
ursuing maximum shareholders’ value drives Sumitomo Trust’s business practices.
To achieve this objective, it is important that we maintain an independent manage-

ment style that enhances our competitiveness in the trust business and enables us to make
flexible and speedy managerial judgments. This management independence is supported
by our relatively strong financial position and by our operations in both commercial bank-
ing and trust businesses.

The Sumitomo Trust & Banking Co., Ltd. 2003 Annual Report — Special Feature-Sumitomo Trust Way10

Special Feature — Sumitomo Trust Way

1) Top-tier asset quality among major Japanese banks  
Sumitomo Trust has been one of the few Japanese banks
that has successfully recovered financial soundness in recent
years. Its credit costs have fallen consistently. For fiscal year

I. Financial Strength Characterized in its Solid Asset Quality

P

2002, credit costs on a non-consolidated basis decreased to
¥85.9 billion, a ¥19.4 billion decline from the previous fis-
cal year, and they have now come in below net business
profit for two consecutive years.
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2)Two factors contributed to financial soundness recovery  
We believe that there are two factors that contributed to

this improvement. First, Sumitomo Trust has been proactive

in disposing of non-performing loans. In mid 1990s, the

bankruptcy of the “Jyu-sen,” or housing loan companies,

led to a dramatic increase in non-performing loans at

Japanese banks. Sumitomo Trust was no exception and its

credit costs rose to a peak of ¥589 billion in fiscal year

1995. However, we immediately and strictly dealt with the

issue.
As of March 2003, the percentage of non-performing

loans disclosed under the Financial Reconstruction Law to
total assets was 3.6%. Non-performing loans are covered by
a higher coverage ratio coupled with conservative cash
reserves and strict standards for debtor classification.
Second, Sumitomo Trust’s loan portfolio has a relatively
higher exposure to large-scale listed companies compared to
other banks. This is characteristic of trust banks in Japan,
whose main role is to serve as long-term capital lenders to
the nation’s key industries. Looking at it from another per-
spective, our exposure to small- and mid-sized companies
was approximately 31% (excluding consumer loans) as of
March 2003. Large-scale companies are proactively restruc-

turing their finances, and as a result, we are less affected in a

deflationary phase than commercial banks. In addition, our

loan portfolio is characterized by smaller number of bor-

rowers and relatively solid credit profiles, which allows us to

scrutinize each credit more closely and precisely.  

3) Status of problem loans as of March 2003 
There are three categories of problem loans designated in

Financial Reconstruction Law: “Bankrupt and practically

bankrupt,” “Doubtful,” and “Substandard.” The total
amount of loans in each of these three categories, their ratio
to the outstanding loan balance and the ratio of their cover-
age to cash reserves or collateral are the key indicators of a
bank’s asset quality.

As of March 2003, assets classified under the
Financial Reconstruction Law totaled ¥402.2 billion (the
total for banking and trust accounts), ¥286.8 billion less
than the total as of March 2002. The percentage of these
assets to total loan outstanding was 3.6%, 2.5% lower
than as of March 2002. This percentage was lower than
the average of the major banking groups, which was
7.2%. Our overall coverage ratio for these assets is 79.6%
while the average of the major banking groups is 73.0%. 
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5) Conservative cash reserves and a strict standard for
debtor classification
We have paid careful attention to loans to debtors classified

in the “Substandard” and  “Special Mention other than

substandard” category under the self-assessment system, as
these debtors could potentially move to more serious cate-

gories, eventually leading to additional credit costs. As of

March 2003, the ratio of cash reserves to loans in the
“Special Mention other than Substandard” category was

5.6%, up 2.6% from March 2002. This was because we

introduced a more conservative sampling method, extend-

ing the sampling period used to calculate historical credit
costs from two years to three. In the deflationary environ-
ment, we are well prepared for the possible migration of

those debtors to more serious categories.

As of March 2003, the ratio of cash reserves to loans
classified in the “Substandard” category of the banking

account was 25%, down 0.7% from March 2002. The

ratio of cash reserves to the uncovered portion of such
loans was 50.7%. In March 2003, we introduced the dis-

counted cash flow (DCF) analysis method which is encour-

aged by the Japanese FSA for use in calculating the general

4) Migration analysis of problem loans in fiscal year 2002 
The “migration analysis” table shows the change and break-

down in each category of loans made to special mention

debtors or worse, according to self-assessment. Not only we

monitor the current status of the problem loans but we

also monitor and analyze changes in each category, as well

as transitions between the categories. Changes are mainly

broken down into three categories: “downgrade (+),” the

gross amount of downgraded assets, “upgrade (-),” the

gross amount of upgraded assets, or “write-off, sales or col-
lection.” Through this analysis, the following results can be
seen: as of March 2003, assets classified as worse than

“Special Mention” fell ¥796.2 billion year-on-year.

