shares through option agree-
ments. After thorough consideration Kredittilsynet
concluded that the option agreements ran counter
to earlier decisions in the affair and ordered Aker

RGI to cancel the option agreements. This order
was not appealed, and Aker RGI has complied
with it.

- Sparebankgruppen AS’s offer to purchase all
shares in Fokus Bank

On 14 April 1997 Sparebankgruppen AS launched
a bid to take over all shares in Fokus Bank ASA.
The time-limit for acceptance was extended three
times up to 18 July 1997. Kredittilsynet did not
consider the financial risk assumed by the four
banks making up Sparebankgruppen to have been
unreasonable. The harmful effects for Fokus Bank
in the initial phase were not regarded as sufficient-
ly serious on their own to warrant supervisory me-
asures. However, such a long-lasting offer period
and the resultant uncertainty could have prompted
concern for Fokus Bank’s customer relations, fun-
ding situation etc., at the same time as it gradually
became clear that Sparebankgruppen had little
chance of rallying sufficient support for its offer.
For this reason Kredittilsynet on 16 June 1997 as-
ked Sparebangruppen to review the situation with
an eye to withdrawing its takeover bid.

Sparebankgruppen AS and this company’s proprie-
tary banks acquired about 10 per cent of the shares
in Fokus Bank ASA in connection with the group’s
attempt to buy out Fokus Bank ASA. They also ac-
quired American-style options entitling them to
further acquisitions of Fokus shares. At the end of
June 1997 Sparebankgruppen withdrew its bid to
take over all shares in Fokus Bank ASA. Spare-
bankgruppen and the proprietary banks still held
options on 11,385,174, or about 17 per cent, of Fo-
kus shares.

Against this background Kredittilsynet took a close
look at whether the option agreements were in
contravention of the Financial Institutions Act, sec-
tion 2-2, cf. section 2-6. Sparebankgruppen AS and
the proprietary banks were notified by letter of 29
QOctober 1997 that Kredittilsynet were considering
a move to instruct option holders not to renew the
option agreements beyond their expiry dates, i.e. 1
December 1997 and 24 February 1998. The back-
ground to Kredittilsynet’'s approach was that the
group still owned 10 per cent of the shares in Fo-
kus Bank ASA and also held long-term options
which could be exercised at any point in the agre-
ement period. The option agreements no longer
formed part of an attempt to acquire all shares in
Fokus Bank ASA. Sparebankgruppen AS declared
on its own behalf and on behalf of the proprietary
banks by letter of 5 November 1997 that neither
Sparebankgruppen AS nor its owners would hold
American-style options on shares in Fokus Bank
ASA after 24 February 1998. Kredittilsynet took
cognizance of this. In light of the above, the inve-
stigation into these option agreements was closed
with no need for orders to be issued to Sparebank-
gruppen AS or their owners.

- Conglomerate model DnB-Vital
In line with the conditions set by the Ministry of Fi-
nance for the acquisition of Vital Forsikring, Den

Kredittilsynet handled
a series of major ca-
ses involving possible
mergers and buy-outs
of financial instituti-
ons
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New regulations on
individual pension
agreements (IPAs)
made by Kredittilsynet
in 1997 pursuant to
the Tax Act

Six insurance compa-
nies applied for and
received authorisation
to set up unit-linked
companies

norske Bank applied for approval of the conglo-
merate’s organisational set-up. DnB wishes to
continue the current conglomerate structure, i.e.
with the bank as the ultimate parent company ow-
ning Vital through an intermediate holding compa-
ny. Kredittilsynet dealt with the application and
advised the ministry to require the DnB conglome-
rate to be organised on a holding model. Kredittil-
synet’s recommendation made special reference to
statutory and supervisory factors, including consi-
derations of financial strength. The application is
being considered by the Ministry of Finance.

- DnB’s acquisition of BN-bank

In May 1997 Den norske Bank applied for permis-
sion to acquire Bolig- og Nzringsbanken (BN-
bank). Kredittilsynet concluded that neither consi-
deration for competitive conditions on the financi-
al market nor structural policy factors prevented
authorisation being given, and recommended the
Ministry of Finance to grant a licence. In Kredittil-
synet’s view a licence should be conditional upon
a plan being drawn up with a view to bringing
DnB’s tier 1 capital after acquisition up to the same
level as at 31 December 1996 within a specified
date. The Financial Institutions Act prevents a
bank from owning another bank. However, Kre-
dittilsynet recommended that dispensation be gi-
ven for a period of one year. This period can be
extended if DnB applies for authorisation to con-
vert BN-bank to a credit institution.

New pension saving reforms

On 25 September 1997 the Ministry of Finance laid
down new regulations on individual pension agre-
ements (IPAs) pursuant to the Tax Act. The regula-
tions are based on the Storting’s treatment of the
IPA scheme in June 1997. The regulations replace
the earlier regulations on personal pension insu-
rance pursuant to the Tax Act and entail extending
the tax allowance pursuant to section 44, subsecti-
on 1, of the Tax Act to include specified products
offered by other banks and management compani-
es for securities funds. IPAs can be offered both as
pension insurance and pension saving. Pension
saving can be offered by insurance companies,
banks and securities funds. Pension insurance can
be offered by insurance companies, inter alia as
unit-linked life insurance. Kredittilsynet assisted
the ministry in framing the regulations. -

- Unit linked companies
After the changes to the rules making it possible to

Table 9: Companies which applied for and received authorisation to set up

unit-linked companies

Applicant’s name

Name of new company

‘Christiania Forsikring AS

Samvirkegruppen AS

K-Fondsforsikring AS

(now Landsbanken Samvirkegruppen AS)| Samvirke Fondsforsikring AS

establish unit-linked life insurance companies,
Kredittilsynet in 1997 asked life insurance compa-
nies wishing to establish such special-purpcse
companies to submit applications early enough to .
enable them to be dealt with and presented to the
Ministry of Finance collectedly. It is not possible to
offer these products other than through establis-
hing special companies for the purpose. Six com-
panies submitted applications to establish such
unit-linked «companies, all of which were granted.
During the autumn Kredittilsynet closely monito-
red the establishment of these companies, appro-
ved their articles of association and examined their
product statements etc. -

Technological challenges - IT supervision
Separate IT supervision was carried out at some of
the biggest institutions. The supervision concept,
which focuses on administration, development,
operation, and maintenance of the central systems,
was introduced in 1996 and further developed in
1997. A standardised programme for monitoring
the IT area in medium-sized and small institutions
was also devised. This programme will be initiated
as part of the ordinary supervision as from 1998.

In view of the rapid technological development in
the financial sector, which is of consequence for
both product design and distribution, Kredittilsy-
net’s resources in the IT field have been strengthe-
ned. Risk assessments and surveillance of techno-
logical infrastructure in the financial market will be
given priority, in parallel with the development
and administration of rules in this area.

Supervision of market risk

Capital adequacy rules for market risk (the «CAD»
regulations, based on the Capital Adequacy Direc-
tive) were adopted on 17 July 1996. Institutions
whose portfolio is above a certain size are requi-
red, based on detailed technical rules, to calculate
capital requirements to cover risk of loss due to
value changes in the portfolio. As from the fourth
quarter of 1996 institutions have reported to the
authorities in conformity with the new CAD regu-
lations, while credit institutions with relatively
small trading portfolios can still report in confor-
mity with the earlier capital adequacy regulations.
All institutions are required to report currency po-
sition risk for their entire operations in conformity
with the rules of the CAD regulations.

The reporting shows that credit institutions’ mar-
ket risk is very moderate measured in relation to
the credit risk inherent in the institutions’ other ac-
tivities.

About 80 per cent of commercial banks reported
their activity in the trading portfolio in conformity
with the CAD regulations. For these banks positi-
on risk linked to debt instruments accounts for



more than half of the measurement base for the
trading portfolio (incl. foreign exchange risk), whi-
le counterparty risk, mainly in connection with
OTC derivatives, accounts for the bulk of remai-
ning market risk.

Only about 15 per cent of savings banks reported
their activity in the trading portfolio in conformity
with the CAD regulations, although this group ac-
counts for about 70 per cent of savings banks’ ag-
gregate measurement base. Savings banks’ measu-
rement base for the trading portfolio (incl. foreign
exchange risk) accounts for an even smaller share
of the total measurement base than it does in the
case of commercial banks; for savings banks posi-
tion risk on equity capital and debt instruments is
about equally large and together constitute the
most important elements for the trading portfolio.

To obtain a picture of what consequences the new
rules have had for capital adequacy, nine of the
biggest banks were asked to calculate their capital
adequacy ratios for the second quarter of 1997 ac-
cording to both the current and the earlier rules.
The nine banks’ capital adequacy averaged 11.0
per cent under the current rules, compared with
112 per cent under the earlier rules. In other
words the introduction of the CAD requirements
obliges banks to strengthen their capital ratios by
0.2 per cent in order to maintain the same level in
relation to the minimum requirements.

In order to obtain better statistics of various groups
of supervised entities’ operations in derivatives
markets, Kredittilsynet is working on a programme
for reporting outstanding derivative positions for
credit institutions, investment firms, insurance
companies and pension funds. The reporting will
be largely based on a joint recommendation from
the Basle Committee on Banking Supervision and
the technical committee of the International Orga-
nisation for Securities Commissions (IOSCO), and
will be introduced in the first half of 1998.

