
earnings at a specified level of risk.
The Bank continually works to sophisticate its risk

quantification and management system.  The Bank
employs Value at Risk (VaR) measurements to quantify dif-
ferent types of risks in a consistent manner and to pinpoint
the total amount of risk.  The Bank has also begun to
employ Shareholder Value Added (SVA)* as a new manage-
ment yardstick to monitor the return of each business
group at a given risk exposure and identify the optimal
allocation of risk exposure.  

*SVA (Shareholder Value Added) = Net Business Profit – Capital Costs (gains

which investors expect in return for investment risks). SVA exceeding zero indi-

cates that positive shareholders value is generated.

Compliance and Operational Risks
It is critical for financial institutions to minimize non-
quantifiable risks such as compliance and operational risks.
Operational risk is defined as the potential loss resulting
from failed information systems or operating processes, or
external events.  The resulting losses may be financial or
non-financial in nature, such as the loss of reputation or
regulatory standing.  It is particularly important to mini-
mize these non-quantifiable risks in the Bank’s core busi-
ness of trust services since safekeeping entrusted assets
requires a tremendous level of fiduciary responsibility.  In
this way, the Bank implements rigorous and effective risk
management measures, primarily through the departments
responsible for managing each type of risk, and works to
strengthen its internal inspection and audit system as well
as introduce external audits.  Meanwhile, the Bank contin-
uously improves the management of non-quantifiable risks
by developing future standards.  For example, taking into
consideration the new global policy called Basel 2, the
Bank is preparing to quantifiably measure previously non-
quantifiable risks affecting operation and systems.  

OVERVIEW
usiness opportunities for financial institutions have
expanded dramatically due to the deregulation and

globalization of financial markets as well as the increased
sophistication of financial technology.  However, financial
institutions also face an increasingly diverse and compli-
cated range of risks.  In this environment, ensuring that its
risk management system can effectively handle these risks
has become a central management issue for financial insti-
tutions.  The Bank has placed a high priority in sophisti-
cating its risk management, and continually works to
enhance its systems for identifying and analyzing various
types of risks, determining appropriate risk exposure, car-
rying out proper management and control measures, and
ensuring compliance with all relevant regulations.

Risk Management System
The Bank has established a risk management system in
addition to setting its fundamental risk management poli-
cies as resolved at the Board of Directors.  In this system,
sections that are independent of the business groups respon-
sible for raising revenues are appointed to carry out risk
management activities at arm’s length.  Four departments
are responsible for specified risk categories:  the Legal
Department oversees compliance; the Systems Resources
Management Department manages operations and systems
risk; the Risk Management Department manages credit
risk, market risk and liquidity risk; and the General Affairs
Department manages event risk.  Secondly, the Corporate
Planning Department oversees cross-sectional risk manage-
ment from an overarching perspective to comprehensively
manage the various types of risks.  Finally, the Internal
Audit Department is assigned to verify the appropriateness
and effectiveness of the system’s risk management.  Through
direct reporting from the departments above, the Board of
Directors monitors the level of risk and examines the risk
management system.

Credit, Market and Liquidity Risks
With respect to credit risk, market risk and liquidity risk, all
of which are classified as quantifiable risks, risk-taking is an
indispensable part of the Bank’s efforts to raise revenues.
Therefore, it is critical to appropriately manage risks and to
allocate appropriate risk exposure in order to maximize
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redit risk is the risk of partial loss or complete col-
lapse of the value of assets, including off-balance-

sheet assets, due to factors such as the deterioration of a
borrower’s financial condition.  Since credit risk is one of
the most significant risks that financial institutions face,
the Bank takes the utmost care of its credit management
by carrying out strict loan screening, and by diversifying
risks through credit portfolio management.  

Credit Risk Management System
The Bank has established a credit risk management system
where branches and various related Head Office depart-
ments closely cooperate and cross-examine each other’s
credit risk to control credit risk to the fullest possible
extent.

Specifically, based on credit policies and credit risk
management policies formulated by the Board and the
Credit Risk Committee,

1. the branches carry out appropriate initial assessment and
management of loans based on a variety of internal regu-
lations;

2. the Credit Supervision Departments carry out strict loan
screening, provide appropriate guidance to branches and
conduct complementary assessment of loans;

3. the Research Department conducts industry analysis and
assigns credit ratings based on quantitative analysis; and

4. the Risk Management Department, which is independ-
ent of both the Research and Credit Supervision depart-
ments, audits the self-assessment of loans, quantifies risks
and carries out related monitoring.

Credit Exposure
The Bank controls credit exposure (total amount of credit
given) by counterparty or by each group of affiliated firms
as a whole, irrespective of the type of transaction involving
the credit risk.  Off-balance-sheet transactions are moni-
tored on a current exposure basis (actual market value of the
credit amount).

The Bank also controls credit exposure by country (the
aggregate amount loaned to counterparties located in the
same country) as a measurement of country risk, in addi-
tion to the credit exposure of each counterparty.

Credit Rating System
The Bank has its own credit rating system that provides
basic data for individual loan assessment and overall credit
portfolio management.  The Bank’s credit rating system
rates each counterparty’s credit risk level on a scale of 1 to
10 and reflects the expected default rate based on the statis-
tical analysis of bankruptcy data.