Downgraded assets totaled ¥334.1 billion, upgraded assets

were ¥546.0 billion, while ¥558.0 billion in assets were

written-off, disposed of or collected. Although assets write-

off, disposal and collection contributed most to the ¥796.2

billion decline in assets classified as worse than Special

Mention, we would rather emphasize that total upgraded

assets exceeded total downgraded assets. Notably, an

upgraded amount of ¥412.5 billion, which was classified as

Special Mention in the previous fiscal year, was moved up
to the ordinary category following financial restructuring at
some large companies.  
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or collection(Billions of Yen)

Bankrupt/ practically bankrupt

Doubtful

Loans to special mention debtors
 (excl. loans to substandard debtors)

Loans to substandard debtors

-18.2

-247.7

-796.2

-483.9

-46.4

29.0

176.7

703.3

209.5

47.2

424.4

1,187.2

255.9

40.0

65.5

334.1

198.6

30.0

—

0.5

38.3

58.6

-0.6

-68.7

-64.2

-412.5

-546.0

-23.5

-267.4

-558.0

-57.5

-209.6

—

-35.4

-40.9

-47.2

Downgrade (gross) / Upgrade (gross)

Migration Analysis of Loans in Special Mention or Worse Categories 
      Banking a/c and Trust a/c (Non-consolidated, FY 2002)



The Sumitomo Trust & Banking Co., Ltd. 2003 Annual Report — Special Feature-Sumitomo Trust Way 13

reserve for borrowers in the “Substandard” category, whose

debts with us are more than ¥10 billion. The result did not

change the required cash reserve ratio and so confirmed our

conservative stance before the introduction of this method. 

6) Credit costs breakdown for fiscal year 2002  
In fiscal year 2002, our credit costs decreased by ¥19.5 bil-

lion year-on-year to ¥85.9 billion. Credit costs were higher

than our target of ¥80 billion, mainly due to the write-off

of loans made to Air Canada, which granted court protec-
tion from creditors on April 1, 2003. The ¥85.9 billion in
credit costs is the sum of ¥60.4 billion in the banking

account, ¥20.3 billion in the trust account, and ¥5.1 billion

in net transfer to general reserves. Credit costs in the bank-

ing account amounting to ¥60.4 billion include ¥43 billion

from additional specific reserves following the reclassifica-

tion of some debtors to lower categories, and ¥23 billion

from write-offs. There was a decrease of ¥10 billion in

credit costs due to the migration of some debtors to better

categories. In the second half of the fiscal year net transfer

to general reserves increased by ¥40 billion because the

reserve ratio for loans to “special mention other than sub-
standard” was raised from 3.0% to 5.6%, as explained
above. 
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8) Ensuring solid asset quality by 
optimizing our loan portfolio  

We have already explained that our high proportion of
loans to large companies is one of the factors that makes

our assets less vulnerable in the deflationary period. We are

aware that some market observers feel that loans centered
on large companies are not profitable. However, considering

the characteristics of our customer base as a whole, we

would rather increase profitability by optimizing our loan

portfolio and minimizing credit costs. While we accelerate

the disposal of non-performing loans, we are increasing

high-quality assets by utilizing market-oriented loans such
as non-recourse and syndicated loans, and by purchasing

asset-backed securities such as Real-estate Mortgage Backed

7) Forecast for credit costs for fiscal year 2003  
We forecast that credit costs for fiscal year 2003 will be ¥60

billion. We use a two-way approach to forecast credit costs.