Administration of regulations and framing re-
gulations

The Act on Guarantee Schemes for Banks and Pu-
blic Administration etc., of Financial Institutions
went into force on 1 January 1997. The Act pro-
tects all deposits with Norwegian banks up to
NOK 2 million per investor per bank. The Act ena-
bles branches of foreign banks to join the scheme
on a voluntary basis. The arrangement involving
two separate funds for savings banks and commer-
cial banks respectively is retained. The banks pay
premiums to the guarantee funds based on their
risk-weighted total assets, total deposits and tier 1
capital adequacy. Kredittilsynet has assisted the
Ministry of Finance in framing regulations on com-
mencement, transitional rules and charges etc. Ar-
ticles of association for both guarantee funds have
now been drawn up and approved.

Regulations on supervision and control of credit
institutions’ and securities funds’ major loans etc.,
were laid down on 23 April 1997. Kredittilsynet’s

draft regulations were submitted to the Ministry of
Finance on 19 April 1994. The regulations state
that institutions may not lend in excess of 25 per
cent of their own funds to any one customer. The
regulations also contain limits to institutions’ ag-
gregate holding of major loans. A loan is defined
as major if it constitutes 10 per cent or more of
own funds. In September Kredittilsynet circulated
a draft reporting form for major loans to relevant
trade organisations for comment. The reporting
form was concurrently sent to the biggest commer-
cial banks, savings banks, finance companies,
mortgage companies and investment firms with a
view to test reporting for the fourth quarter of
1997. Regulations on reporting credit institutions’
and investment firms’ major loans were laid down
on 10 December 1997. All institutions encompas-
sed by the regulations report as from the fourth
quarter of 1997,

Less stringent rules were introduced for loans to
companies in the same conglomerate. Limits on lo-
ans between parent companies and subsidiaries
have in reality been lifted. The regulations were
not given effect for insurance companies. Kredittil-
synet called attention on several occasions to the
detrimental nature of these circumstances and war-
ned against the solutions ultimately chosen by the
Ministry of Finance.

The amendments of June 1997 to the Securities
Trading Act created the legal clarification necessary
to give netting agreements effect for the purpose of
calculating capital adequacy requirements for fi-
nancial institutions and investment firms. Against
the background of the law amendments Kredittilsy-
net proposed an amendment to the capital adequa-
cy rules entailing implementation of the so-called
netting directive. Netting agreements reduce credit
risk incurred in trading in OTC derivatives, and the
proposed amendments to the capital adequacy ru-
les take account of this reduced risk by requiring
the capital charge to be calculated on the basis of
the net asset position vis-2-vis the counterparty.

The regulations of 18 September 1995 on division
of insurance into classes for licensing purposes di-
vide insurance into a specified number of classes.
The regulations have been adapted to EU Council
Directive 79/267/EEC, article 1 and the annex. In
1997 Kredittilsynet completed the implementation
of the regulations for insurance companies. In the
course of the year Kredittilsynet also brought life
insurance companies’ licences into line with the
classification set out in the council directive, cf. re-
gulations of 18 September 1995 on division into in-
surance classes, section 2. Since existing licences
were assumed to be in life insurance class I, com-
panies had to apply for new licences for all other
insurance classes. Initially it was only necessary for
companies to apply for licences for class V - mana-
gement of pension funds’ resources. During 1997
Kredittilsynet adopted guidelines for dealing with
these cases. Kredittilsynet also dealt with seven ap-
plications for licences for class VI - capitalisation
products.

The Act on Guarantee
Schemes for Banks
and Public Administra-
tion etc., of Financial
Institutions went into
force on 1 January
1997. The Act pro-
tects all deposits with
Norwegian banks up
to NOK 2 miillion per
investor per bank
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Kredittilsynet continu-
ed work on a supervi-
sory programme for
insurance brokers’
firms in 1997
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In 1997 Norway implemented the final parts of the
third generation directives for both non-life and
life insurance. In other words the requirements of
EU rules on the insurance side are now fully im-
plemented in Norwegian legislation in this area.
On 23 April 1997 the Ministry of Finance laid down
new regulations on insurance companies’ asset
management. Kredittilsynet sent its recommendati-
ons to the ministry on 13 June 1994. The new re-
gulations incorporate adjustments to EU rules. Kre-
dittilsynet worked on certain matters of interpreta-
tion and drew up a draft circular in this connection
which will be circulated early in 1998.

On 15 September 1997 the Ministry of Finance laid
down new regulations on premiums and legal re-
serves in life insurance. Kredittilsynet’s recommen-
dations were sent to the ministry on 13 June 1994.
These regulations replace earlier regulations on
premiums in life insurance and formalise the re-
quirements imposed by EU’s life insurance directi-
ves as regards premium fixing as well as technical
provisions in life insurance.

Regulations on insurance companies’ asset mana-
gement set a ceiling of 20 per cent of insurance
companies’ technical provisions (in the wide sen-
se) that can be invested in shares. A proposal from
the Ministry of Finance to review this rule was cir-
culated for comment in the autumn of 1997 with 1
January as the deadline for submissions. Kredittil-
synet recommends raising the ceiling to 35 per
cent.

In 1997 Kredittilsynet continued work on a super-
visory programme for insurance brokers’ firms. A
large number of cases were dealt with in connecti-
on with regulations of 24 November 1995 on insu-
rance broking.

Kredittilsynet also devoted substantial resources to
monitoring and analysing the major non-life insu-
rance companies’ technical provisions and own
funds in 1997.

The technical reporting committee in non-life insu-
rance continued its work in 1997 in accordance
with its mandate. The committee was especially
concerned with further developing methods for
calculating minimum requirements as to technical
provisions for occupational injury insurances. In
this connection the committee was assigned the
specific task of devising a system for distinguishing
between occupational injuries and occupational
diseases for accounting and provisions purposes
and to assess the possibilities for improving the
method used to calculate refunds to the National
Insurance Administration.

In March 1997 Kredittilsynet organised the final
meeting of the Miiller Group, appointed by the EU
Conference of Insurance Supervisory Authorities.
The group, charged with putting forward propo-
sals for updating/modernising the EU solvency
margin rules, presented its final report at the Du-
blin Conference of Insurance Supervisory Authori-

ties in April 1997. An expert group under the EU
Commission has continued this work and is expec-
ted to present proposals for revising the solvency
margin rules in the spring of 1998.

In 1997 Kredittilsynet also dealt with a large num-
ber of cases coming under regulations of 28 June
1968 on private service pension schemes pursuant
to the Tax Act. In 1997 three pension schemes (in-
cluding one municipal pension scheme) and ggven
pension funds were terminated.

In 1996 the Municipality of Oslo approached the
Ministry of Finance to enquire whether the Oslo
Municipal Pension Scheme was a pension scheme
in accordance with the Insurance Activity Act and
therefore subject to the pension scheme regulati-
ons. Oslo Municipality contended that the pension
scheme is not subject to the Insurance Activity Act,
and that the municipality was therefore free to de-
cide whether to build up the pension scheme for
municipal employees on an insurance-technical
basis.

After thorough assessment of Oslo Municipal Pen-
sion Scheme, Kredittilsynet informed the Ministry
of Finance that the scheme, like all other municipal
pension schemes, has to be regarded as a pension
scheme under the provisions of the Insurance Acti-
vity Act.

The so-called ransfer» regulations in life insurance
state that the time-limit for transferring funds is
from two to eight months, depending on the
amount of funds to be transferred. Moreover, trans-
fer shall take place upon expiry of the insurance at
the earliest. The question has been raised of whet-
her a life insurance company can set a different
time-limit for transfers than that set out in the re-
gulations. The background is that pension sche-
mes run by KLP forsikring (a mutual life insurance
company for the public sector) are entitled to give
one year’s notice of termination of an insurance
agreement prior to termination at the end of the
calendar year. Kredittilsynet took up with the Mi-
nistry of Finance the question of whether the in-
tention behind policyholders’ right to transfer
funds calls for harmonisation of the rules gover-
ning notice in the Insurance Agreement Act with
the rules on settlement deadlines in the «ransfer»
regulations. An amendment to the «ransfer» regula-
tions has been proposed to prohibit notice of ter-
mination set out in insurance terms or insurance
agreements exceeding that set in the regulations.
The proposal was circulated for comment in Sep-
tember 1997.

- Act on Company Pensions

Kredittilsynet’s board chairman, Mr. Erling Selvig,
professor and doctor at law, heads a government-
appointed committee charged with framing a new
act on company pensions. Kredittilsynet is also re-
presented by two members and a secretary. The
act will replace regulations of 28 June 1968 on pri-
vate service pension schemes pursuant to the Tax
Act. The committee was originally due to present



its recommendations in February 1997. However,
the issues proved more numerous and more com-
plex than first thought and the committee is now
expected to present its recommendations in Febru-
ary 1998.