To maintain a sound credit portfolio, the Bank also
writes off bad loans and accumulates loan loss reserves every
fiscal year after assessing individual loans.  The credit rating
system and individual loan assessments are managed in a
consistent manner to appropriately measure the level of
each counterparty’s credit risk.

Appropriate Return for Risk
The Bank seeks to acquire loan spreads that justify the cred-
it risk involved as well as to diversify its credit portfolio and
maintain and improve its financial strength.  The Bank
measures profitability levels in view of expense ratios and
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MARKET AND LIQUIDITY RISKS

expected loss ratios for each credit rating, and prices indi-
vidual loans in a manner commensurate with its risk level.

Credit Risk Quantification
Accurately calculating credit risk is extremely important for
financial institutions.  The Bank, with its sophisticated risk
analysis systems, statistically analyzes potential default rates
and losses by simulating 10,000 scenarios based on default
rates and collection rates for each credit rating (see chart).
Furthermore, taking into consideration extremely unfavor-
able situations, in which credit risks soar beyond expected
scenarios, the Bank conducts stress tests to measure credit
risks under various stress scenarios.

The Bank periodically integrates the credit risks of
domestic and overseas credit portfolios.  The monitored
results, including the credit risks under stress scenarios, are
directly reported to the Board of Directors.

Quantifying credit risks is important not only for rec-
ognizing risk levels.  By analyzing credit risks, the Bank can
monitor the soundness of its business operations, maximize
revenue while keeping an appropriate credit risk level and
allocate capital in an optimal manner.

arket risk is the risk of loss caused by a change in
the value of assets and liabilities as a result of mar-

ket fluctuations.  Liquidity risk involves the risk of failure
to obtain necessary funds as well as the risk of failure to
conduct transactions promptly at the appropriate price.

Market and Liquidity Risk Management System
The Board of Directors determines the allocation of capital
for market risk on a semi-annual basis, taking into consider-
ation the Bank’s financial strength and the trade-off
between risk and return.  The Bank has set up an Asset and

M
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Liability Management (ALM) Committee, an institution
committed to managing and controlling market-related
risks, and appointed upper management, including direc-
tors, as members of the Committee to ensure prompt deci-
sion-making.  Based on the market and business environ-
ment, the ALM Committee works to ensure the quality of
the Bank’s assets and liabilities as well as to maintain stable
earnings by controlling market and liquidity risks on a con-
solidated basis.  The ALM Committee reports on its activi-
ties to the Board of Directors on a quarterly basis.

The ALM Committee determines basic policies relating
to the management of market risk by establishing risk limits
and loss amount limits that correspond to the particular
characteristics of individual positions and business activity.
The ALM Committee also determines basic policies relating
to the management of liquidity risk by setting guidelines
based on expected liquidity and the available liquidity and
monitoring their implementation.  In addition, the ALM
Committee sets contingency plans for scenarios involving
liquidity risk.

Adhering to the basic policies of the ALM Committee,
the Risk Management Department, an independent risk
management unit, performs the middle-office functions of
measuring, monitoring and reporting on market and liquid-
ity risks, profit and loss,  and compliance on risk limits and
loss amount limits.

Furthermore, to ensure that the system is optimized,
front-office activities with customers or other market partici-
pants are routinely checked by the middle office and back
office departments.  In addition, the Bank’s risk management
system is inspected on a regular basis by the Internal Audit
Department and is regularly checked by outside auditors.

Methods of Risk Measurement
The Bank’s market risk management system employs Value
at Risk (VaR) measurements as a method to assess its expo-
sure to market risk.  VaR uses historical market volatility
data to statistically determine the maximum expected losses
under specific conditions.  In addition to calculating VaR,
the Bank’s market risk management system is capable of
performing simulations and calculating various other risk
management indicators, thereby providing a highly sophis-
ticated means of controlling market risk.  This system is
based on the delta method using covariance matrices for

calculating most types of market risks, and a historical sim-
ulation method for calculating the nonlinear risk associated
with some options transactions.

Market Value
Market risk for the Bank’s trading activities in fiscal year
2002 is summarized as follows:

Stress Tests
The Bank recognizes the importance of simulations that
assume market fluctuations exceeding normal expectations.
The Risk Management Department therefore conducts
stress tests to ensure that capital is sufficient under various
stress scenarios.  The results of these tests are reported
directly to the Board of Directors.

Back Testing
To verify the accuracy of the risk measurement model, the
Bank carries out back testing by comparing daily-calculated
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COMPLIANCE SYSTEM

VaR with actual daily gains and losses or simulated gains
and losses within a fixed portfolio.  The results of back test-
ing for fiscal year 2002 confirm that the Bank’s risk meas-
urement method is accurate, as actual gains and losses were
all within the range estimated by VaR calculations.

Strategic Cross-Shareholding Risk Management
The Bank owns shares in the companies of its strategically
important customers to build long-term strategic relation-
ships (“Strategic Cross-Shareholding”).  Although the
objective of cross-shareholding is different from other mar-
ket-related activities, the risk of share price fluctuation must
be properly managed since such transactions are not free
from market risk.

