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For fiscal year 2001, Sumitomo Trust’s credit costs on a

non-consolidated basis resulted in ¥105.4 billion, ¥44.8

billion less than its net business profit (adjusted). Among

Japan’s major banks, Sumitomo Trust was the only one

whose amount of credit costs was smaller than that of

net business profit. It is fair to say that Sumitomo Trust

has finally climbed out of the slump that hampered

Japanese banks for the past decade.

As shown in the diagram, except for fiscal year 1998

when public funds were infused, Sumitomo Trust’s credit

costs have been on a constant downward trend, whereas

that of other major banks has been fluctuating. The fol-

lowing explains our analysis of this difference.

i) Proactive disposal of non-performing loans

In the early 1990s, Japanese banks expanded loan

exposure to “Jyu-sen” or housing loan companies which

expanded their activities to commercial real estate loans.

However, the bankruptcies of these companies turned

them into a seedbed of non-performing loans for

Japanese banks. In particular, trust banks, which had

large exposures to these companies, had to dispose of

these problem loans incurring large credit costs.

Sumitomo Trust was no exception, and its credit costs

peaked at ¥589 billion in fiscal year 1995. However,

once the turmoil caused by bubble-economy-related

problem loans calmed down, its credit costs started to

follow a steady decline, except for fiscal year 1998 when

public funds were infused in the banking sector. In other

words, Sumitomo Trust dealt with the issue immediately

after the problems came to light. Our proactive manner

in disposing of non-performing loans made a difference

in the subsequent trend of credit costs.

ii) Characteristic in loan portfolio

One of the characteristics of trust banks in Japan is that

they have a smaller percentage of exposures to small- to

mid-sized companies, by virtue of their inherent role as

long-term capital lenders to the nation’s key industries.

Our exposure to such companies is approximately 45%

as of March 2002.  They have relatively sound financial

statuses, with some of which being subsidiaries or affili-

ates of large-scale corporations.  Therefore, our loan

portfolio was comparatively less affected in the recent

deflationary phase.

iii) Comparatively lower percentage of Non-performing

Loans and higher coverage ratio

Loans classified as “Bankrupt and Practically Bankrupt”

and “Doubtful” under the Financial Reconstruction Law,

which are respectively equivalent to loans to debtors

classified as “Legally/Virtually Bankrupt” and “Potentially

Bankrupt” under the self-assessment system, are gen-

uine non-performing loans, and banks consider early dis-

posal of such loans as well as higher coverage by cash

reserve or collateral. 

As of March 2002, the percentage of assets classi-
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manner in dealing with non-performing loans as

explained in section i).

iv) Conservative cash reserve and a strict standard for

debtor classification (See table on page 22.)

–– Attention to loans in “Special Mention” category

We have paid careful attention to loans to debtors classi-

fied in the “Special Mention” category under the self-

assessment system. Careful attention is required

because such debtors could potentially move down to

lower categories, eventually incurring additional credit

costs. 

As of March 2002, our cash reserve ratio for loans in

the “Special Mention” category was 6.1%. Our ratio for

the “Substandard” category was 24.7%, up 4.7% from

September 2001, and 9.6% from March 2001. Our

24.7% coverage ratio for the “Substandard” category is

one of the highest in Japan’s banking sector. The

increased reserve ratio for the “Substandard” category is

due to rule changes in cash reserves and a stricter defi-

nition for “Substandard Loans,” both of which we

imposed. With respect to the cash reserve rule, a 25%

cash reserve had been applied only to the uncovered

portion in the “Substandard” category up until

September 2001. As of March 2002, a 24.7% cash

reserve was applied for the entire “Substandard” catego-

ry, which raised the cash reserve ratio for the entire

“Substandard Loans” category. Also, we changed our

definition of “Substandard Loans.”  One of the criteria for

these loans had been “Interest Rate Mitigated.”  Loans

used to be classified as “Interest Rate Mitigated” if they

had met certain spread-based standards. This rule was

abolished in March 2002. Classifying loans as “Interest

Rate Mitigated” or not is no longer determined by the

level of spreads, but by the financial status of each

debtor. Another criterion in the “Substandard Loans”

category is the “Terms and Conditions of Loans

Mitigated.” As of March 2002, loans with inappropriate

repayment/interest rate provisions in view of the debtors’

fied under the Financial Reconstruction Law to our total

loan amount was 6.1%, compared to an 8.8% average

for major banks. Our coverage ratio for these assets is

78%, compared to a 71% average for major banks. The

data also demonstrates our conservative and proactive
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The 1998 Financial Reconstruction Law (“FRL”) requires
banks to assess their assets (loans, securities lent, foreign
exchange, accrued interests, temporary payment equivalent
with loans, and acceptances and guarantees) and classify
them into four categories, “Bankrupt and Practically
Bankrupt,” “Doubtful,” “Substandard,” and “Ordinary.”