- Regulations on calculating the taxable portion
of life annuities

Unit-linked companies have essentially utilised
their licences to offer annuity insurances in accor-
dance with regulations of 21 December 1990 on
calculation of the taxable portion of life annuities.
This, in addition to increased sales of annuity insu-
rance by established life insurance companies, has
accentuated the need for a review of products of-
fered in the market with a view to verifying whet-
her they comply with the regulations and on that
basis qualify for favourable tax treatment pursuant
to section 42, seventh paragraph, of the Tax Act. In
1997 Kredittilsynet had extensive correspondence
with individual companies on such matters, and
was moreover asked by the Ministry of Finance to
review the regulations and products on a broad
basis.

- Costs in life insurance

On 14 February 1997 Kredittilsynet forwarded an
extensive report on costs in Norwegian life insu-
rance to the Ministry of Finance. The report, initia-
ted by the ministry in 1995, was broad-based but

focuses on the need to review the requirement that
all establishment costs should be paid upon entry
into the contract (cf. regulations to section 7-5 of
the Insurance Activity Act). The justification is part-
ly to avoid detrimental cross-subsidisation, partly
to increase the attractiveness of long-term saving
in life insurance.

- New legislation on guarantee schemes

In September 1997 Kredittilsynet sent a proposal
for new rules for guarantee schemes in insurance
to the Ministry of Finance. The recommendation
restricts the scope of the scheme compared with
the Bank Law Commission’s study of guarantee
schemes. Kredittilsynet’s proposal recommends re-
stricting the scheme to insurances contracted by
private individuals and smaller and medium-size
companies.

- Non-life and credit insurance companies’ gua-
rantee schemes

Kredittilsynet acts as secretariat to the boards of
the Non-life Insurance Companies’ Guarantee
Scheme and the Credit Insurance Companies’ Gua-
rantee Scheme. In 1997 the Supreme Court found
in favour of the contention of the Non-life Insuran-
ce Companies’ Guarantee Scheme that reinsurance
claims should not have priority on a par with di-
rect insurance claims.
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Accounting

Kredittilsynet is responsible for framing and updating accounting rules for
banking and insurance since these institutions are excepted from certain pro-
visions of the Accounting Act. Supplementary guidelines for accounting are
also drawn up for other entities under Kredittilsynet’s supervision as and when
required. Moreover, Kredittilsynet performs a number of other administrative
tasks within the general field of accounting, including the granting of dispen-
sation from the Accounting Act and the loose-leaf regulations.

In 1997 Kredittilsynet continued its work on ac-
counting procedures in regard to financial derivati-
ves. As a result of this work a report was produced
on existing rules in this area in Norway and inter-
nationally. The report comments on current deve-
lopments and on Norway’s position in the interna-
tional picture. In March a seminar was held atten-
ded by, among others, representatives of the FASB
(Financial Accounting Standards Board, USA), the
ASB (Accounting Standards Board, UK) and the
IASC (International Accounting Standards Commit-
tee). The report is available as an offprint.

The study of accounting treatment of loan losses is
due to be completed in 1998. It will serve as a ba-
sis for discussion of the loss regulations and alter-
native principles. Norwegian rules in this area are
in conformity with accepted accounting standards
and no amendments of significance are anticipa-
ted. However, this field is under debate both at
home and abroad and it is important for Kredittil-
synet to keep abreast of developments.

The accounting principles for banking and insu-
rance differ in some areas, for instance in regard to
valuation rules and presentation. This leads to un-
certainties in regard to closing of accounts in
conglomerates containing both types of institution.
In light of the trend towards mixed financial
groups Kredittilsynet is working on a new body of
rules for such groups. This also has a bearing on
Kredittilsynet's work on changes in the accounting
rules in the financial sector in general that can be
expected as a result of a new accounting act.

Kredittilsynet has noted a marked increase in the
number of applications for dispensation from pro-
visions of the Accounting Act. This has to do with
increased internationalisation and technological
developments, and refers above all to applications
to have accounting carried out abroad or in fore-
ign currency, and to safekeeping of accounting
documentation. Kredittilsynet also received a gro-

wing number of enquiries about the lawfulness of
new electronic accounting systems.

The obligation to inve-
stigate and report sus-
picious transactions
was extended in 1997,
resulting in a steep in-
crease in reports

In its capacity as supervisory body for the Accoun-
tants Authorisation Board, Kredittilsynet levelled
criticism in 1996 against the authorisation scheme
and associated administrative functions. In 1997
Kredittilsynet concluded that several aspects of the
scheme had shown improvement, but noted that a
permanent solution had still not been found for
important aspects related to the register of accoun-
tants, and that a supervisory scheme for accoun-
tants was still not in place. Fifty-three appeals
against decisions of the Board were processed in
1997. Four appeals were successful.

Based on a consultation memorandum from the
Ministry of Finance, Kredittilsynet submitted a
lengthy consideration of the future of the authori-
sation scheme.

Since 1990 penalties have been imposed on board
chairmen of companies for late filing of accounts
with the Register of Company Accounts. In 1997
Kredittilsynet handled 309 complaints against the
Register’s decisions to impose late-fining penalties.
Kredittilsynet reversed the Register’s decision in 17
cases. Kredittilsynet recommended that newa-
counting legislation should allow wider scope for
exercise of judgement when processing applicati-
ons for remission of late-filing penalties.

Money laundering

On 1 January 1997 the obligation to investigate and report suspicious transacti-
ons to PKOKRIM (the National Authority for Investigation and Prosecution of
Economic and Environmental Crime) was extended to Norges Bank, Postbanken,
management companies for securities funds, investment firms, insurance bro-
kers, project brokers, currency brokers and a number of other undertakings. The
reporting requirement was also extended to suspicious transactions related to pro-
ceeds of all criminal acts unless there was reason to believe that the proceeds de-
rived from one or more acts which by law could not attract a severer penalty than
six months’ imprisonment. In 1997 institutions filed 727 reports of suspicious
transactions with @KOKRIM. This was an increase of 563 reporis on the 164 re-
ports filed in 1996. The increase is related to the extension of the reporting requi-
rement and to the increase in the number of institutions subjfect to the require-
ment in 1997. A relatively large number of reporis are filed by commercial banks.
Some institutions were summoned to Kredittilsynet to explain their routines for re-
porting suspicious transactions. Kredittilsynet wishes to place a greater focus on
dissimilar reporting routines among institutions reporting to Kredittilsynet.
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Auditing

Auditor supervision entails supervision of registered and state-autborised audi-
tors, as well as auditing firms, listed in the register of auditors. Supervision
includes verifying that auditing activity is in conformity with the requzrements
of law, regulations and adopted auditing standards. Kredittilsynet is also
responsible for auditor authorisation and for the register of auditors.

As in previous years, Kredittilsynet performed all-
round supervision of auditors and auditing activity.
In addition to relatively extensive supervision of
auditor categories where auditing is generally
found to be of poor quality, supervision formed
part of the processing of complaints against indivi-
dual auditors. Although the number of complaints
against auditors rose from 16 in 1996 to 29 in 1997
complaints are still at a far lower level than a few
years ago. Kredittilsynet also initiated a large-scale
general supervision of the biggest auditing firms.
These firms operate a broad range of activities and
are playing an increasingly important role in the
economy. This particular project is expected to be
completed in the course of 1998.

Statistics on disciplinary measures are shown in ta-
ble 10. It may be noted that measures targeted at
registered auditors mainly refer to auditors on a
transitional scheme. It is still the case that a relati-
vely large number of auditors opt to hand in their
licence after receiving notice of inspection. This is
in turn related to the priority given to supervision
of the weakest auditor groups.

Documentary supervision was introduced. The
purpose of this type of supervision is to establish a
basis for organising and implementing on-site in-

spections and to provide a basis for apportioning
Kredittilsynet's expenditure on supervised entities.
It also provides useful information on the Norwe-
gian auditing profession and the nature of the acti-
vities carried out, including organisational set-ups
and ownership structure.

A draft auditors act was introduced in January.
Kredittilsynet submitted a lengthy consultative sta-
tement in which it recommended removing the
two chapters on supervision of auditors from the
new act, leaving the Act on the Supervision of Cre-
dit Institutions, Insurance Companies and Securiti-
es Trading as the sole legal basis for supervision of
auditors.

Kredittilsynet’s submission otherwise comes out
against the notion that Kredittilsynet should be re-
sponsible for dealing with complaints from users
of auditing services inasmuch as monitoring the
auditor profession should remain a supervisory
task pure and simple. Kredittilsynet is also oppo-
sed to the establishment of an independent auditor
committee since the Ministry of Finance should in
principle be the paramount authority and com-
plaints instance in this connection. In all other re-
spects Kredittilsynet endorses the study presented
together with the draft auditors act.

Table 10: Disciplinary measures eic., in 1995-1997 distributed on
state-autborised (SA) and registered (RA) auditors

: Licence ~-Stern- | . Reprimand Total Satis- Grand
1 W1thdrawn " reprimand. - criticism | - - - factory/ total
SA i RA
....... 7.2
...... 173l
13 33

* Note that Kredittilsynet’s critical remarks resulting from supervision are included in the column shown
since such remarks are not to be regarded as a sanction. This entails a change in relation to earlier pre-

sentation of statistics.

Draft for new
auditors act presented
in January 1997
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Securities tradi

Supervision of the securities market comprises supervision of institutions, their

Sfinancial position and market bebaviour, and of market players’ compliance -
with other market rules.