The Bank measures the market risk of strategic cross-

shareholding by utilizing a market risk management system,
and manages risk by taking into consideration the cus-
tomer’s financial strength.  The Bank has a clear direction to
reduce the market risk of strategic cross-shareholding, while
carefully examining the expected return from relationships
with important customers.

Settlement Risk
The Bank also works to evaluate settlement risk as a part of
credit risk and liquidity risk, under the assumption that set-
tlement risk is closely related to these risks.  Moreover, the
Bank is committed to reducing foreign exchange settlement
risk by participating in the Continuous Linked Settlement
Bank (CLS Bank), which specializes in multi-currency pay-
ment clearing and settlement services.

rust banks are engaged in a wide array of activities
that contribute to the stabilization of Japan’s finan-

cial system, development of the national economy, and
enhancement of social welfare through lending as well as
trust and asset management services.  Accordingly, the
Bank believes that a strong commitment to compliance is
essential to fulfilling its responsibilities toward society
and maintaining solid public confidence.  In April 1998,
the Bank formulated an Ethics Charter outlining proper
behavior for management and employees.  As stated in
the Ethics Charter, the Bank envisions compliance activi-
ties as one of its top management priorities, vowing to
“strictly adhere to all laws, rules and social regulations,”
“respect human rights and ethics and not trespass against
moral law,” and “behave with honesty and fairness.”
The Bank works to achieve these goals by strengthening
its compliance system and implementing various compli-
ance measures.

Compliance System
The Compliance Committee (chaired by the Executive
Officer supervising the Legal Department) reviews and
streamlines all compliance-related issues and counsels the
Board of Directors on necessary countermeasures. 

The Compliance Office in the Legal Department serves
as a secretariat to the Compliance Committee, drafts plans
and recommendations for the Bank’s compliance system,
and handles all compliance-related issues in collaboration
with related sections.

The Bank also appoints compliance officers at all
domestic and overseas branches to carry out compliance
checks and counsel employees on compliance-related issues
in close collaboration with the Compliance Office.

Compliance Measures
1) Compliance Standards
The Bank has a Compliance Standards manual that con-
tains fundamental policies that all employees must be famil-
iar with to carry out their daily business activities in con-
formity with all relevant regulations.
2) Compliance Program
The Bank’s Compliance Program provides an annual plan
for the Bank’s compliance measures.
3) Double Layer Compliance System
Primary compliance checks are made at all domestic and
overseas branches by the appointed compliance officers.
Further compliance checks are made by the Internal Audit
Department.
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OPERATIONAL RISK

4) Compliance Training
The Bank has allocated sufficient time for explaining com-
pliance-related issues during official employee training ses-
sions.  Branches are also encouraged to educate their
employees about compliance-related issues during their vol-
untary training sessions.

To conduct appropriate solicitation and sales activities of
financial products from the customer’s point of view, the
Bank established and disclosed “Promises to our cus-
tomers,” the Bank’s solicitation guideline.  It also educates
employees on necessary regulations and provides training.

Operations Risk
Operations risk is the risk of losses caused by malpractice
on the part of Bank employees or failure to fulfill their
responsibilities in an appropriate manner.

In addition to conventional banking, the Bank is
engaged in a broad range of trust activities, including pen-
sion trusts, asset management and stock transfer agency
services.  In these fields, a high degree of expertise is
required.  The Bank works to increase the accuracy and effi-
ciency of its operations by upgrading operations and
administrative systems, enhancing the capability of employ-
ees through training, and implementing procedures that are
more closely monitored.  At the same time, the Bank has
established sections responsible for overseeing the opera-
tions and administrative functions of each business area.

Systems Risk
Advanced computer systems have become indispensable to
financial institutions.  The disruption of services to cus-
tomers caused by system troubles and unexpected accidents
as well as malfunctions and inappropriate use of computer
systems will have far-reaching consequences of an unexpect-
ed magnitude.

The Bank has taken steps to cope with such systems risk
by stipulating information security management regulations
and specific measures for the establishment, maintenance

and improvement of information security.
Specifically, the Bank first analyzes specific risks inher-

ent in each system and then builds multiple communica-
tion lines and backup systems and prepares contingency
plans to cope with such risks.  In daily operations, the Bank
works to monitor systems risk, prevent systems failure and
recover systems promptly in accordance with manuals when
a problem is found.  While the open network exemplified
by the Internet makes our life more convenient, it creates
new risks, making the Bank’s internal computer network
vulnerable to outside attack and endangering customer pri-
vacy and the Bank’s confidential information.  To promptly
identify problems in our network, the Bank watches out for
attacks on the Internet on a 24-hour basis, and tests simu-
lated hacking on its own network every month.

The Bank also continues to educate its upper manage-
ment and employees about the importance of information
security management so that all of them can share the same
understanding and act to protect the Bank’s information
system.

Event risk
Event risk is the risk of loss caused from unexpected disas-
ters such as earthquakes or wars.  The Bank has implement-
ed a contingency plan for different situations instructing
each department on how to act when such events occur.
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