One is a bottom-up approach, in which the probability of

loss or debtor default is individually assessed and the results

of the assessment of each debtor are aggregated. The other

is a top-down approach, which can be explained using the

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

servatively assume (a) a total loss in the Level III category of

over ¥27.1 billion and (b) a 10% loss in the value of real
estate collateral in Level II of ¥10.6 billion (¥ 106.4 billion x
10%). The sum of (a) and (b) equals ¥37.7 billion. As we

plan to dispose of all of these non-performing loans or

remove them from the balance sheet by fiscal year 2004, we

estimate ¥30 billion in credit costs in fiscal year 2003, and

¥10 billion in fiscal year 2004. Aside from the above, we

assume ¥30 billion in credit costs per year in the normal

course of business, which is presumed to be 0.3% of our

approximately ¥10 trillion in exposure to loans classified in

the “Special Mention” and “Ordinary” categories.

Our forecast is subject to change depending on macro-

economic circumstances and other unpredictable events;
however, we believe that our forecast is logical and reason-
able at this moment.
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Securities (RMBS) and Collateralized Debt Obligation

(CDO) in the primary and secondary markets. Our out-

standing balance of market-oriented loans was more than

¥2 trillion as of March 2003. At the same time, we are

reducing the outstanding balance per debtor partly by out-

right sales or securitization and promoting loans to corpora-

tions in more diverse industries.

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

The 1998 Financial Reconstruction Law (“FRL”) requires
banks to assess their assets (loans, securities lent, foreign
exchange, accrued interests, temporary payment equivalent
to 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 establishment of cash reserves.
Based on this system, debtors are classified into five cate-

gories: “Legally Bankrupt,” “Virtually Bankrupt,” “Potentially
Bankrupt,” “Special Mention,” and “Ordinary.” The five cate-
gories used in the self-assessment system classify debtors
while FRL uses its four categories to classify assets. In addition
to this debtor classification, banks use a categorization, from
Level I to IV, based on the degree of collection risk.

By definition, “Legally Bankrupt” and “Virtually Bankrupt”
in the self-assessment system are equivalent to the
“Bankrupt” and “Practically Bankrupt” categories in FRL, and
“Potentially Bankrupt” in the self-assessment system is equiv-
alent to “Doubtful” in FRL.
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We have continuously emphasized that our key strengths

stem from our business model, which is based on the

cross-selling of banking and trust products. While other

banking groups now have affiliated trust banks, we con-

sider our business model to be superior in that our inte-

II. Integrating Commercial Banking and Trust Services 
grated RM system is optimally designed from the cus-

tomers’ point of view. Our management independence

allows us to freely seek the best solutions for our cus-

tomers.

Through our integrated RM strategy, we aim to provide
customers with optimal solutions by enabling relationship
managers to select and bundle the most suitable products
from an abundant lineup of banking and trust products at

their discretion and in cooperation with product depart-
ments. 

Currently, many major financial institutions are introducing

holding company or division company structures to pro-

mote the independence of each division or group company.
On the other hand, they are also trying to offer a wide range

of products or services to customers. These efforts, however,

often fail amid difficulties in overcoming the “fragmenta-
tion” that hinders effective integration of products or servic-

es, resulting in opportunity losses. In addition to our inte-

grated RM strategy, we are also introducing a business group
management system to clarify each business group’s respon-
sibilities in terms of costs and profits. We do not expect to
suffer any negative effects from introducing this system, as

we are mainly promoting our integrated RM strategy that
emphasizes the re-bundling and cross-selling of products and

services, and believe that this will be more effective in

increasing clients’ corporate value as well as our own prof-

itability. Another advantage in promoting this strategy is the

fact that all members of the group share this same belief.
In this model, there are two skills that are indispensable

for relationship managers. First is the analytical skill

required to find ways to increase the clients’ corporate
value, and second is the ability to orchestrate product lines.

To support these skills, we have established a corporate
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information LAN that enables relationship managers and

product departments to share the latest and most precise

information on clients’ needs and strategies. We hold annu-

al meetings with clients in which we propose for solutions

for their various needs, such as finance, pension plans, real

estate management, and stock transfer agency services. After

thoroughly discussing clients’ needs to determine the opti-

mal solutions, we then simulate the conclusions reached in

these meetings using our Sumishin Corporate Finance
Advisor software, which computes the changes in financial

status caused by the proposed solutions. This approach has

proven to be very effective. We saw growth in the volume of

assets under management, particularly for the clients with

whom we held meetings. The increase in assets under man-

agement will lead to an increase in the percentage of fee

income to total revenue, which is one of our medium-term

goals. We are also encouraging relationship managers to

increase sales of fee-income-based products and services by

setting targets for them as well as encouraging them to

enhance their consulting skills.