Main priorities ¢ As to routines and internal organisation Amendments to~
Work in the securities area was strengthened in e As to promoting investors’ best interests Securities Trading Act
1997 through the establishment of four new posts adopted on 7 June

at senior level and in-house redeployment of ex- A new Securities Trading Act was passed by the 1996; a transitional
pertise. The new posts are assigned particular re-  Storting on 19 June 1997. The act went into force version of the act’s
sponsibility for monitoring on-site supervision, do- on 1 December 1997. Regulations with transitional business rules took
cumentary supervision, administrative tasks and  provisions were laid down by the Ministry of Fi- effect on 31 december
supervision of compliance with insider-trading and  nance on 7 November 1997. 1996
price-manipulation rules, as well as certain other

market rules. The new posts were established to  The act embodies the amendments implemented in

ensure that all Kredittilsynet’s tasks in the securiti- 1996 and brings further changes to the rules on insi-

es area receive adequate priority and attention, der trading, notification duty, disclosure duty, pro-

also in periods of heavy pressure of work.

Investment firms:
New legislation with regulations, including
experience with recent years’ rmle changes

- New licensing rules

Amendments to the Securities Trading Act were
passed by the Storting on 7 June 1996. The amend-
ments entailed a new set of framework conditions
for banks’ operations in foreign-exchange and in-
terest-rate derivatives and the activities of the earli-
er stockbrokers’ firms. A transitional version of the
new rules went into force on 31 December 1996.

The amendments required all existing firms to ap-
ply for a licence for the business they wished to
pursue. The processing of applications from these
firms was completed in the spring of 1997. A fur-
ther 32 undertakings were licensed as investment
firms during 1997. Five investment firms closed
down in the course of the year.

- Business rules

The Act’s business rules went into force on 31 De-
cember 1996. The amendments entailed that firms
licensed as investment firms were given:

¢ Greater opportunity for own-account trading

¢ The opportunity to sell short

* he opportunity to borrow/lend financial instru-
ments

e The opportunity to engage in lending up to cer-
tain limits

This liberalisation is largely matched by the follo-

wing statutory requirements:

¢ As to capital
* As to the fitness of directors, management and
substantial shareholders

- Regulations latd down in 1997 pursuant to the Securmes Tradmg Act k

1 8March 1997 : ‘ ‘
: Regulatzons on quaﬂerly retums for mvestment fzrms € made by Kredzmlsynet)

23 Apﬂl 1997 ) :
- Regulations-on supervzszon and control of credzt mstztutzons and. investment
s fzrms ma]or loans eic., (made by KredzttstyneU

. Jljune 1997 - : L

. Regulations on minimum requzrements as:to mtemal rules for investment ﬁrms
fmcmczal InSHIULONS eIC., 0N OWN-Account trading in fmanczal mstmments forf
certam employees € made by Kredzttzlsynet?

m addmon regulatzons on clarzﬁcatzon of control responszbzhty, documentatzon
. and confirmation of intetnal conirol were extended to investment firms and.ma-
nagement compames for securities funds

spectus requirements, derivatives trading and super-
vision, as well as new rules on market manipulation
and netting of certain types of derivative contracts.

‘Work on own-account trading rules

Against the background of the circumstances
brought to light in connection with R.S. Platou Se-
curities AS’s lead-manager assignment for the Nor-
wegian Applied Technology (NAT) issue, the Minis-
try of Finance asked Kredittilsynet by letter of 27 Fe-
bruary 1997 to review the need both for short-term
and longer-term measures in relation to employees’
own-account trading including interest conflicts, ad-
vantages conferred by one’s position and misuse of
information received by virtue of one’s position.

Against the back-
ground of the NAT
case, the Ministry of
Finance asked Kredit-
tilsynet to review the
need for short-term
and longer-term mea-
sures in relation to
employees’ own-ac-
count trading

As regards short-term measures Kredittilsynet fram-
ed two draft regulations restricting employees’ right
to engage in own-account trading. Regulations on
own-account trading in financial instruments by
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Because of its hand-
ling of the Norwegian
Applied Technology
(NAT) issue, R.S.
Platou Securities A.S’
authorisation to lead
manage security issu-
es was withdrawn by
Kredittilsynet
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employees in management companies for securities
funds were laid down by Kredittilsynet on 6 June
1997, while regulations on minimum requirements
as to internal rules for investment firms, financial
institutions etc., on own-account trading in financi-
al instruments by certain employees were laid
down by the Ministry of Finance on 11 June 1997.

Kredittilsynet also carried out a preliminary legisla-
tive study which resulted in a proposal for more
permanent measures. The study was transmitted to
the Ministry of Finance on 3 April 1997. The pro-
posal largely embodies the underlying approach
upon which the draft regulations are based. The
study concludes by recommending a series of se-
lective and situation-specific trading prohibitions
for employees who are engaged in securities tra-
ding in two or more institutions, in order to avoid
conflicts of interest and unreasonable advantages.
The Ministry of Finance circulated the legislative
study for comment on 28 April 1997 setting 1 Au-
gust as the closing date for submissions.

Noka Securities AS

Noka Securities AS went into receivership on 24
April 1997. The failure resulted from unauthorised
own-account trading on the part of the erstwhile
managing director. The affair came to Kredittilsyne-
t's attention after an inspection in February 1997.
Kredittilsynet asked the auditor to closely examine
a number of customer trades. This led to the disco-
very of other concealed own-account trading which
proved to have inflicted heavy losses on the firm.
The former managing director was sentenced on 1
October 1997 in Oslo High Court for gross fraud,
gross embezzlement, company fraud and forgery.

NAT issue

In August 1996 R.S. Platou Securities AS agreed to
lead-manage a public issue for the technology
company NAT combined with a universal sale and
a placing with NAT employees. The issue was he-
avily oversubscribed.

Against the background of the firm’s statement to
the Oslo Stock Exchange regarding allocation of
the shares in NAT, Kredittilsynet made further inve-
stigations at R.S. Platou Securities AS and subscri-
bers. Kredittilsynet brought to light a series of bre-
aches of the Securities Trading Act and the Securiti-
es Funds Act. The violations involved tactical sub-
scribing by employees, allocation of shares to em-
ployees and employees’ close associates to the de-
triment of other subscribers, allocation to portfolio
managers and their close associates with major cus-
tomers of the firm to the detriment of the manager-
s’s principals, and alteration of subscription forms,
partly on the basis of selective information given to
certain customers about the subscription process,
partly without a prior order from the customer.

Against the background of the above, Kredittilsy-
net passed a resolution to withdraw R.S. Platou Se-
curities AS’ authorisation under the Securities Tra-
ding Act, section 3-1, first paragraph, subpara-
graph 4, «wunderwriting in respect of issues or cor-

responding acquisition of financial instruments or
the placing of such issues». The firm opted to cease
all operations. Kredittilsynet's decision was appea-
led to the Ministry of Finance. The ministry found
no reason to act on the appeal and confirmed Kre-
dittilsynet’s decision by letter of 1 December 1997.

Two cases affecting other firms were forwarded to
PKOKRIM with a request for investigation and
possible prosecution. In both cases fines were
handed down and accepted.

Active portfolio management

In the first half of December 1997, Bergen Fonds-
meglerforretning AS’s and Tekan Aktiv Forvaltning
AS’s licences to engage in portfolio management
were withdrawn. Bergen Fondsmeglerforretning AS
had delegated investment decisions (to among ot-
hers Tekan Aktiv Forvaltning AS), thereby breaching
the conditions of their licence. Tekan Aktiv Forvalt-
ning AS’s licence, which had yet to become operati-
ve, was withdrawn because they had engaged in
unlawful portfolio management - ie. taken invest-
ment decisions. Norse Securities AS opted against
the background of the same circumstance as that
brought to light in the case of Bergen Fondsmegler-
forretning AS to hand in its licence to Kredittilsynet.
On-site inspection )

With the introduction of new rules in the Securiti-
es Trading Act, on-site inspections focused more
closely on overseeing the quality of firms’ mana--
gerial staff and organisation as opposed to detailed
supervision of compliance with rules.

Kredittilsynet carried out 19 on-site inspections of
investment firms in 1997.

Documentary supervision

Documentary supervision in the securities field was
given greater priority in 1997. Some central reports
in this connection are briefly mentioned below:

- Reporting of capital adequacy for market risk
etc., by credit institutions and investment
firms (CAD)

The CAD regulations, which impose requirements as
to investment firms’ own funds based on their calcu-
lated risk exposure, went into force at the turn of the
year 1996/97. The regulations and reporting in ac-
cordance with special rules are fairly complicated.

In general it can be said that much remains to be
done at many investment firms before internal quality
assurance of investment firms’ calculations and repor-
ting under the CAD regulations become satisfactory.

Some aggregates (and averages) reported by non-
bank investment firms are shown on the next page.

- Quarterly returns by investment firms

As from the second quarter of 1997 Kredittilsynet
switched from monthly reporting from investment
firms to quarterly reporting. Firms are still experi-
encing start-up problems with the new regime.



- Reporting of employees’ own-account trading
This reporting is scrutinised by Kredittilsynet using
random checks.

Securities funds

In 1997 securities funds achieved strong growth of
total assets. By the end of the third quarter total as-
sets had grown to NOK 92.8 billion, i.e. an increase
of NOK 27.9 billion. A large portion of the increase
derives from return on invested capital. Net new
subscription in securities funds in the first three
quarters of the year came to NOK 13.7 billion.