The self-assessment system, introduced in fiscal year
1996, is used to maintain the soundness of banks’ assets by
appropriate write-offs or cash reserve. Based on the system,
debtors are classified into five categories, “Legally Bankrupt,”

“Virtually Bankrupt,” “Potentially Bankrupt,” “Special Mention,”
and “Ordinary.” The five categories used in the self-assessment
system are by debtor while FRL uses four categories by asset.
In addition to this debtor classification, banks use a categoriza-
tion, from Level I to IV, based on the degree of collection risk.

By definition, “Legally Bankrupt” and “Virtually Bankrupt”
in the self-assessment system match the “Bankrupt” and
“Practically Bankrupt” categories in FRL, and “Potentially
Bankrupt” in the self-assessment system matches “Doubtful”
in FRL.

credit risk were included in this criterion, on the assump-

tion that they are equivalent to financial support.

A high reserve ratio for the “Special Mention” catego-

ry and a strict standard for debtor classification demon-

strate Sumitomo Trust’s conservative attitude in monitor-

ing the “Special Mention” category.

The difference between asset classification under the Financial Reconstruction Law 
and debtor classification under the self-assessment system

(*Note) Here, it is important to distinguish “Substandard” category

from “Substandard Loans.”  While the former refers to a sub-cate-

gory in “Special Mention” under the self-assessment system, the

latter is a category under the Financial Reconstruction Law (see

“The difference between asset classification under the Financial

Reconstruction Law and debtor classification under the self-

assessment system” below).
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The table below shows the breakdown of our credit costs

during fiscal year 2001. Credit costs in the banking

account, trust accounts, and net transfer to general

reserve were ¥75.2 billion, ¥23.9 billion, and ¥6.2 billion,

respectively, for a total of ¥105.4 billion, down by ¥41.4

billion from fiscal year 2000. The ¥75.2 billion credit costs

in the banking account include approximately ¥55 billion

from additional specific reserve from moves to lower cat-

egories, ¥25 billion from write-offs, and ¥3.5 billion in

gains from bulk sales. With respect to net transfer to gen-

eral reserve, the 1st half of fiscal year 2001 resulted in a

negative figure due to the bankruptcy of a large debtor,

since general reserves for the claim to the corporation

had to be removed with the debtor being reclassified in a

lower category. The amount for the 2nd half of fiscal year

2001 was ¥12 billion, due to the increase in loans to

debtors classified in the “Special Mention” category

(including “Substandard”), which were previously classi-

fied in the “Ordinary” category as of September 2001.

These moves to lower categories occurred because the

actual financial statuses of debtors, as well as their evalu-

ation from the market, as exemplified by their stock

prices, were counted as a determining factor in our

debtor classification. This was one of the reasons for the

fiscal year 2001 credit costs to exceed the previous fore-

cast of ¥80 billion.

3. Credit Costs Breakdown for  fiscal year 2001
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Our credit cost forecast in fiscal year 2002 is ¥80 billion.

We used a two-way approach to reach this forecast. One

is a bottom-up approach, in which the possibility of

loss/default for a debtor is individually assessed and the

results of each debtor are combined. The other one is a

top-down approach, which can be explained by using the

following matrix (refer to the table below). We conserva-

tively assume (a) a total loss of the Level III category

(¥88.6 billion), (b) a 30% loss in the value of real estate

collateral for Level II (¥56.1 billion = ¥187 billion x 30%),

and (c) some debtors that will move from “Potentially

Bankrupt” to the “Substandard” category once their

restructuring plans are implemented and realized. We

predict the total of (a) to (c) to be ¥100 billion, with ¥50

billion to be disposed of during fiscal year 2002. We fur-

ther assume ¥30 billion in normalized credit costs, which

is presumed to be 0.3% of our ¥10 trillion loan exposure

classified in the “Special Mention” and “Ordinary” cate-

gories. 

Our forecast will change depending on macro circum-

stances and other unpredictable events. However, we set

up our forecast in the most logical and reasonable man-

ner to maintain our credibility from the market.

4. Forecast for credit costs in fiscal year 2002