Low interest on traditional bank deposits combined
with recent years’ high return in the securities market
have prompted households and firms to increasingly
channel their financial savings into securities funds.
Channelling savings into securities funds enables the
investor to benefit from share market growth, and re-
sources have chiefly been placed in unit trusts.

The large number of new participants in the mar-
ket for securities funds also requires management
companies to assure the quality of information
passed to investors. Kredittilsynet is particularly
concerned that investors should be made aware of
the risks inherent in investing in securities funds
compared with ordinary bank saving.

At year-end 23 firms were authorised to manage a
total of 224 securities funds. Moreover a large
number of foreign managers reported cross-border
activity. Hence a very large number of

funds are available in the Norwegian market.

Upon the commencement of the Securities Trading
Act of 19 June 1997, the right to market and media-
te units in funds to management companies pursu-
ant to special authorisation from Kredittilsynet was
revoked. As a consequence the sales arms of secu-
rities funds can no longer actively market fund units
since such activity requires a licence under the pro-
visions of the Securities Trading Act. Firms may ho-
wever continue to transmit orders for units in secu-
rities funds to management companies for such
funds, provided no settlement is involved. Such ac-
tivity does not require Kredittilsynet’s authorisation.

Quarterly returns from management compani-
es for securities funds

Reporting by management companies provides a
basis for monitoring compliance with some of the
requirements set out in the Securities Funds Act.
Certain violations of the investment limits set out
in the act were drawn attention to by Kredittilsynet
over the year.

Overall figures for management companies are gi-
ven in table 12:

Table 11: CAD reporting by investment firms
as at 30.09.97

Source: Kredittilsynet

On-site supervision - management companies
for securities funds

A total of 11 inspections were carried out at mana-
gement companies for securities funds in 1997.
Special emphasis was given to:

e strategy

e the directors’ responsibility for operations

¢ the companies’ handling of the strong
growth in the number of unit-holders and
invested funds

e compliance with investment limits

In the period ahead Kredittilsynet will continue to
focus on the directors’ role in management com-
panies, especially in relation to internal control.
Kredittilsynet will also scrutinise preparedness in
the event of a sharp price fall in the market.

Transaction supervision

Kredittilsynet makes routine checks of transactions
in the securities market ahead of and at the time of
the publication of events which may be assumed
to have a crucial effect on the pricing of securities.
Investigations will typically be made upon suspici-
on of illegal insider trading, trading in «ed peri-
ods», and suspicion of price manipulation.

In 1997 several cases of suspected illegal insider
trading were investigated without being referred
to PKOKRIM. One case in which attempts at price
manipulation were suspected was referred to
@KOKRIM in the autumn of 1997.

Table 12: Results of management companies
Jor securities funds

1995 1996 Pr.30.09.97 -
‘Operating income 510.000 753000 940 184 ~
blp‘ié;éfiifiéfﬁ;éfi'tmf ................................................................................ e e s e
e s Tty

Source: Kredittilsynet

Low interest on tradi-
tional bank deposits
prompted households
to channel their
savings into securities
funds

Kredittilsynet is
particularly concerned
that investors should
be made aware of the
risks inherent in inves-
ting in securities
funds compared with
ordinary bank saving
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Estate agency

Supervision of estate agents comprises institutional supervision and supervisi-
on of purchases/sales mediated by institutions under supervision. Institutional

superuvision encompasses the activities of firms licensed to practise estate agen-

cy and lawyers whose estate agency is ancillary to their principal business.
Firms’ and lawyers’ compliance with the requirements of law and regulations,
and with good agency practices, is scrutinised.

The high activity levels in evidence in the property
market in recent years continued in 1997. The mar-
ket features an ample supply of properties and
a substantial increase in average prices. This, to-
gether with free pricing of estate agency services,
makes setting up an estate agency business an at-
tractive proposition.

About 50 new agencies have been established
annually in the past three years (57 in 1997), while
18 agencies ceased estate agency activities. At end-
1997 384 firms were licensed to provide estate
agency services. Moreover, 128 estate agency
branches were in operation at year-end. In additi-
on 939 lawyers provide estate agency services after
furnishing the necessary security.

Most estate agency start-ups are in large towns or
their vicinity, notably Greater Oslo. There has also
been a clear increase in the number of firms speci-
alising in commercial property.

Of properties sold/rented via an estate agent,
about one-third (in value terms) are mediated by
the 10 biggest estate agencies, and about one-qu-
arter of these were accounted for by bank-owned
estate agencies. Several of the biggest market prac-
titioners can be regarded as chains.

In view of the emergence of chains in the sector
and the fact that a substantial share of the market
is in the hands of chain-owned estate agencies, bu-
sinesses and branches run by chains were targeted
for inspection in 1997. These inspections were fair-

ly extensive and resource-demanding. However,
estate agency activities are normally based on
a chain-wide concept enabling inspections to be
carried out in an efficient manner. Flaws and de-
fects pointed out by inspectors at one broker’s of-
fice are communicated to all other brokers in the
chain and rectified wherever they occur.

Twenty-eight on-site inspections were carried out
during 1997, of which five were at premises of la-
wyers engaged in estate agency.

Although earnings in the trade are generally good,
about 8 per cent of estate agencies, mostly recent
start-ups, were in a negative equity capital position
at year-end. This was mainly due to insufficient
starting capital in relation to the costs that can nor-
mally be expected to accrue when starting up. The
businesses in question are specially monitored
through written communication and on-site in-
spections.

Estate agencies have to meet capital adequacy re-
quirements in order to keep their licence. In 1997
two businesses had their licence withdrawn after
ceasing to meet the requirements. The draft legis-
lation introduced by Kredittilsynet recommends re-
placing the current capital adequacy requirement
with a requirement as to positive equity capital.
The Ministry of Finance circulated the draft to rele-
vant bodies for comment in 1997.

Recent years’ high
activity levels in the
property market cont-
inued in 1997

Many new estate
agencies established
in the past three years
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Debt collection

Supervision of debt collection agencies embraces their financial position and
those services that are provided on the basis of personal debt collection licen-
ces. Collection of own claims and lawyers’ debt collection activities lie outside
the scope of Kredittilsynet’s supervision. Documentary and on-site inspections
check agencies’ compliance with requirements set out in laws and regulations,
including the requirement as to good debt collection practices.

Improvements in debtors’ finances and ability to
pay have prompted a steady expansion of the debt
collection industry’s product range. Debt collection
agencies are currently seeking new markets and
products in which to compete. Competition in the
market remains intense, leading in a number of ca-
ses to new contractual terms between agencies
and principals. The industry features a minority
of big agencies and a range of smaller and medi-
um-size players. The big agencies are steadily
increasing in size as a result of portfolio acquisiti-
ons or mergers with other debt collection agencies.

Kredittilsynet’s on-site inspections in 1997 focused
on:

e agencies’ financial strength

e treatment of recovered funds

e accounting routines and routines for dealing
with debtors and principals

Emphasis was also placed on examining the pro-
duct range offered by each agency and its internal
control system. Experience from inspections shows
that most debt collection agencies have no pro-
blems in complying with the statutory require-
ments governing their activities.

At the start of 1997, 123 debt collecting agencies
were under supervision, of which 10 were housing
cooperatives. Six new agencies were registered du-
ring the year, while eight agencies discontinued
debt collecting in the same period. At year-end a
total of 121 agencies carried on debt collection on
the basis of personal debt collection licences from
Kredittilsynet. Forty-two new, personal licences
were issued during the year, and one was with-
drawn.

Reports from debt collection agencies for the peri-
od May-August 1997 show a continued increase in
incoming and completed debt collection assign-
ments compared with the same period of the 1996.
The same is true of the number of debt collection
cases in process and the volume of claims due for
collection. Compared with the previous four-
month period, however, there was only a modera-
te increase in the debt collection market for these
items. There are several possible explanations for
this. One is that aggressive marketing on the part
of agencies means that cases which would not
have been referred for collection a few years ago
are more likely to be referred today. The economic
recovery and the associated improvement in hou-
seholds’ financial position means that principals
are more likely to recover their claims. Since the
price of debt collection services has concurrently
declined as a result of market competition, small
claims are also referred to debt collection agencies.
Another possible explanation is that higher turno-
vers and trading produce more debt collection ca-
ses. Credit sales to consumers have probably play-
ed a major role together with haphazard control of
individuals’ creditworthiness. A third possible ex-
planation may lie in the general tendency for busi-
nesses to turn to debt-collection agencies at an
earlier stage, which probably increases the ratio of
cases with a successful outcome.

The Debt Collection Act requires agencies to main-
tain a positive equity capital position in order to
engage in debt collection. Documentary supervisi-
on has shown that some smaller agencies have had
problems complying with this requirement. Three
agencies were ordered to meet the requirement by
a specific date, and did so through bringing in new
share capital or higher earnings.

Reports by debt
collection agencies
show a continued
increase in the num-
ber of incoming and
completed assign-
ments compared with
previous years
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International activities

Internasjonaliseringen av finansmarkedene krever stadig mer samarbeid og
koordinering mellom tilsynsmyndighetene. Kredittilsynet bar etterbvert etablert
et meget godt kontaktnett gjennom sin deltagelse i internasjonal virksombet.

At the Nordic level Kredittilsynet hosted the annu-
al meeting of Nordic supervisors in Lofoten in June
1997, one of whose themes was a review of the re-
spective supervisory authorities’ organisational set-
up. Collaboration with other Nordic supervisory
authorities remains a key medium for trading prac-
tical experience gained. Annual Nordic meetings
are also held in the banking, insurance and securi-
ties fields as well as ad hoc meetings and seminars
on specific supervision issues.

International cooperation outside the Europe-
an Union and the European Economic Area
Kredittilsynet endorses the Core Principles for Ban-
king Supervision formulated by the Basle Commit-
tee and adopted in 1997. Although not a member,
Kredittilsynet collaborates with the Basle Commit-
tee and participates in a number of its activities.
Kredittilsynet receives relevant documents from
the committee and is invited to comment on them.
The Basle Committee plans to initiate a survey of
the supervisory regimes in the various countries in
relation to the new principles for banking supervi-
sion. Kredittilsynet considers the Norwegian regi-
me to satisfy the core principles.

A standard for insurance supervision was adopted
by the IAIS (International Association of Insurance
Supervisors) at its annual meeting in Sydney, Aus-
tralia, in the autumn of 1997. Before the annual
meeting in 1998 member countries will be asked to
report on whether their supervisory regimes meet
the IAIS standard. A permanent IAIS secretariat
was set up in Basle, Switzerland, on 5 January
1998. Norway is a member of the IAIS’s Technical
Committee and the sub-committees dealing with
insurance law, regulations, practices and stan-
dards, and supervision of conglomerates. The
Technical Committee decided to establish a sub-
committee to prepare standards for solvency and
solvency assessment for insurance companies
which will be headed by Kredittilsynet.

In the securities field Kredittilsynet attended the an-
nual conference of the International Organisation
of Securities Commissions (IOSCO) in Taipei, and
the meetings of the European regional committee.

Noter:

The Joint Forum, established in 1996 and compri-
sing representatives from the IAIS, the IOSCO and
the Basle Committee on Banking Supervision, is
making good progress in developing reporting
routines and guidelines for the supervision of
conglomerates. Kredittilsynet is kept informed and
consulted on a regular basis.

As regards the OECD Kredittilsynet regularly at-
tend meetings of the Capital Markets Committee
and Insurance Committee. The basic aim is increa-
sed liberalisation of financial markets. In addition
the GATS talks have resulted in increased internati-
onal contact and harmonisation.

Where measures to combat money laundering are
concerned, Kredittilsynet continues to participate
in the work of the FATF (Financial Action Task For-
ce against Money Laundering) which exchanges
information on and develops common internatio-
nal standards for anti-money-laundering measures.
In 1997 an expert group from the FATF undertook
a new examination of Norway’s anti-money-laun-
dering measures in relation to the FATF’s recom-
mendations in this field.

Cooperation within the European Union and
the Furopean Economic Area

Kredittilsynet considers it important to play its part
in the development of rules within the European
Union to the extent possible under the terms of the
EEA Agreement. The EU Commission’s activity on
the financial front in 1997 was substantial and a
large number of expert meetings were attended by
Norway and the other EFTA/EEA countries.

In the summer of 1997 the EU member states deci-
ded to invite EFTA/EEA members to attend mee-
tings of the Banking Advisory Committee (BAC)
and the Insurance Committee (IC) as observers.
The previous arrangement had entailed consultati-
on meetings with representatives from the Com-
mission in advance of the BAC and IC meetings.
Participation is restricted to one representative
from each EEA/EFTA member country. The Minis-
try of Finance and Kredittilsynet will alternate in
representing Norway on these committees. Kredit-

2) The Basle Committee was set up by the Group of Ten Countries in 1974, has its secretariat at the bank
for International Settlements in Basle, and comprises representatives of the banking supervision aut-
horities and central banks of the following countries: Belgium, Canada, France, Italy, Japan, Luxem-
bourg, Netherlands, United Kingdom, Switzerland, Sweden, Germany and the United States.

Kredittilsynet atten-
ded a large number of
international meetings
and specialist fora wit-
hin and outside the
EU/EEA system in
1997
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tilsynet takes a positive view of Norway being in-
vited to play a more active role in important EU
commifttees and being given an opportunity to
exert direct influence.

Kredittilsynet attends meetings of the liaison bodi-
es Groupe de Contact (banking supervision) and
the EU Conference of Insurance Supervisory Aut-
horities as an observer. At the meeting of the latter
body in Sienna, Italy, in October 1997, a revised
version of the protocol relating to the collaborati-
on of the supervisory authorities of EU member
states was adopted. Kredittilsynet participated in
the work of revising the protocol, and Norway,
Iceland and Liechtenstein are formally included in
the revised protocol.

In March 1997 Kredittilsynet hosted the final mee-
ting of the Miiller Group, appointed by the EU
Conference of Insurance Supervisory Authorities
to examine the solvency margin provisions of the
EU directives with a view to revising insurance
companies’ capital adequacy requirements. The
Miiller Group presented its final report at the Du-
blin Conference of Insurance Supervisory Authori-
ties in April 1997. Its work has been taken forward
by a working group under the EU’s Insurance
Committee in which Kredittilsynet is a participant.

Kredittilsynet also attended meetings of the High
Level Securities Supervisors Committee, an infor-
mal committee under the EU Commission. In 1997

Table 13: EU- and EEA-related meetings
attended by Kredittilsynel:

the Informal Group of Chairmen of EU Securities
Commissions decided to set up a formal joint fo-
rum for securities supervisors within the EEA. The
statutes of the new organisation (FESCO - Forum.
of European Securities Commissions) were esta-
blished in December 1997.

On the banking and securities front collaboration
among supervisory authorities is organised
through bHateral agreements or Memorandums of
Understanding (MoUs). MoUs have been signed
with the supervisory authorities in all Nordic coun-
tries as well as the United Kingdom, France, Lu-
xembourg, Germany and the Netherlands. In 1997
Kredittilsynet held bilateral meetings with the Uni-
ted Kingdom and Luxembourg.

Kredittilsynet wishes to develop cooperation with
the European Monetary Institute (EMD), and held
liaison meetings to this end with EMI representati-
ves in 1997. Such cooperation is an important ele-
ment in the macroeconomic surveillance of finan-
cial markets.

Maintaining and further developing bilateral colla-
boration with EU member states will be an impor-
tant task in 1998 as in 1997.




Table 14: Participation in international organisations
and EU- and EEA-related commitices:
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Kredittilsynet's organisational set-up

The Board

Kredittilsynet is headed by a board of five mem-
bers. Members and alternates are appointed by the
King for a four-year term.

At the start of 1997 the board was composed as
follows:

Mr. Erling Selvig, professor, dr.juris., chairman
Ms. Else Bugge Fougner, supreme court justice,
deputy chair

Mr. Asbjern Rgdseth, professor

Ms. Eli Aas, lawyer

Mr. Ingebrigt Borsheim, managing director

Alternates:
Ms. Turid Hundstad, director
Mr. Steinar Undrum, director

Mr. Steinar Undrum took up a new post and play-
ed no part in the work of the Board in the second
half-year.

Mr. Harald Bghn, Director at Norges Bank, was
appointed observer to the Board with Mr. Trond
Eklund, Assistant Director at Norges Bank, as his
alternate.

Two members elected by and from among the em-
ployees supplement the Board when administrative
matters are dealt with. Employee representatives in
1997 were:

Ms. Kjersti Elvestad, adviser
Mr. Erik Johansen, adviser

The Board met 14 times in 1997. In addition some
matters were dealt with by circulation to board
members.

Administration and staff

Kredittilsynet currently has a total of 140 posts.
At year-end the permanent staff numbered 134
compared with 129 at the end of 1996. Of these, 53
per cent were women.

Forty vacancies were advertised in 1997, including
nine internally. Applicants totalled 522.

Kredittilsynet has a satisfactory supply of highly
qualified applicants with recently completed uni-
versity training or the equivalent. Kredittilsynet
also considers it important to recruit staff with bro-
ad experience from and knowledge of sectors and
trades under its supervision. At end-1997, 27 staff
members had such experience. Eighty per cent of
the staff have higher education.

Chart 8: Staff educational background,
31 December 1997 —

Organisational set-up and competence
Kredittilsynet’s competence is developed with a
basis in the following objectives:

e To ensure effective use of the organisations’s
human and financial resources and organisatio-
nal competence by facilitating the exploitation
of synergies within the organisation

e To ensure a high level of specialised competen-
ce and sound individual competence on a par
with the competence in supervised entities in
areas of significance for our operations

¢ To reduce turnover in the organisation by ensu-
ring that all staff members receive necessary
skills upgrading as a basis for career develop-
ment within the organisation

Today great demands are made of the organisatio-
n's flexibility and multidisciplinary qualities. These
can be fostered by, for example, extended use of
projects as a work form. In order to ensure enhan-
ced competence in project work, courses in pro-
ject management and project work have been
planned and implemented as an adjunct to concre-
te projects. Language training for staff members
was again given priority in 1997 as a result of in-
creased international cooperation.

Public relations

Providing information, formulating premises and
dialogue are important elements of Kredittilsynet’s
strategy. Information activity is defined as a strate-
gic tool on a par with other instruments of supervi-
sion and is utilised in various forms in the work
of prevention. Kredittilsynet communicates both
via the media and directly with the sectors under
supervision. The object of public relations activity
is to ensure that information is provided accurate-
ly, rapidly and timely in a professional and readily
comprehensible manner. A central element in this



work is ongoing contact with the press. Kredittilsy-
net maintains a policy of accessibility and open-
ness in its dealings with the media.

Kredittilsynet’s treatment of several major cases in
the early months of 1997 brought it sharply into the
public eye. The number of news stories in which
Kredittilsynet was mentioned rose from 398 in the
first half of 1996 to 1,078 in the first half of 1997. The
high level of attention, which remained more or less
stable to year-end, was extraordinary compared
with a «normal year.. Three press conferences/brie-
fings were held compared with one in 1996. Forty-
one circulars were issued compared with 42 in 1996,
and 46 press releases compared with 26 in 1996.

Information technology (IT)

Kredittilsynet’s internal IT systems are constantly
evolving to adapt to developments in information
technology in the community in general and the
financial sector in particular. Active use of inform
ation technology is a prerequisite for effective utili-
sation of resources for supervision and analysis
purposes. A new IT strategy was adopted early in
1996, and implementing this strategy was a key
feature of 1997.

Work on facilitating communication among various
internal databases through conversion to a new da-
tabase platform was completed, and new modules
linked to the internal systems are developed on a
continual basis. External E-mail access was made
available to all staff. A comprehensive risk and vul-
nerability analysis was carried out. The introduction
of more and more applications and the growing
use made of them makes heavy demands on the IT
infrastructure in terms of performance and stability.
A comprehensive upgrading of the IT infrastructure
is under way. A central goal in 1997 was to main-
tain and develop the quality of internal services.
Thanks to increased efforts in this field service qua-
lity is now at a uniform high level.

Finances:

- Expenditure

Kredittilsynet’s budget for 1997 totalled NOK 80.7
million. Total expenditure came to NOK 78.5 milli-
on, i.e. an increase of 6.4 per cent on 1996. Salari-
es and salary-related costs amounted to NOK 51.3
million (65.3 per cent of total expenditure). Expen-

diture on operation, travel, competence develop-
ment, consultancy services and organisation deve-
lopment came to NOK 22.7 million (28.9 per cent
of the totaD). IT outlays totalled NOK 4.5 million or
4.5 per cent of overall expenditure.

An overview of the growth in Kredittilsynet's ex-
penditure in recent years is given below. The
growth is mainly due to staff increases. The increa-
se in the number of posts is a result of the ptan to
progressively expand Kredittilsynet’s resources
that was drawn up after the Storting’s decision in
1992 to retain Kredittilsynet as an independent and
stronger institution. The increased resources have
enhanced Kredittilsynet's capacity and competen-
ce, thereby raising the quality of its operations.

Table 15: Kredittilsynet's expenditure 1992 - 1997

Expenditure on the investigating committee (NOK
13.8m in the period 1992-1996) is not included.

- Revenues

Under section 9 of the Act on Supervision of Credit
Institutions, Insurance Companies and Securities
Trading, etc., Kredittilsynet’s expenses are covered
by the institutions under its supervision at the start
of the financial year. The expenses are apportio-
ned among the various institutional groups based
on the extent of the supervision, and are payable
the year after they are incurred. The total amount
levied for 1996, i.e. NOK 73.0 million, was appro-
ved by the Ministry of Finance on 1 July 1997. Su-
pervised entities liable to pay the amount levied
for 1996 numbered 5,766. The percentage distribu-
tion of the levy among the various categories of
supervised entities is shown in Table 16.

Table 16: Cost of supervision distributed on
supervised groups

i ‘Supefvised - - Percentageof - . - ... 'Percentageof . .
. group . totallevy in 1995 _: totallevyin 1996 .
Banks 3785 NS
?Insuranc_,e éompan_ies ==

Pension funds .

2682 2655

Miscellaneous

Total

B Page 45



«Arise», tapestry, 140 x 320, 1996.
Property of the Oslo Courthouse.



Kredittilsynet's operations in a
[four-year perspective — implemeting the
strategy adopted in 1994

In the spring of 1994 Kredittilsynet drew up a new
strategic plan for its activity. This strategy has been
normative for Kredittilsynet's work and priorities in
the four-year period 1994-1997.

Background

Prior to the start of the strategy period Kredittilsy-
net had undergone an unusual and demanding pe-
riod. The far-reaching crisis in Norway’s financial
industry had made heavy demands on Kredittilsy-
net's work capacity. The organisation’s effort es-
sentially focused on dampening the harmful effects
of the crisis in order to minimise its impact on the
economy and on financial institutions’ customers.
Individual institutions and their problems were
therefore targeted. At this time work on the new
rules prompted by the changes in financial mar-
kets in the eighties also laid claim to a large porti-
on of Kredittilsynet’s resources. Opportunities to
take on long-term development work were there-
fore limited. Moreover, Kredittilsynet, which was
only established in 1986, was a very «young» and
somewhat raw organisation at the start of the ban-
king crisis - which made managing the crisis a par-
ticularly demanding task.

In conjunction with the banking crisis the Storting
debated in 1992 the way the supervision of the fi-
nancial industry was organised. A merger of Kredit-
tilsynet and Norges Bank was an option being con-
sidered. The Storting concluded that Kredittilsynet
should remain an independent institution and have
its competence and resources strengthened. In De-
cember 1992 Kredittilsynet accordingly forwarded a
plan to the Ministry of Finance recommending an
additional 35 posts in the period 1993-1995. Kredit-
tilsynet was allocated 14 posts in 1993, bringing its
authorised posts to 117 by the start of 1994. A fur-
ther 14 posts were added in 1994 and four more in
each of the years 1995 and 1996. At the start of 1997
Kredittilsynet had a total of 139 authorised posts.

Kredittilsynet was thus in an excellent position at
the start of the strategy period:

The situation in the financial industry was returning
to normal. Kredittilsynet could concentrate its re-
sources on problems other than crisis management
and could apply a longer time perspective to its ope-
rations. Concurrently the organisation was given the
wherewithal to strengthen its competence and capa-
city. With purposeful strategic management it would
therefore be possible to build up a competent orga-
nisation able to implement a preventive approach
and tackle demanding supervisory challenges.

Challenges and choice of strategy

- Challenges at the start of the strategy period,
spring 1994

The following points from the strategy plan show
how Kredittilsynet viewed the societal challenges
facing it in the spring of 1994:

o Economic developments abead are highly
uncertain. The Norwegian economy may show
moderate growth, low inflation and low but
stable interest rates. International conditions
could easily affect a small, open economy
like Norway's. Macroeconomic conditions
of significance to financial institutions and
Sfinancial markets need to be monitored on
a regular basis.

o Increased internationalisation of financial
markets entails a growing need for updated
international competence and international
collaboration in order to develop appropriate
rules and a satisfactory supervisory regime.

e Blurring of sectoral barriers, formation of
conglomerates and squeezed margins call
Jfor reorganisation of financial institutions.
Requirements as to a competent watchdog able
to oversee conglomerates and tackle rapid
changes are increasing.

e Developments in the field of information
technology will greatly affect financial
institutions and financial markets, and
will call for new supervisory methods and
competence.

e High ethical standards will be needed among
Dplayers in financial markets and financial
institutions if confidernce and respect are to
be maintained. Concurrently there is a risk that
Sinancial crime will escalate. This puts a beavy
onus on surveillance, rules and guidelines
employed by the supervisory authoritiess.

The assessments made in 1994 have not been bor-
ne out by events in all respects. The path of eco-
nomic development has proved to be smoother
and more favourable than many expected. In tho-
se areas where the trend has gone in the direction
expected, developments have been more rapid
and vigorous than anticipated.

Choice of strategy
External and internal challenges resulted in the fol-
lowing choice of strategy:

Kredittilsynet shall enbance its ability to foresee
trends of material significance for the conditions
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within which financial institutions operate, and
give priority to implementing preventive measures
to counter possible threats to a bealthy, stable deve-
lopment in the financial industry. In view of its bro-
ad impact area and the growing complexity of the
market, Kredittilsynet must exploit potential syner-
gies in its organisation - across departmental divi-
des, dissimilar supervisory tasks and professions.
Co)

By combining its knowledge of supervised entities
with a reinforced ability to capture important nati-
onal and international trends, Kredittilsynet will
be in a position to perform supervision at least
equal to that provided by today’s regime, even in
the face of growing challenges and tasks».

The challenges facing Kredittilsynet called for a choi-
ce of strategy with a greater focus on totality and re-
lationships within the financial system and greater
emphasis on prevention to avoid a systemic crisis.

Objectives and priority measures

The four main objectives guiding Kredittilsynet du-
ring the strategy period, and examples of steps taken
to achieve these objectives, are described below.

Main objective 1: Satisfactory capital strength,
risk awareness, management and control in
institutions under supervision

Institutions’ financial strength was a central con-
cern for Kredittilsynet in the period, and was the-
refore a key element of on-site inspections. In re-
cent years the focus of on-site inspections has swit-
ched from problem loans to asset management, in-
ternal control, credit practices, administration, ope-
ration and development of technology and other
themes of significance for long-term, prudent de-
velopment of institutions. In view of their central
role in the financial market and significance for the
stability of Norway’s financial industry, effort has
been expended on further developing and streng-
thening supervision of conglomerates - both the
constituent institutions of the conglomerate and
the conglomerate as a whole.

Throughout the period Kredittilsynet brought
home the necessity - to individual institutions, tra-
de organisations and the Ministry of Finance alike -
of ample capital adequacy to secure a buffer
against hard times. This meant limiting the divi-
dend paid to shareholders where necessary. In re-
gard to mergers, it was stressed that the merged
unit should have a satisfactory capital base, i.e. tier
1 capital should exceed the statutory minimum.
Moreover, when dealing with Den norske Bank’s
takeover of Vital, Kredittilsynet supported a buy-
out since it could strengthen Den norske Bank’s
overall market power in competition with foreign
financial institutions.

As a step in its work on prevention, Kredittilsynet
framed new regulations on internal control for
banks entailing clear requirements to establish and
monitor routines for internal management and
control. The regulations were followed up with se-
veral seminars at which the object and content of

the regulations were presented to a large number
of Norwegian banks. Corresponding regulations
were introduced for the insurance industry in
1996. In 1997 the regulations were extended to ifi**
vestment firms and management companies for se-
curities funds. Overseeing that internal manage-
ment functions as intended is now a central ele-
ment of on-site inspections. Alongside sufficient
equity capital and other provisions, sound internal
management and control are crucial to “Securing
stability in the individual institution.

Main objective 2: Preparedness and systems de-
signed to pre-empt situations that may threaten
the stability of the financial system

In 1994 Kredittilsynet in conjunction with Norges
Bank and Statistics Norway developed a macroe-
conomic surveillance programme to aid the analy-
sis of central indicators of significance for the sta-
bility of the financial system. Under the program-
me two reports are drawn up each year, and the-
mes are discussed at meetings held on a regular
basis between Kredittilsynet and Norges Bank. The
Ministry of Finance is kept informed. Work on de-
veloping methods for macroeconomic surveillance
has laid a basis for fruitful contacts with other
country’s supervisory authorities and for dialogue
with Norway’s financial industry. .

In the strategy period Kredittilsynet continued to
monitor the trend in financial institutions’ perfor-
mance with the aid of key figures and ratios based
on the institutions’ own reporting. This provides a
current overview of the performance trend in vari-
ous categories of banks and insurance companies.
The trend in key figures and ratios is also an im-
portant basis for on-site inspections.

In 1994, 1995, 1996 and 1997 Kredittilsynet carried
out home loan surveys to pinpoint banks’ home
loan practices, partly with a focus on debt:finance
ratios, risk assessments, loans for other purposes
(but secured in mortgage on property) etc. The
survey findings prompted Kredittilsynet to give
clear warnings to the banks to avoid excessive
debt:finance ratios and overly optimistic assess-
ments of customers’ debt-servicing ability.

In 1996 Kredittilsynet, with the assistance of the
Banks’ Central Clearing House, carried out a study
of new IT-based payment services and distribution
channels. The analysis showed that payments
transmission is fairly costly for banks, although
payment services are gradually becoming less cost-
ly. It also established that Kredittilsynet faces new
challenges in terms of keeping abreast of payments
services developed by banks and by new players
who do not traditionally offer this type of service.

The analyses and studies referred to have been im-
portant in achieving the strategy’s aim of a greater
focus on totality and relations in the financial sys-
tem. They are an aid to obtaining at the earliest pos-
sible stage an overview of factors which may threa-
ten the stability of the financial system, thereby
enabling preventive measures to be put in place.



Main objective 3: Orderly conditions,
compliance with laws and regulations and

a high ethical standard among operators in
the financial market

Overseeing compliance with the rules in force is
an integral part of supervision of the overall finan-
cial industry. Enforcing the ownership restriction
rules occupied centre-stage in the latter half of the
strategy period. Kredittilsynet’s reinforced supervi-
sion of pension funds’ compliance with the legisla-
tion should also be mentioned. After a series of in-
spections, Kredittilsynet drew up recommendati-
ons in the form of circulars for handling particular
problem areas in this field. Kredittilsynet also drew
up recommendations for financial institutions’ tra-
de in derivatives.

It has proved important for Kredittilsynet itself to
have the capacity needed to monitor rule breaches
at financial institutions. In order to exercise effecti-
ve supervision able to prevent crises in financial
institutions and reduce the extent of harm resulting
from possible crises, rules are needed that make it
easier for Kredittilsynet to intervene in censurable
circumstances at an early stage. The sanctions avai-
lable under the Criminal Code are inadequate to
deal with rule breaches in the financial field. This
was a lesson learned from the work of the Wiker
Committee. The committee was appointed by Kre-
dittilsynet in 1990 to carry out investigations at cer-
tain financial institutions which had suffered heavy
losses with a view to bringing to light possible cri-
minal conduct in these institutions. The committee
completed its work in 1995. Several cases were re-
ferred to GKOKRIM for possible prosecution, wit-
hout charges being preferred.

In 1995 Kredittilsynet established a group to over-
see transactions in the securities market. The
group, which is not part of the institutional super-
vision, ensures that Kredittilsynet has the capacity
and competence needed to uncover and follow up
on cases where there is a suspicion of insider dea-
ling and market manipulation. Its work has a clear-
cut preventive effect since market players are awa-
re that Kredittilsynet is able to monitor suspicicus
circumstances. Kredittilsynet also supervises insti-
tutions in the securities field in the normal way to
check that they observe game rules and standards
of good conduct in the market. '

Collaboration with @KOKRIM was developed and
systematised in the period. The responsibility for
this work rests with a member of the Director-Ge-
neral’s staff who also assists in special investigati-
ons etc.

By drawing up ethical guidelines and making oral
presentations and media initiatives, Kredittilsynet
has also brought ethical issues in the financial in-
dustry into public focus on frequent occasions.

Main objective 4: An up-to-date and appropria-
te regulatory framework that fosters smoothbly
Junctioning markets, botb for supervised insti-
tutions and the users of their services
Throughout the period work was done on further
developing the legislation to achieve an appropria-
te regulatory framework for the financial industry.

Kredittilsynet participated in drawing up new laws
in several areas of supervision, among them a new
Securities Trading Act, a new Accounting Act and a

new Auditing Act. New laws were followed up -

with regulations and draft regulations - including
several regulations in pursuance of the new Secu-
rities Trading Act. Kredittilsynet also actively con-
tributed both content to and comments on the in-
terim reports of the Bank Law Commission.

The work of adapting Norwegian rules in the fi-
nancial area to the EEA rules and other internatio-
nal bodies of rules was a demanding and impor-
tant task for Kredittilsynet throughout the period.
A central aim of this work was to ensure a level
playing field for the Norwegian financial industry.

In the period 1994-1997 a large number of new re-
gulations were proposed to the Ministry of Finance
with a view to adapting Norwegian rules to EU
and EEA rules. One example is the new capital
adequacy regulations which set requirements as to
institutions’ current measurement of market risk.
Kredittilsynet also laid down several new regulati-
ons of its own. In some areas, including insurance,
the combination of Norwegian and European rules
has resulted in a more complicated body of rules.

Framing rules is a continual process in a society
whose financial industry’s regulatory setting is con-
stantly changing and where simplifications are still
required. The rules in the insurance field remain
particularly extensive and detailed.

Strategies and areas of operation representing
a new orientation and upgrading of priorities
Alongside international activities (see page xx), the
following areas in particular have been assigned
higher priority:

- Formulating premises, public relations and
dialogue

Work on formulating premises and public relations
now has higher priority than previously. Kredittil-
synet attached great importance to dialogue with
individual institutions and operators, trade organi-
sations and collaborative organisations with a view
to building an understanding of Kredittilsynet’s at-
titudes and an awareness of new regulations in the
market. This was done through meetings and se-
minars, presentations and articles, as well as a pro-
active policy with regard to the media.

In 1994 public relations activity was given increa-
sed priority through the establishment of a new
post, i.e. Head of Public Relations. Key tasks for
this post entail facilitating dialogue with the media
and other target groups, as well as good in-house
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communication. Work was also done on giving
Kredittilsynet a better overall profile by upgrading
office premises, improving the telephone service
and introducing a new visual profile.

Public relations has to an increasing extent been
employed by Kredittilsynet as a central instrument
in its preventive approach, partly by putting cen-
tral problems on the agenda and stimulating deba-
te in the financial industry, in public and political
circles and in the community in general. Media co-
verage of issues and events also has a preventive
effect in that it brings the sanctions available to
Kredittilsynet to the awareness of the market,
which is why ongoing contact with the press and
the media has been given greater priority. Kredittil-
synet is accordingly regarded as an important for-
mulator of premises in the public debate and as an
institution whose views are taken notice of in the
financial industry.

- Studies and economic analysis

Greater priority was also given to study and analy-
sis activity described under the second main objec-
tive above. The macroeconomic surveillance pro+
gramme in particular represents a new step for
Kredittilsynet. The production of new knowledge
through studies and analyses in combination with
the transmission of knowledge through pro-active
public relations were an important and to some
extent neW tool for Kredittilsynet in the period un-
der review.
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